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Public Economics 3

Summary notes: Black et al, Chapter 7

Public expenditure and growth

Learning objective

· Comment on the implications of the Constitution for government expenditure in South Africa

· Discuss salient trends in the size, growth and composition of government expenditure in South Africa

· Identify the main similarities and differences between government expenditure patterns in South Africa and other countries

· Compare and contrast two or more theories that explain the growth of the government sector and indicate whether they have any relevance for South Africa

· Consider the long-term effects of government spending in terms of “new economic growth theory”

7.1  The Constitutional framework

Supreme law of SA - sets basic frame within which budgetary policy is formulated.

7.1.1  The Constitution and public goods

The constitution specifies the various forms, levels and duties of government.  It also creates a variety of institutions to protect the people.

In doing so, it implicitly charges the govt. with the task of maintaining and funding the institutions in question.

Certain specified basic goods and services have also to be provided.  In the Bill of Rights it is made clear that each citizen has the right to:

· Adequate housing

· Health care

· Food

· Water

· Social security

· Education

There is an escape clause - “… the state should take reasonable legislative and other measures, within its available resources, to achieve the progressive realisation of this right…”

7.1.2  Constitutional entitlements

There is disagreement about the interpretation of the escape clause.

Some economists believe the loose wording could lead to a lack of fiscal discipline, as it grants extensive discretionary powers to government.

Should the govt. of a developing country like SA be held responsible for the provision of housing, health services, etc? Granting one right means trade-offs against another right or goal.

In essence, there is a conflict between constitutional entitlement and macro-economic affordability.

Govt. should also consider the burden on/benefit to future generations of today’s policies. High debt vs a healthy and educated population (important for future growth of GDP). 

7.2 The size and composition of public expenditure

In Chapter 1 showed that the public sector has been expanding in SA over the past few decades. Here, take a closer look at general govt. expenditure since 1960.

7.2.1  Size and growth of public expenditure

Figure 7.1, p.88.  Shows how resource use and resource mobilisation grew relative to GDP between 1960-2002. However, this growth slowed over time, and in recent years has even fallen.

Why can govt. expenditure grow in absolute terms but fall relative to GDP?

7.2.2  The changing economic composition of public expenditure

Table 7.1, p.89. Shows as percentages of total expenditure and of GDP.

- Substantial increase in consumption expenditure.

Which items have grown the most? How has this changed in the 2000’s?

- Large fall in investment expenditure (consists mainly of fixed capital assets, land, stock).

7.2.3  Functional shifts in public expenditure

Refers to the amounts spent by govt. on the different services it provides.

Limited data does not allow for proper analysis of earlier period – major trends in 60s and 70s include:

· Increasing defence expenditure

· Huge transfers to homelands

· Rising debt payments

For period 1983-2003, Table 7.2, p.90. shows:

· Reduction in protection services (fall in military and rise in public order and safety) 

· Increase in social services

· Fall in economic services

Link trends in economic and functional compositions:

· Public order and education are highly labour intensive and supplies-intensive, which explains growth of government wage bill and purchases of other goods and services.

· Growth in social security linked to increased transfers to households. 

· Reduction in producer subsidies relates to downward trend in economic services.

7.3  Comparisons with other countries

Much evidence to support proposition that government spending grows in absolute and relative terms as per capita income rises.

Countries at different levels of development show quite distinctive expenditure patterns:

Low-income

· Capital investment in infrastructure

· Stimulation of industry (through subsidies)

· Primary health care and education

Middle income

· Education

· Health care

· Research and development

· Beginnings of social security

High income

· Massive transfer payments (social security, especially pensions)

· Reduction in public investment (often accompanied by privatisation of utilities)

Economic development appears to be accompanied by shift in:

· Economic composition from capital expenditure to consumption (and transfers)

· Functional composition from protection and economic, to social services.

South Africa?

Conforms generally with trends identified above – but with differences that are the heritage of our strange history.

· Shift in economic composition from capital to consumption more marked in South Africa compared to other developing countries.

· In terms of functional composition, in SA higher proportions of spending on education and health, and lower on defence, compared to other developing countries.

Scope for further reductions in economic and protection services is limited (with high crime rate) and scope for increase in social spending also problematic (would increase debt burden).

In any case, would increases in spending improve outcomes? Think of education and health services?

Perhaps bigger challenge is, rather than just to spend more, is to spend more efficiently on health and education for instance.

Any increases in the future should be brought about through sustained real growth in per capita income, some would argue.

See Box 7.1 on the futility of attempting to achieve developed country service levels (greater spending would require greater taxation or borrowing) – per capita income growth is what is required.

Against this, however, must be placed the facts that:

· Economy is not creating sufficient jobs

· Poverty still high and the distribution of income is probably worsening

· There are huge gaps in our social security system (proposals to increase social grants have run into resistance from government)

7.4  Reasons for the growth of government: Macro models

Distinguish between macro models, which look at government in relation to variables such as GDP, and micro models, which look at decision-making behaviour of public individuals and institutions.

7.4.1  Wagner’s “Law”

Based on empirical observation of the growth in govt. expenditure in the industrialising European countries, Wagner’s Law (1883) proposes that govt. expenditure will increase if per capita income of the country increases (that government expenditure will increase faster than the output of the economy).

He identified 3 factors responsible for this growth:

· An increase in administrative and protective functions - govt’s regulatory role.

· An increase in cultural and welfare expenditure (esp. education and redistribution). Income elasticity of demand >1.

· The rise of monopolies (because of large-scale capital investment during industrialisation) that require regulation – i.e. market failure.

Does Wagner’s law apply to South Africa? In SA growth in state spending on welfare, administration and law and order were also affected by social unrest and political instability at the time. Also, real per capita incomes have not always been increasing on average. 

7.4.2  Peacock and Wiseman’s displacement effect
They look at the influence of political events on public spending (1967). They agree with Wagner in part, but also introduce the notion that in a democracy, if the majority objects to increased taxation (to finance increased spending), the simple govt growth/GDP hypothesis won’t hold.

They focus on the effect of social upheavals such as war, during which time the public may accept increased taxation to prevent a national disaster, etc. Called the ‘displacement effect’ as government expenditure displaces private expenditure, and other govt expenditure.  

The problem is that most often after the event, government share does not fall back to its pre-upheaval level. People become accustomed to the new tax and expenditure regime.

Some application in SA after 1975 esp. due to heightened social unrest and war on borders – triggered a massive military build-up.  Also, increased spending on education after unrest in schools.

7.4.3  Musgrave and Rostow’s stages-of-development approach
Musgrave (1969) and Rostow (1971) proposed that as economies ‘modernise’ (move from a subsistence/ traditional economy to an industrialised one) they go through a series of well-defined stages resulting in the continuous growth in govt. expenditure.  

First stage: private sector relatively small still; govt. investment in basic infrastructure is necessary for economic development; large govt. capital expenditures

Middle stages: private investment starts to take off; may lead to market failures which the govt. would then have to regulate, adding to govt. spending.

Last stage: reduction in govt. spending on infrastructure but an increase in govt. spending in education, health, welfare and social security.

During early stages in SA’s development govt. spent a lot on infrastructure and public enterprises. However, the decline in capital expenditure is not an indication that SA is in the last stage of development. Also, govt. spending was skewed. In some rural areas there are still no signs of basic infrastructure. 

7.4.4  The Meltzer-Richard hypothesis
Meltzer and Richard (1981) suggest that the rise in govt. expenditure is due to the need for income redistribution - brought about due to the extension of the franchise and the resultant change in the median voter. 

Using median voter theorem, if the wage of the median voter lies below the average wage, pressure on the govt. for redistribution may be expected. To gain median voter support, parties will emphasise redistributional policies that will raise taxes and expenditure.

An awareness of the disincentive effects on others of too high a tax rate is supposed to provide a check on redistribution going ‘too far’. The rational median voter will thus choose the tax rate that maximises their utility, but they will take other voter’s responses into account.

Apply to SA: why didn’t the 1994 election bring in a regime of steeply progressive taxes and large redistribution?

Balanced against the need to get the macro-economic fundamentals right (a precondition for growth), the needs of the majority have taken a back seat. ANC govt. has reallocated spending, rather than increased it dramatically.

Note the limits of democracy… 

7.5  Micro models of expenditure growth

7.5.1  Baumol’s unbalanced productivity growth
Baumol (1967) divides the economy into two sectors:

· A progressive sector 
Driven by technologically progressive activities (e.g. innovation, capital formation and economies of scale) that justify increases in wages of its workers. In this sector, labour is used with other inputs in production.

· A non-progressive sector

Characterised by generally static labour processes (only permits sporadic changes in productivity). In this sector labour is often the end product. For e.g. orchestras, the police, teachers ...

Productivity advances achieved by such things as cutting back on teacher/pupil ratios or halving the time taken to perform a surgical procedure are not desired.  

To prevent excessive movement from the non-progressive to the progressive sector, earnings differentials cannot be too large.

This raises the relative costs of the non-progressive sector as wage increases are not accompanied by productivity increases, as in the progressive sector.

The non-progressive sector usually consists of services – which also make up a large part of the public sector. 

It follows that the costs of even a constant level of government sector services can be expected to push up its share in total output.

Baumol has been criticised for under-estimating service sector productivity growth possibilities – there is certainly some validity in this – think of IT.

Although this model has not been empirically tested for SA, Black et al do point out that the largest share of govt. expenditure in SA goes to employee remuneration. Education, health, policing for e.g. all require labour inputs as an end in itself.

7.5.2  Brown and Jackson’s microeconomic model
Micro models study the factors determining changes in the supply of, and demand for, public goods and services.  

In B&J’s (1990) model, the usual demand-side and supply-side factors are considered:

· Tastes

· Income

· Tax rates

· Costs of production

The text doesn’t provide a detailed discussion of the model – it offers instead a brief glance at changes in three variables that can influence the size of government:

· Changes in the service environment (for e.g. a rise in crime requires an increase in law and order spending just to maintain the service at its initial level)

· Population growth and migration. Increase in the demand for mixed and merit goods (e.g. education, health)

· Changes in the quality of public goods demanded by the median voter (e.g. more nurses per bed)

Provides, according to the authors, a good starting point for anyone interested in modelling govt. expenditure and its changes over time.

7.5.3  Role of politicians, bureaucrats and interest groups
Politicians - can cause increase in govt. spending through vote-maximising strategies. E.g.:

· Granting wage and salary increases to state employees just before an election.

· Relaxing fiscal and monetary policies just before an election to stimulate the economy (cutting taxes and raising expenditure). Not sustainable in the long-run.

Bureaucrats – maximise the size of their departmental budgets to build personal power and prestige. (E.g. in SA is the expansion and duplication of services that accompanied the independence of the former homelands).

Interest groups – individuals with common interests that lobby the govt. for subsidies (e.g. farmers in SA in the past) or programmes/legislation in their favour (e.g.s, unionised workers, business)

7.6  Government and the economy: Long-term effects

Now that we have looked at some of the possible causes of (growth in) govt.’s share in the economy, we look at some of the effects. 

The short-term effect of govt. activity on the economy depends on the value of the spending multiplier and on how spending is financed. (More on this later…)

The long-term impact can be seen in the context of ‘new growth theory’, which focuses on contribution government can make towards stimulating and sustaining growth.

Emerging from dissatisfaction with the distortions and over-simplifications of conventional theory (concentrating on private fixed investment or physical capital stock). 

NGT broadens the concept of the stock of capital to also include:

· Existing physical infrastructure (roads etc)

· Accumulated human capital acquired through education, training and health care

· Stock of technical know-how acquired through learning-by-doing and R&D.

Additions to any of these components by govt confer positive externalities on private producers (and consumers). 

Spending in these areas will create favourable conditions for private investment (crowding in) and will improve labour productivity – both leading to economic growth. 

Empirical studies tend to confirm this (see World Bank’s World Development Reports - www.worldbank.org).
