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EFFICIENCY OF. THE PUBLIC SECTOR*
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Talﬂmo intoaccount |the purpose ‘of ‘the Conference, a -standard
textbook presen”?:azmon of ithe subject does ‘mot appear very mseful.
Besides, 'there lis no such Ithing @s one, single, univensally establlshed
public sector. In different countmes, different itypes iof public sectors
are to be found. Sinceé our subject is efficiency, we are, deanly, linter-
ested mot just in the fpublic seator per se, but in the most efficient
public sector. An. ineffidicnt public sector canmot generate effidient
etpendubures In other- words; the proper subjeot ‘of ithiis paper is an
&\ploraiﬁlon fin ithe ‘cornparative efficiency of various possible institu-
tions of the public- sector. For obwious reasons, 1 cannot go beyond
a general sumfey of the g)roble.m

WHY IS THE PUBLIC SECTOR EXPANDING?

‘It-ds well kmown ithat the share of ithe public sector iis increasing
dn @ll countmies. It lis mot muncommon ithat one-half of the manufac-
funing industry lis owned by the state ‘or that the state controls- ome-
half of the ttotal investment expenditures or that public expenditures
amount lto ‘'one-half of: GNP . *** ‘ .

* Paper contmibuted to ithe Third International Conference on the Fi-
nancial Development of Latin America and the Camibbean, Caraballeda,
Venezuela, March 3, 1985. )

** Unlversity of Zagreb.

*** The following data may provide an dllustration. They refer to the

share "of ithe ‘public sector in ttotal manufacturing value added in precen-
tages: :

Turkey 1972 473  Egypt 1981/82 66.7
Zambia 1975 _ 510 Bangladesh 1977/78 ‘ 70.6
Syatia 1977 o 57.6 Algenia 1978 74.9
Sni Lanka 1976 - 643 Pakistan 1975 84.0

Source: UNIDO Secrétariat, 'Ohangmg Role mand Function of itthe Public
Industinial Seator in- Developmg Countries”, 10/81. In Venezuela iin recent
vears ithe public seator panticipated: fn savmgs 56%, in Imvcstmemt and -
ma.nufactumng 70%, in exponts anore than 90%. ‘The public sector is Iabso
lutely dominant din "East European tannd East® Asian countries.
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The reasons for ithe rapid growth of the state isector are wvaried
" and may be dlassified as follows:
- 1) Provision of serviices ito ithe public. Education, health care, So-

dial :insurance, Imamploymemt beneflits and welfare programmes are -

now considered to be the staite’s responsibility,

2) For. weasons of mational securiity, many states eshabllasheld gov-
ernment-openated military imdustries such s arsemals, naval shipyards,
dirorafit factionies, etc., 2 long ime ago. The prdduchion of itanks,

rockets and other sophlsmciaJted wealponlry has been added fn ﬂrnore '

recent ftimes.

3) ‘Since medigval -fimes dn. Eunope and elsewhere, 'minerals - hra.ve
been considered the 'propaﬂty iof the sovereign. Thus |royajlmles — the
name indicates tthe onigin — and often-ithe:mines belong o the state.

4) One 'of the consequences of wadious agraman weforms ds that
the- state establishes ltself jas a inajor landowner. Lange. government-
oparajted edtates are supposed to breed highly productive catitle, to
introduce mew vanieties of Jseeds and - T:o spread modenn fagrlou%’uural
techndlogy .

5) Adequate mnﬁrasmuotulre is.a- preconchtnon for succe:ssﬁul lmdust-
mlah?a:hnon  Infrastructure s - highly caplital ntensive . and u'eqm'res
huge amiounts . of capital usually mot available ito the pnivate sectior in
the lessﬂdevdldpad countries.- Thus, the state nmdertakas o, butild.. and
. operate roads, vailways, mnrngajm]on projects, power stations and
(usually  at the munidipal. level) utilities. Post office, |te1ecommunuoa-
tions and mnational airlines are also often statesowned. In more.recent
times, highly expensive research facilities may be jncluded fn the in-
frastructure gnoup.

6) In order to maise revenue wiithout taxes, the state appropriiatcs
exceptionally profiitable findustnies, hurning these into wtate mono-
polies. In earlier times such jndustries included production of tob-
acco, matches and salt; a representative of the miodern monopoly is
the petrolewm industry.

7) In order to salvage them from disintegration and bamlm‘uptcy,
the state often malth;onajhzas old dnefficient industries — such as. coal
and steel in Britain — considered important for the national ecomomy.

8) Since the advent of Keynesianism in the late 1930s, istaltes
have been expenimenting with fiscal policies, That meant (ncreasing
public expenditures fin ‘order to build wup or maintain @ggregate Idama.nd
Keynesian fiscal policy fin general, and military expefndmtures in parti-
oular, jncreased the share 'of public expenditures in GNP,

9) Finally, public. ownenship has tradifionally been Fdentified with
state owmenship. For this reason many soaialist parties and countries
that call themiselves socielist insist on the mationalization 0of the entire
economy lor, at least, of fits greater pant. In such cqunmmes the state
budget represents ithe greater pant of the gross mational product. Ir
may be shown that isodialization end statization are mot Hdemntical;
fiact, they have nothing in common. Thus, soaial properiy, wh,lch is
charactefistic 'of soclalism, implies the elimination 'of- gtate control
anid the establishment of «self-imanacrelme.nt T add this comment in or-
der to -avoid possible “confusion. B'uxt this type ‘of dinstitutionalization
is not ithe subjeat of the present paper. o .
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. The ; precoding ;discussion dn'dicates ‘that: the ‘repentoire. 'of public
e\pendmnu:res -and -state. interventions. fis.rather. nich and. gs. expanding .
every «day. It ds mot therefore the :pubhc e\pendmtmres as isuch, but, the
adequate: orrgatmza:tnon of the public seator: that is- of paramou:nt im-
portancel There is nio longer.a choice;: |pmvate or public sedtor. The
public.sector. is with ws -and tts u.mportamcc in the moderm economy. is
increasing. For this wreason it reqmres systematic — mot casu'al or ad
hoc —fireatment. . |

- .. Before we. pnoceeld I ashould like 0 . 51mphfy my itask somewhat
I do mot lintend to deal with tthe public services. .All .I wish ito- .say
about point 1 is that, on the benedit side, substantial expenditures -in
this seatior have @ cou.nter-cycmcal effeot (and of course, they are
somally idesjrable), while on ithe cost side they have a 'depressimre effex,t
on cfﬁcuency because Ithey lincréase ithe burden of taxes. \Ienther do ’
{ mmiend to discuss wanious Keynesflaxn récipes of budget deficits. For
less developed counttries ithey are har.dly n‘plevant Nor shall I duscuss
the problems of socialist economies. An interested a‘eadelr Wil find
extensive tnfohmation on that fin m¥ “book on the subject.*” Thus,
points 8 @nd 9 are -out as well:;’ We are left with 2—7 and with the
pnoblem of radequlate lmsmumonahza*ﬁxon of the public iS&O‘DOT P

TYPES OF ORGANIZATIONS AND CONSEQUENCES

If s*omaﬂ,ust organization dis e\oluded nthe-.re are |three or Uamzatao-
nal types ithat we may, cons1de:r S

1), State: owfnad nndustmles mm s gove.nnment depamﬁmenns The
Post Offiice is @ case din-point. ThlLS‘ is.the . oldest. organizational form
and ds also ithe prototype for the cenhrally-plamned economies. .

2y The pub]uc corporation, \'h.lCh was invented by the British
Labour P.zmty in ithe 1930s. As ithe. mame suggests, fit lis. a hybnid form.
As a corporation fit is exposed ito the market, must cover costs and
(in principle) earm rproﬁms Beiing rpwb]ﬂc profiits go to ithe TereaSury,
and ‘a genenal imanager is appomnted by ithe govermment,

3) The 'pantudnp'uLory corporiation. This operates on the mmamket
like amy other comporation. Its ties with the govermment ‘are looser
and, therefore, its financial responsibility s greater. Managers are
appointed by a joint committee Gndluding wrepresentaftives .of the go-
vernment and of the corporation. Wonkens and employecs participate
in maiiagement as praaticed ln Burope under -wvanious co- detenrnnlna-
tion schames based on parity lin the boards of directors.

It df often =argued ithat stateowned finms ‘are marely proﬁm‘oable
that they drain state budgets jinstead of Ipro‘.rldmg them with money,
that they are less efficient ithan priivate firms. The cost side iis funther
e\pajnded by poittting out that such finms are highly politicized: man-
agers are chosen lon the basis of political affiliation, not professional
capability, and ithe same applies all the way «down the hierarchy, in-
cluding ithe hining of unskilled vorkers. Where professional exgenhise

* B, Horvat, Politicaf Economy of Soéia_lz'.sm,’ Shampe,-v New: Yorﬁc, 1982.
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is replaced by political favours: amd -business wesults “do not matter,
a fertile ground for commuption is created. State industmies do mot ob-
sserve finanacial discipline: loans taken are wepaid late 'or mot lat all,
Before electlions or for lother political reasons, inapt governments are
inclined (to frreeze prices, which s most easily ~accomplished with
government lindustries. As a result, corpordfions lose mbility 1to react
to market stimuli =nd tend ito behave like government Bureaucracies
with little or no business wesponsibility. In shont, state anrterpmse is
said to be unprofitable, ineffidienlt, 1::md politicized. There is little that
can be salid for the benefiit side.

" There is much 4muth lin tthe allegations quoted. One ought to real-
ize, howewer, that the objections apply not to ithe state enterprise as
stch, but ito the 'one mun as a government department. Turkish ishate
industry is perhaps a good e\ample of that genus. Thalt s why idepart-
meéntal 'organizations have been replaced by public compora‘mons The
French state automobile finm of Renault, to quote am example, is as
competlmre, mnnovmhwe or profitable as any pnivate ﬁmm

Yeit, .pwbhc corponamlons have itheir own problems. If ithey rare
organized as state mmonopolies, f.e., if entire industries are run as
single firms, efficiency mand competitiveness tend to be dost. The Imdea
the bigger — the better, does nct seem Justified by experience. Besides,
such industmial mastodonts easily encounter serious labour problems.
The cumrent manysmonith long stmike of British coal miners fis @ case
in point.

The modern management solution o labour problems is pantici-
patory mmanagement. It eliminates striilkes and in creases efficiency.*
It may be panticularly effidient in tthe public sector incurbing cor-
nuption and preventing political appolintments. In countnies with
well developed unions, tthe government and the wnions will jointly
appoint mamagers and set mp intemmal panticipatory bodies. Where
unions are weak, this can be done mt individual finm level.

The wother onganizational component dis as great exposure as
possible to market forces. That fimplies business autonomy fand se-
veral 'or many finmns fn an findustry. Financial independence ©of lindi-
vidual firms does mot mean absence of co-ordination. Co-ondination
is exemplified in setting up joint R&D establishments, fornming ex-
port mssoaciations, etc. ’
. A panticipatiory corporation fis likely to be more efficient than
a private finm. Since management<labour confiict fis ito @ large extent
eliminated, latent and ovent soaial warfare s replaced by co-opera-
tion. Since ~wonkers' wages depend 'on the success of the firm, wor-
kers will see to lit that ithe costs are reduced and ithe finm fis prop-
erly managed. The latter dmplies thaJt gncompeten't managens twill
soon be fired. If the public sector is propenly organized, poor ma-

- * The two European countries with ithe most developed co-deterniina-
tion — Sweden and Germany — are ‘also the countmies mwith ithe smallest
number of avork days lost <due to wstriikes. And the efficiency of ithese
countries hardly needs comment.
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nagers are: much- more easily replaced t¢han in a prmrate firm- where
this ds ito a great extent a chance 'affmr

3

THE- ORGANIZATION OF THE PUBLIC SECTOR

Leaving aside social semiices, four different segments of the
public seqtor may be distinguished:

1) Natural monopolies such as tramsportation and telecommumica-
tion systems. ‘Although exposed tto ithe mariket, they camnot be left
entirely ito market..forces. They meéd very wspeaific regulation. On the
other hand, even tthe Post Office mead not-be run ]mke a govomment
depantment.

2) The bulk of ithe public sectior will comsist of Ia:rce panmdea-
tory corporations; fully or pantially pub]ﬂoly owned, competing in the.

market with pnivate concerms and enjoying financial autonomy. The
latter implies that sthey are profitmaking finms, that business decisions
are made without asking sthe govennment for permission, but that
they are iobliged — and this makes them different from private firms

— ito keep ithe value of invested capitial intact, whatever the sources
of investment. If the fiinm suffers large or prolonged losses, the bus-,
iness autonomy is suspended, 1the ﬁmm is Teonganized va1nd lmcomjpett-
ent managerns fired.

“3) It seems desirable to linclude co‘operatives in ithe npub]uc |seonor
since ithey are orgamizatiionally similar to ithe fiinms in sectiion 2. Prod:
ucer cofoperatives ln manufacturing, agniculture, fishing, trade, con-
struotion and transportaiion are small panticipatory corporations 'ow-
ned by their wonkers. Ameérican ESOP (Employee Stock Ownershlp
Plan) firms and other similar schemes may also be unohuded in this
category.

4) Expenienceé has showm that public ﬁmms and 'pnwate banks do
not work:- well together. The itwo systems are simply nolt COlmpamlbl\,
with each other. And since we wish ito sever the links with the Trea-
sury — s @ precondition for market competitiveness — ithe bamks
cught o be made public as well. That is what France has done. Vigo-
rous industrialization and an aggressive e\pomt onientation — the two
preconditions for fast growth — also require the socializatiton of banks
in 'order to pprevent destabilizing financial speaulatiion @mnd the flight
of capital. Some of the public banks ought to specialize in financing
co-operatives (of antisans, fammers, etc.). And, of course, small co~ope—
rative banks ought to be encouraged as well.

If ithe efficiency potential of ‘the market is fo be fully exploited;
we still meed am institution to make the pubhc sector @ smoothly
working system: The institution Tequired is @ Development Fund
which is interpolated betiveen the Ministry of Hinance and ithe mar-
ket. The National Development Fund is the counterpart of the Na-

* A good illustration is the American Chrysler Corporatton. When the
firm was heading ;toward bankruptcy, ils managens wwere primarily concer-
ned with unvenﬁmo lavish pensiton schemes for themselves. The - sar-
vived tin spite of s managers, and they were fired only afterwards. '
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tional -Bank and- so it may - be.wseful to describe bmeﬂy 1the ﬁunoﬂmns
of the two institutions. . :

The National Bank musit sup.ply the economy wmth adequate
amounts of domestic and foreign money. It serves as a lemder of last -
resort and so sdves ithe: mmonetary system fitomn . pemiodic breakdowns.
In controlling the momey supply, the National Bank ialso exents fim--
pontant finfluence ion. general ecomomic stability. The comtirol of prices
is perhaps 'the most iumpomtamrt task fin this respect. Yet comtrol of the™
money supply must be striatly qualified, The quantity:theory of money
explained inflation, as «due to an 'oversupply.of money: Keynes’s finfla-
tionary. gap-was not far fnom this:interpretafion. And -siich an-explana--
tion. is. ot untrue. Thus, monetary. resiidiion appeared- @s am ‘obvious
remedy. When applied, however, it msually produced contraction of
economic @ativities and umemployment. .Iit: was :then discovered ithat
inflation; canalso be generated by stiictural: duspnopaﬁm(ms and that,
momdtakry policy fis powenless to cope. . with such inflation. The phird:
type of-linflation fs: caused - by dispropontions in income distriibubion;’
This: s rusually. discussed umnder the  heading- of. cogt-spush inflation,
togethear; with some Jess - fimportant - forms. It s cleasr itha!t mcmetary
pohcy cantiot- haridle this case dither. .

- An:iamalogy, may aid in |umdanstandun0 the ﬁl.motman iof Ithe Namnonal_,
Bank. A..car. engine cannot mumn . withiont ofl. Simiilarly, business.trans-:
aations cammot be performed without money. I the supply of -0l is,
inadequalte; the engine. may suffer dalmage and ‘may. even break down.
Thus, pumpdng.oil into.ithe engine ds of wmital impontance. Buit:if ithe
engine does mot mun jproperly, -no amount of 'dil- will eliminate the
toouble. The engline itself must be repaired. The damage the National -
Bank can’ cause by pursuing inoomnreot policies is mnuch greater than
the help iit. can . pnoviide: in 1overcoming diffioulties by correct p'oﬂiicﬁes.
- It iIs an dnstitwbion of marginal and .short tenm adjustments. .-

In addition #o prices, the Bank can also. firy to comtrol investment
(and- acg,regaate demand) by manipulating discotunt interest rates. Em-
pinical shudies, however, have shown.that investment demand lis hlgh}v
inelastiic o finterest wate changes: What mattens is mot the mate of
interest but ipI‘IOﬁ]IDable Imva<=|hment oppontumnities (in mdushmalxzed
countnies) or the dvailability of sinvestment money with reasonable
rates for bommowens (in developing countnies).

‘While the Bank alone imay not be temmibly efficient, in COmjmlOﬂlOfl
with = Development Fund it can produce miraculous results. The Fund.
supplements Ithe monetary operations of the Bamk by stabilizing in-
vestment, aggregate demand, balance of payments, and ithose prices
whose, changes are due to stouctural dispropontions. In the long wrun,
the Fund ds responsible for achieving the desired wate iof growth.

The Fund’s activities replace ﬁnscal policy, which has mradmttonally
been condudted by ithe Minlistry 1of Finance. This policy iis- generally
so closely fiied mp with budget policy that theoretical analysis fails io
separate the two. Yet the distinatiion fis quite clear. A budget is a
device -by which the plamned aativiies of government ladmmslsbrammn
and vanious public' services mare financed from planned sources.

Stablilization, devel@pmemt and income redlstrnbmtlon ‘agctivities
are exhra~budcetary amd, belong o the fiscal policy sphere. The first
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two'can be-handled + by the Fund; shile ‘the last nfalls e‘\olusnrelyr
within the province of the Panliament. : ‘
1f the Development Fund is esteblished as a’ separa.te amves‘umeunt"
authority, centain conditions must be fulfilled. The Fund cannotfinvent
new. taxes lor chamge tax- progression and, fin general ,cannot affect
incomé distribution among sodial groups “or segments of the econidomy,
Bzt it can manipulate &mﬂtaxes so s ito equilibriate aggregate demand:
and supply. The Fund operates within the confines of.ithe Soaial wel-
fare, function defined “by the- Panliament. It is responsible for stability
anid growth under - conditiions jof * Paretostype’ efﬁloxency Ilncreasimw‘
efficiency without dlsturb:mg distnibuticn — this is the goal. -

Theoretically, ‘this goal fs not’ compleate:ly umambiguous, and - in
practice “deviations ‘cannot bé avoided. But ithe sxtuaﬂﬂon iis nolt sub-
stantially different from that ‘in ithe mmonetary field, where the Naffio-
nal Bank has come to be universally acce'pted as an independent mo-
netary authority.

There are fiour sats lof 'Obgecmwes Ithe Fund can fulfil: dmplemen-
tation of. lmvesmmn‘t programmes, shont-term investment in wonking
capu.tal For SPemal purposes, operafing . subsidy schemes and  compen-
sations, influence of aggregate «demand .and usupply {by wsurplus ab-
SOrp tion- and ‘deflicit. speniding, replading fonmer budget surpluses and
deﬁ1c11ts) lnrveslnme:rnt fimance - comes firom  the repayment., of Lloams,
eanmarked taxes, and varjous kinds of borrowing..

In organizational terms, the Fund s a policy-making, mot a bus—
iness-finstitufiion,a -firancial and:not an administrative one. The ac-
tual @dministration i of loans ds :lefit ito commercial banks, ‘and ithe
actual administration of maxes ito the- Ministry ©of Rinance. Shomnt-term
econcanic -policy wequires olose co-operation among ithe three finstitu-
tions. While the Minfistry lis: prepaning the budget, the Fund formula-
tes its-annual intenvention programme and the Bank prepares financial
flow forecasts. The administrafive budget, idnvestment . lintenvention
programme - (including subsidies), and financial flows forecasts repre-
sent three components of an annual develecpment plan. The mmnual
plans wrepresent ‘operational breakdowns of a mediumitenm develop-
ment plan. prepared by Ithe Planning Bureau of the -government. .

If panticipatory conporations have business autonomy, @s it mnot
likely that they might misuse it to. the detriment iof public interests?
Should mot govennment, afiter all, impose a dinicter administrative
control? It is tnue that managoment cannot act in secrst any longer
since ‘panticipatiory - bodies dmply workens’' control. And searets known
to many cannot remalin secrafis. Yet in 'a pavticipatory fiinm, mana-
gement and workens have such strong common dnterests that a col-
lusive aotion s il pogsible. Effidiént control is, of counse, desirable.
But mot an administrative contmol.which stifles dnitiative. The prnob-
lem ds olved by sefiting up & Soatal Acounting Sesvice as praaticed
in Yugoslanvia. Whatever a fimm idoes results evannually lin a recorded
ﬁmamonaﬂ iransaation. Any finandial change Iis recorded tn the compu-
ter system of lthe SAS which conduocts Iits own very simplified book-
keeping flor every. finm, The SAS performs thrée different roles. It is
a public =muditing agency *parﬁonmlmg ﬁma.nmal control fall the itime
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and not only ionce or jtwice mamnually.* It ds.an advisory agency. to
which any accountant or ﬁmanq1al manager may shurm-ito et any time
for clanification and ddvice. It is, lastly, a statistical agency producing
the fimancial flows accounts for -the economy. By the end ‘of the first
week. in ithe mmonth, the SAS has 20 leading lfindicators for the past
month ready for the govermment. Quarterly it produces mbout 200 in-
dicatorns for every finm. Thus, the entire nation may sauper.viise its’
public corporations.

» Finally, research .and ldefvalopmetnt has become so fmpontant for
the miodern economy that tf canmot be defit to the market 'or ito the
vagaries of private concerns. It must be treated as an fimpontant seg- -
ment 'of the public sector. But ithe tmstitutionalization of wesearch is
a complex problem which requires a special study and cannot be
treated here,

CONCLUSION

! If ithe public sector lis to function effidiently, fts firms must
operate in ithe competitive mamket and administrative meddling with
their -affains must be prevented. On the other hand, ithe government
must have full dontmol of the levers of economic policy. The- National
Bank fis used for shontitenm adjustments, the National Development
Fund for achieving longitenm equiilibriium. The latter implies the .eli-
mination of stnudtural equilibnia and a sufficlently fast growth to
preserve full employment. The Social Accounting Service fis an linstru-
ment of financial control and a.source of statistical information.
Currently many ccuntries expemience large balance :of payments
deficits. One of the wmost frequent fallacies found in ithe development
literature iis* the explanation iof such deficits by saving gaps. The.
country lacks linvestment resources, so it is argued, mnd the gap is
bridged by impont surplus. The argument confuses social accounting
ddentities with causal e\plananion And the usual recommendation —
increase pnvarte iprofits in order ito {inarease saving, in order to expand
investment, in order ito genernate growth -— proves disastrous. Privare
profits increase but none of the desired consequences follow. Imstead,
income Wdistribution gets exfiremely skewed, social polamization increa-
ses, labour relations worsen, political tensions mount, and soocizl
conflicts become explosive. :
-Due o limited tinvestment absorption capacity mn economy cammot
increase the share of produdtive investment by more lthan 1—2 per-
centage points mnnually. If the share of gross linvestment lin GNP this
year iis, say, 17 per cent, mext year it may be fnocreased to 18—19 per
cent, but not more. Any rreasonably organized economy can generate
additional 1—2 per cent saving annually zmd that will support = stable
rafte of growth of investment 'of an order of 15 per cent per year. If
Jiorelgn trade s not balanced and foreign exchange gaps persist, this

* A case was recorded in Yugoslavia where the SAS stopped a state go-
vernment from paying salaries o its employees because ithe payments did
not comply with federal regulations.
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-is «due o a wrong moneftary policy and structural disequilibri, mot to
the saving gap. The sanfng gap lfis an accounting reflection ©of ithe same
causes.

Within the firamework 'desonibed in this paper, a strong public
sector tis likely fo become a powerful growth locomotive. Large public
corporations will provide markets for swarms ‘of small pnivate wnd
co-cperativve fiirms acting as co-operating suppliers. Individual farmers
will cooperate with public agrioulffural estates. Co-operatiive banks wiil
provide funds for starting mumerous new businesses. The National
Development Fund will make possible an acoumulation of capital suf-
ficiently large for wvarious,infirastritctural projects. It will also be able
ito internvene whenever stnuctural imbalances appear. A public isector,
built not as an aggregate 'of fontuitous assembled elements but as an
interdependent system, will provide = basis for man efficacious dewe-
lopment ipolicy. If that is achieved, public expenditures will also be
efficient.
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