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European studies show
the adverie Impact of
“large pubiic outlays

“I tend to feel that an over-large public
sector is a sign of incipient decline,” says
Edmund Stillman, director of Hudsun
Institute Europe, un independent Paris-
based afliliate of Herman Kahn's U.S.
think tank. This view arises [rom
ongoing research led by Hudson econo-
mist Richard Ensor. Hudson's lindings
tend te show that overall growth is the
lowest in countries where the govern-
ment sector is largest. That raises the
strong suspicion that large and growing

Government growth crowds out investment

by the expanding governnient sector in
Western industrialized countries has
been massive—cutting attainable
growth rates by as much as one-third in
the past 15 years.

A major reason government grows
rapidly is that higher public spending
always proves effective as u short-term
cure for recession. But since the level of
public spending seldom falls after recov-
ery gets under way, a ratchel effect
comes into being. The long-term result,
according to Alexandre Lamfalussy,
chief economist for the Bank for Inter-
national Settlements, is that “in many
advanced countries, taxation seems to
have approached or exceeded the limits
of economic efficiency.”

pensation, and welfare—are the most
wasteful form of government expendi-
tures, both Smith and the Hudson group
found that such payments had far less
impact on differences in growth rates
than did government. spending for goods
and employees. Bacon and Eltis lay far
less emphasis on transfers than on the
huge growth of government payrolls,
and Smith stresses the fact that trans-
fers do not actually tie up productive
resources in the production of socially
designated services. This distinction has
important implications for public service
employment proposale in the U. 8.
Wage-push inflation may provide en
important warning signai that government
in growing too fast. When expanded
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publie spending aetually causes slower
cconomic growth.

The Hudson Ilmhnu are one example
of an impressive body of European
research pointing to this same conelu-
sion. In Britain, which has had slow
growth for the last 60 years, two Oxford
cconomists, Robert Bacon and Walter
Eltis, have documented the case against
a growing government with impressive
attention to the detailed impact of
specific public policies on the industrial
structure. Similar implications have also
emerged from a study by David Smith,
principal research oflicer in economics
at Englund’s Nationnl Westminster
Bank. And the Organization for eo-
nomie Cooperation & Development is
preparing o study on the same subjeet
for publication carly next year.

The new studies ditfer in detail, but in
general they conelude that the toll teken
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Three other major themes of the new
studies:

Diterences In the size of lhe govern-
ment are nol the only factor explaining
difersnces In growth rales among coun-
tries.

Any economy’s “"natural” growth rate
depends basically on the growth of its
labor force and the productivity of its
workers. Both vary over time and
between countries beenunse of o variety of
cultural, technologienl, and other fuc-
tors, of which the size o' government is
only one. Still, David Smith's study esti-
maltes that ditferences in publie-sector
size accounted for fully 35% of the

overall variation in growtn rate in his
19-nation sample during the 19605,

Nol all public programs are equally
harmtul te growth. Though the traditional
view is that transfer payments
insurance,

such us

social unemployment  com-

publie serviees are provided frecly, the
principal test of their desirnbility is
whether people will pay the resulting
taxes without demanding higher wages,
“Those who control publie expenditure
ereate the publie seetor that they believe
to be correet,” Eltis says dryly. "But the
workers have shown un unwillingness to
pay Tor the level of services that public
ollicials deem appropriate.” e cites the
inercased militance of British labor that
began in the mid-19608 as a vivid
example of the hazards of an overblown
publie sector.

The mechanism by which a larger
publie share leads to slower growth is to
be found in shrinking profits and falling
investment—a igantic  non-monetary
"erowding-out etfect.” Since there is o
long-run relationship between an econo-
my's stock of capital equipment und the
level of output it can produce, uny given
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growth rate reqﬁires that a certain

proportion of total production must be
invested in new capital goods. If, for
instance, it tonk $3 worth of capital
investment to produce $1 worth of
annual output, then a 4% rate of growth
in productive capacity would require
that 12% of each year's net national
product be set aside for new investment.
If the higher taxes resulting from higher
government costs eat into profits and
private savings to the degree that invest-
ment of this 12% proportion becomes
impossible, growth will fall below the
4% rate, even if labor force ayd produc-
tivity growth remain favorable,

The link. The Hudson group feels that it
has statistical evidence of a significant
causal relationship between a rising
income share for public spending and a
lower share for private investment, This
linkage is stronger in some countries
than others, Hudson's Stillman con-
cedes, and in some cases the slow growth
of an aging economy could cause higher

Public spending grows
because It Is a short-term
cure for recession

public spending, rather than vice versa,
Nonetheless, he believes Lhat
“nonmarket spending, (as opposed to
investment in self-supporting public en-
terprises) is the preemptive factor in
overall economic growth,”

The institute's Hudson Letter recently
estimated the degree to which specific
economies have been hurt by the rapid
growth in government over the past 15
years. For Denmark and Sweden, the
altainable growth rate has heen cut by
1.3 to 1.6 percentage points; for Canada,
Finland, Germany, and Britain, about
0.8 points; the other European members
of 0ECD are nssigned reductions of 0.4 Lo
0.5 points. France, which does nol
appear Lo have enlarged its public sector
ghare, is the oxception, Smith hag
arrived at similar estimates. He suggests
the rule of thumb that “each 6%
increase in the share of disposable
income absorbed by state consumption
implies a 1% drop in the growth rate."”

Bacon and Eltis have focused on the
British experience, and believe that 1966
marked a costly turning point for that
pation, Government responded to bal-
ance of-puyment dilliculties with n plan
to £ ow the growth of government
purel ases in order to free resources for
use by industries that export or compete
with iimports. But it did not provide the
propos -d additional stimulus of a deval-
uation, and it also shelved a long-range
ceonomic plan to stimulate industrial
expansion. It was in this offhand
fashion, the Oxford economists say, that
Britain's economic strueture was nudged
futefully in the direction of rising publie-
sector costs, Without the encouragemoent
of cither strong export murkets or the

"induatriﬁl'-ekpaﬁsioﬁ targets of the

discarded national plan, business cut
back on private investment. Meanwhile,
government departments steamed ahead
toward employment goals that had been
based on the assumption of a stronger
economic recovery.

Employment. Despite recurring attempts
to shore up the private economy, a spiral
of rising public see‘or payrolls and
falling private investment took hold.
“Over the period from 1966 through
1974, Eltis notes, “the market sector
was losing 175,000 jobs per year, and the
public service sector was adding perhaps
120,000 per year. That means a smaller
number of producers of marketable
outputs in the private sector has got to
support a larger number of tax-
supported public employees."

Inevitably, taxes rose sharply.
Amounting to nearly 30% of earnings,
the average British worker's tax burden
is now proportionately higher than that
of a bank manager or university profes-
sor in 1963, And deficits have also
mounted.

The point is not that public services
should be eliminated, but that either
their growth must he kept in balance
with private output or people should be
prepared for a growth slowdown, "As
per capita incomes rise,” Bacon says,
“you would expect people to be prepared
to give more of their own consumption Lo
make room for public consumption. |
think Sweden, prior to the latest elec-
tion, was an example of this."

In fact, the Scandinavian countries,
with their smaller, relatively homoge-
neous populations, have generully done o
good job of busing public-sector expan-
gion upon the agreement of union leader-
ghip to accepl a fair share of realistically
estimated costs. In Englamd, on the
other hand, discipline in the labor move-
ment and aecuracy in publie-nector cost
projections have both been lacking,
necording to the account in Eltis and
Bacon's new book (Britain's Economic
Problem: Too Few Producers), From
1966 to 1970, the public seetor's pretax
income rose by more than 15% as a ratio
to that of the market sector. The conse-
quence of the higher taxes that resulted
was “nearly universal pressure for wage
settloments in excess of 10%, nt a time
whon the inflation rate was much less
than this." Soon enough, of course, price
movements had to catch up; by 1970
inflntion was nearing 10%, And with
government continuing to expand em-
ployment almost any time workers
beenme available, the process neceler-
ated, Consumer prices rose 16'% in 1974
and more than 24% in 1975, Ironically,
all of this occurred at the same time that
British industry had sueceeded in shak-
ing off decades of apparent. deeline,
raiging annunl productivity growth from
22% in the 19508 to 4.2% since 1961.
Unfortunately, the balance had been
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tilted too far—instead of faster total
growth, a shift in resources to the public
sector was the only result.

Resource allocation. Without having
studied the British case in detail, Amer-
ican rrowth theorists are agnostic about
the ¢ 1 ribution that wage-push infla-
tion 3 made to declining rates of
inve:  ent. While conceding that such
infla  ary pressures can be one source
of pront reductions, particularly in an
economy as open to low-cost import
competition as Britain's, Robert M,
Solow of the Massachusetts Institate of
Teci:nology feels that the inflation and
growth problems may proceed indepen-
dently of each other, “Workers always
want more take-home pay and more
public services,” he says, “whenever they
can yret them.”

Growth <epends on keeplng
public services in
balance with piivate output

As for the slow growth problem,
Solow notes that even without inflation,
the public sector would take an expand-
ing share of total resources in any case
where policymakers continuously used
fiscal stimulus to maintain relatively full
employment, while relying on tight
monetary poiiey lo restrain ocensional
influtionary pressures. Even wilhout
wige-push, “you would automatically
get a shift in the composition of output
in favor of fovermment purchases and
nway from interest-sensitive activities,
such as private investment,” says Solow,
who is considered to be the ranking
growth theorist in the U, 8.

IFor the U. 5, the immediate question
raised by tho new studies is over the
wisdom of the public employment pro-
prams as a cure for high unemployment,
Solow concedes that “the Bacon-Eltis
argument could hold against a large
publie service employment program on
un ongoing bunis," Most American ccon-
omists tend to feel comfortable only with
relatively small public service employ-
ment prn]mmh that either disappear or
shrink in size whenever unemployment
reaches low leyels,

Thus far, it would appear that U, 8.
politicians will not repeat the excesses of
their British counterparts in both the
Labor and Coprservative parties. Of the
two Presidential candidntes, Jimmy
Carter has spoken strongly in favor of
Job ereation eflorts, But he has suid that
il tag=receipt gains lageed behind his
projections, he would slow down the
growth of social service programs.

Meanwhile, I81tis, who is spending th
yeur as visiting professor at the Univer-
sity of Toronty, is watching from hiu
post ucrons the border. He says
“Presumably, vour American lh[}l'l‘lﬂ
have looked 1.|'l-t'u|lv at the tax conse-
(uences ul' the proposals they pat forth,

I not, it's entirely irresponsible.’ a
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compuler conlrol center for se«mly
checking and energy savings.

A decision-making computer automates Bank of Virginia Company’s new
suburban "home.’ Squeezes out the most heating and air condmonmg from
the lowest energy 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 givan off by liphts. The com-
putercal zulates and directs the best

way lo use this energy—for heating : LRl

or air conditioning. Automatically g :
For maie detrils on Robertshaw rm

automation for your building, write y o

to PO. Box 26544U, Richmond, VA CONTROLS COMPANY *+,"
23261
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