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ABSTRACT

This thesis examines aspects of government expenditure and inter-
vention the UK. The first five chapters focus on different aspects of
government expenditure. The last three concern other aspects of gov-
ernment intervention. Chapter 1, which also examines six other
developed nations: France, Germany, Japan, the Netherlands, Sweden,
and the U5A, 1s concerned with the growth of government expenditure
since World War Two. Chapter 2 examines the current expenditure of
local government.and develops and estimates a model of local authority
current expenditure change. Chapter 3 examines central government’s
motives and recaord in caontrolling local government capital expendi-
ture. OSub-branches of the local authority current expenditure and
capital expenditure budget are considered in Chapters 4 and 5 which
examine the education branch of current expenditure and the housing
branch of capital expenditure. The last three chapters of the thesis
look at aspects of government interventian in the private sector.
Chapter & concerns government intervention in the aerospace industry
and 1ts effect on praofits 1n the industry. Chapter 7 concerns the
gaovernment’s payment of grants to schools 1n the private sector under
the Direct Grant system abolished in 1976 (but currentlyirelevant to
Government education policy proposals) and estimates cost curves for
these schools. Lastly Chapter B concerns tax expenditures the govern-
ment makes an owner-accupiers. Alternative definitions of the subsidy
to owner-occupiers, arising from viewing the house as an investment
good or alternatively as a consumption good are explored and some

estimates of subsidy under these definitions are made.
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INTRODUCT ION

The overall theme of this thesis is the intervention of government in

the economy. It i1s based on papers written over a number of YEAars,
examining government expenditure and interventicn. The rapid growth

In government expenditure and intervention in the economy 1s ane aof

the more striking economic facts of the century(1l) In the UK, govern-

ment expenditure has grown from about 40¥ of national income in the

1950s to about 60% of national income in the 1980s.(2)

There are a number of ways the government can act in an economic
context. It can exchange money for goods and services. It can make
transfer payments with no goods or services passing in the opposite
direction. It can pass regulations that affect the actions of econam-
1C agents, and 1t can pay subsidies and levy taxes.

Philosophically more troublesome perhaps, a government can be seen
to "act" by failing to tax. This vields the concept of a tax expendi-
ture, which is said to be incurred when the government fails to apply
taxation consistently. The thesis examines examples of all the abaove

modes of government action.

gy U SRR SRR ey syt i S Elale S sl S wEFEE S sembes Eaninlk aEE—n amnla P S S el e wanl Eal I S s i SEEEEE S I ol s wikiel o ek joufas SEmmk TAET TIUEE AN JEEEE Taaay S S ol Spees e weesis e epivhilh ki SRS SRS B Sy =i

(1) See for example Head (1974, p vii): "The vast extent and growth
of the public sector have been perhaps the most important fiscal
phenomena of the post-war period.", or Tullock (1980, p xv): "lhe
growth of the government sector in almost all western countries 1s

one af the most conspicuous phenomena of the present day.’

(2) See Table 7, Chapter 1, p. 13, below.
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INTRODUCTION

PLAN OF CHAPTERS

Lhapter 1 investigates the growth of general government expenditure
on transfers and in return for goods and services in developed
nations. In Lhapter 2 attention is turned to local government expen-
diture 1n England,; and an expenditure change model for the current
expenditure of English local government is develaped and estimated.
Chapter 3 considers the control by central government of the capital
expenditure of local government.

Next, two branches of the local authority budget, education and

housing, are examined in detail. In Chapter 4 a model of local
authority education expenditure change 1s developed, based on the mod-

el of total local authority expendifure change set out earlier in
Chapter £, and 1n Chapter 5 a study of the determinants of local
authority housing i1nvestment 1s carried out.

Chapters 6, 7 and 8 are concerned with aspects of government inter-
vention 1n private market activity. In Chapter &6, government attempts
to regulate the profits of the aerospace i1ndusiry are examined.
Chapter 7 looks at the cost structure of the former Direct Grant
schools, which received a direct grant from the government for each
pupil on the school roll. Chapter 8 examines government intervention
in the housing market in the form of the tax expenditures 1t makes 1n

the owner-occupied housing sector. Lastly, Chapter 9 sets out the

conclusi1ons.

THE THEORETICAL APPROACH

The unifying theoretical standpoint that is to be distinguished 1n
these chapters is a Public Choice approach. Essentially the

approach of the public choice school is to apply the methods ot eco-



INTRODUCTION

nomics to the analysis of government.(1) Before the rise of public

choice theory, the positive theory of government action was a compara-—
tively unexplored area for economics. Economistg’ energies were
largely absarbed by the tasks of coming to an understanding of the
market for goods and identifying and analysing situations in which it
was expected to "fail". Economists’ prescriptions for the market
fallures they identified were added as something of an afterthought,
along the lines that the gavernment should step in and "correct" them.
Implicit 1in such policy prescriptions is a view of the government as a
disinterested agent of the public good, able and willing to correct
sub-optimal market outcomes.

Although doubts had been raised early on over the government’s
suirtability for this 1dealised role - for example Wicksell writing in

1896

Even the most recent manuals on the science of public finance
frequently leave the impressiony at least upon me, of some sort
of philosophy of enlightened and benevolent despotism(2)

or, again, Henry Sidgwick, writing in 1887:

It does naot follow that whenever laisser faire falls short
government 1nterference 15 expedient; since the inevitable
drawbacks of the latter may, 1n any particular case, be worse

than the shortcomings of private enterprise(3)

pniegy SRS el Sl s el sl SEe—— ol
T A S e W g ey el ambas gamml SRS LS SRS ol e oS sl il pinkis JEEF RN Y G e o B T A vam o e S G whakl ey LEEEE S gEE A R asmees S sk il el e Sl el st il Sl s ey el elenly -l nPEml  -mSeels e -

(1) The Public Choice Society began as a group called the Committee
for non—-Market Decision Making at the University of Virginia,
co—-founded by James Buchanan and Gordon Tullock and attended by
John Rawls, James Coleman, Duncan Black, William Riker, Roland
McKean and Vincent Ostrom (See Tollisaon, 1984) In later years the
school’s main embodiment was the Center for Study of Public Choice
at the Virginia Polytechnic Institute and later at George Mason

University.
(@) See Wicksell (18967, p. 82

(3) See Sidgwick (1887, p. 414), gquoted in Wolf (1988)
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INTRODUCTION

1t 15 only comparatively recently that this more realistic view of
the government’s role: "politics without romance" (1) has 1nformed
analysis of government behaviour. Public choice has shown that the
government as "benevolent despot" is not an alternative to be set

against market failure. Market failure is therefore joined by the

concept af government failure as deserving of economists’ attention.
The 1nsights of public choice theaory have been gained by the applica-
tian of the same utility maximisation calculus to the public sector
that economists have applied to the private sector. The standpoint is
one of individual utility maximisation, and public choice theorists
assume that the utility functions that thaose in government seek to
maximise are essentially no different from the utility functions of
other i1ndividuals. Thuss it 1s argued, individuals who move fram the
private to the public sector are not radically altered by the process,

but retain the largely self interested behaviocur that has been assumed
to drive economic actors since Adam Smith. Government action is
explained i1n terms of rational choice based on the desire of voters,

bureaucrats and politicians to maximise utility.

SUMMARY AND REVIEW

This section summarises the findings of the thesis. However,; 1t 1s
1important to naote that much of the work of this thesis 1s based upon
papers published some time ago. The paper that Chapter 0 1s based on,
far instance, was published in 1973. 0Over such a time span the 1i1deas
of the author and of economics generally have changed. Although some

revisions and re-writing of these papers has been carried out, 1n many

—_—-,_.“_—__—-_
L e war=ry *—F*_ﬂn—“_—-———-ﬂ_—_—'_-_‘_-_—_—._-_-_—-—_-_.——_-—_-—_l—-d—--——_-_—-_———--'
—

(1) See Buchanan (1979)
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INTRODUCTION

cases this 1s relatively minor, and a complete re-writing has not been
attempted. In some chapters the data on which the original computa-
tians had been performed are no longer available.(1) For the same
reason, the extent to which a public choice standpoint is apparent
varles greatly from chapter to chapter. In addition to providing a
summary therefore, this section will seek to emphasise the public
choice elements of the thesis and to provide a review of the work set
cut 1n the older chapters.

The main concern of Chapter 1 is the growth of government expendi-

ture. The pattern of government expenditure growth since the Second

World War 1s examlined 1n seven developed nations: France, Germany,
Japan, the Netherlands,; Sweden, the United Kingdom and the USA and a
statistical picture of the growth of government 1n these countries 1i1s
presented. This builds on the work of Warren Nutter, who monitored
the growth of government in an earlier study,(2) tabulating government
expenditure from 1950 to 1972. Nutter’s tabulations are extendea far-
wards another ten years to 1982, using data constructed from QORCD
(1984).

Analysis of these statistics shows that Government expenditure has
grown both as a percentage of the national incomes and at an
increasing rate over time. Government expenditure can be divided 1nto
expenditure on transfers and expenditure on goods and services. [he
nroportion of transfers in this total of expenditure is found to have

been increasing, as has public employment 1n the countries studlied

el ___ﬂ_#_——--————---——-—_——-——-—-ﬁ——-_-—_-_——_—l-—-'_—-__—-—_“_—___- ' '
L

(1) The local authorities used in the data set for Chapter 5 no langer
existsy for i1nstance.

(2) Nutter (1978)
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except the United States(i)

ACcross the sample of nations there is a considerable difference in
the ratio of government expenditure to national income. In 1982, for
examples 1t ranges from 42-% in Japan to 87 % in Sweden. An explana-
tion for this 1s found to be the political orientation of the country;
right-wing orientation being associated with lower levels of govern-
ment activity, though this leaves the political orientation itself to
be explained.

The second part of Chapter 1 examines theories of the growth of
government. Starting with Wagner’s Law,(2) a great number of theoret-
1ical explanations of government expenditure growth have been proposed.
Amangst the theoaries discussed are Peacock and Wiseman’s "Displacement
Effect", Baumpol’s Disease, Parkinson’s Disease (as set out by
Niskanen), Jullock’s "Dynamic Hypothesis on Bureaucracy" and Meltzer
and Richard’s and Peltzman’s median voter modelss as well as

rent-seeking models and i1nterest group theories,

Many of these theories have been developed by the pubnlic choice
school of analysis. Thus Niskanen’s bureaucratic maximisation hypoth-
esis is based upon the assumption that a bureaucrat derives utility

from the size of his bureau, and uses an assumed monopoly ot i1nforma-

tion as a tool in achieving a size-maximisation objective. Tullock’s

Dynamic Hypothesis on Bureaucracy suggests that bureaucrats vate for
larger bureaus, and that this effect is likely to snowball. In
Meltzer and Richard’s model, the median voter in an expanding fran-

chise, and in Peltzman’s model a coalition for a "politically domi-

e AIEEE SEEES TEEE A ST Yo BT T T S ey W R
__—__—ﬂ—_——-——————-:—-—-——-——_—h———-—-_-——-——ﬂ--—————-—-———‘-———__““— S —

(1) However see Bennett and Johnson (1980, pa4&)

(2) Wagner (1883), translated in Musgrave and Peacock (1928)
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nant” policy, will vote for increased government activity of a
redistributive nature.

The theories discussed in Chapter 1 suggest reasons why the public
sector may be too large, but are less successful in explaining the
continuous increase in the share of public expenditure in National
Income observed this century. An unresolved issue is whether movement
1s st1ll proceeding slowly to a high equilibrium level of public
expenditure, or whether nations are already at an equllibrium.

Furthermore there has been little success, as vyet, 1n discriminat-
Ing between these competing theories empirically. The pasition has
been summed up by Peacock as follows:

At the moment the debate on the size of the public sector rath-
er recembles a Turkish wrestling match in which all the contes-

tants battle with one another until one is left the winner, but
with the crucial difference that every contestant claims victo-

ry.(1)

In common with other surveys of the growth of government literature,
this chapter doecs nat succeed in i1solating the winning theory, or com-—
bination of theories, to explain the statistical facts. Praogress in

this field awaits improved statistical data to enable a more searching

examination of competing hypotheses.

One theory of the growth of government that has attracted much
empirical work 1s Peacock and Wiseman’s Displacement Effect. Appendilx
I to Chapter 1 1s concerned with the econometrics of testing for the

Displacement Effect and Appendix II suggests a testing procedure that

has proved to be quite i1mportant and has stimulated a number ot tech-

nical investigations (see footnote 1 on page xvii). The purpaose of

e R i e e e e e i e e AN Sy SmEs S SEE Sy g SRS EPEEE sy dessy  wlni Sl Sl sssils weess smbmk Jhllay SEEEF hnEEE e SR EEESe SN SN ANEEN ISy S TR S S ey el S s wmses SIS RS SREES STUEEE el
e S el e S s el il ik -l sl

(1) Peacock (1983, p. &)
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Appendix I(1) is to demonstrate an econometric error in Diamond
(1597&/777). Diamond argued that, when testing for the Displacement
Effect using ordinary least squares regression analysis, equality of
the error variances before and after the displacement must not be
assumed as part of the null hypothesis. His view rules ocut the Chow

test which does assume equality of error variance. However, as it

turns out, 1t is in fact the standard Chow test that Diamond applied
in practice, although he was not aware of it.(2)

In Appendix I, Diamond’s data are therefore re-tested using a
Jayatissa (1977) test which does naot constrain error variances to
equality.(3) This work stimulated the investigation of a number of
technical questions concerned with the testing of change of structure.

The resulting study appears as Appendix II1(4) which discusses the

e ey gyeenk ol e, et S e s e Ay el ey deelss eyt N R S AN S e EEnth S e S PR TR e SuEEE e aee EEay EEE  ala. EEE JEEEE  Ees Saiy. Sean SRy Sl e N Sl ean aEa gy e S R AN PR oy e AL . el Sl A AL BN ST A T e

(1) This Appendix 1s based on Watt, 1978.

(2) This can be explained as follows. Because Diamond uses separate
regressions rather than a number of dummy variables within a sin-
gle regression to perform the estimations for his test, he
believes that the error variances will not be constrained to be
equal in the pre—- and post-displacement regressions. Whilst this
is true in the estimations he performs, the distribution of the
Chow statistic he uses to test for the displacement effect 1s
obtained under an assumption 1n the null of equal error variance
in the two populations (pre- and post-displacement) so his own
empirical work suffers from the same assumptlon of eguality ot
error variance for which he criticises others.

(3) Of the two of Diamond’s tests which were re-run {(a third was naot
re-run because equality of error variance was not rejected in a
npre-test), the null was not rejected in Diamond’s tests 1n the

first, but very strongly rejected in the second. Essentially the
effect of re-running the tests using Jayatissa’s statistic 1s to
reduce the power af the testing procedure and this reduction 1N
power makes the null more likely to be accepted. Thus when the
tects were re-runs Diamond’s first test result - acceptance of the
null - was strengthened, whereas his second result was unaltered
because the reduction in power was not enough to counteract
Diamond’s finding of a strong rejection of the null.

(4) Appendix 1I i1s partly based on Watt (1979).
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Wwhole subject of testing for change of structure in some depth - a
subject that also of relevance to Appendix I of Chapter 5. The paper
1t 1s based on (Watt, 1979), suggested an asymptotic Wald test for

change of structure. This test has been widely cited(1l) and the terms

empirical power and empirical size introduced by the paper have
been adopted in later discussion.(2)

Ihe concern of Chapters 25, 3, 4 and S is local government expendi-
ture, a major component of general government expenditure, forming
more than a quarter of the public expenditure planning total. The
chapters deal with different aspects of local government expenditure.

Lhapter 2 is concerned with current expenditure, which forms aver

72% of the total. The chapter begins with an examination of the gver-

all pattern of local government expenditure aver recent years. The
picture 1s one af cuts in housing expenditure and increases in expen-—
diture on social security and law and order. Another feature that
emerges 15 a tendency for the government to propose large cuts in
local authority expenditure i1n White Papers that are not realised in
subsequent budgets. O0One reason for this is that, with the exception
of rate-capped authorities, central government has no direct powers of
control over local authority spending. It does however have a power-
ful indirect influence over local government spending in its ability

to determine the parameters of the block grant systenm.

[t seems likely that one of the reasons for the divergence between

eyl
- e e asigelt aasieh Bl SN affept  SulSe RSN SpeiESs NS S S A RN
- _.—_——_—___-_“_““—l_——-—-——-—-—_——-—-_—-—“'—.——-—_—-—-—_————*—_—_—

(1) See Buse (1981), Dufour (1982), Honda (1982), Erlat (1984), Ohtani
(1983), Ohtani and Toyoda (1983a), Ohtani and Toyoda (1983b)
Pesaran, 9mith and Yeo (1983), Honda (1986), Toyoda (1986&),
Patterson (1986), Ohtani (19846), Kobayashi (1986)

(2) See Honda (1982), Ohtani and Toyoda (1985a), Toyoda and Ohtani
(1986), Ohtani (1986)
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nature of such relationships with the aid of a model of local authori-
ty expenditure determination that includes reference to the features
of the block grant system.(1) The chapter reviews existing expendi-

ture determination models before turning to analyse in detail the bud-

get caonstraint inherent in the block grant system.

The chapter’s method reflects a public choice approach of examining
the constraints and incentives that public decision-makers face. It
15 suggested that differences between authorities in how tightly their
decision-makers are constrained by the financial circumstances of the
authority will affect their expenditure decision—-making.

How can these different feelings of financial constraint be related
to some operationally meaningful measure of financial constraint? The
measure developed 1n Chapter 2 1s called fiscal pressure (Gibsan,
omith and Watt, 1987). The fiscal pressure measure answers the ques-
tion: "what are the rate increases for each authority implied by some
equal level of increase 1n expenditure for every authority?" Fiscal
pressure 1s measured by these rate increases. The hypothesis is that
the higher the fiscal pressure, the more reluctant will be the

decision—makers of an authority to increase expenditure.(2)

AENEE NN S N A G s e albms s sspesls  geeaes e el abisbe ..l —— S ey el gl -l
N e SN RS sl ey S s paeian aasles aeivme aniesis Sepink wiiskes blsses wioipis gy daphr SOEEE lEEE ey s SRS il Sl SRS S S SR ey eyt ek waleay Tonle EeeEr Tgpags e ey ksl sl e e S PRSI N Sk

(1) The model 1s a development of that set out in Gibson and Watt
(1987a)

(2) Suppose this hypothesised expenditure 1ncrease 1s set at three per
cent. The fiscal pressure measure may be one per cent for author-
ity a, seven per cent for authority b and ten per cent for author-
ity c. These three different percentages are the rate rises that

-XV11l1-—
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In practice the local authority budget constraint is a far more
camplicated construction than can be expressed by this simple approxi-
mate measure, and the most recent research in expenditure modelling
has been able to take 1ts full form explicitly into account.{(1) How-
ever, the fiscal pressure approximations used in Chapter 2 are found
to work guite well in the expenditure change models estimated.

A section of the chapter is devoted to reviewing existing local
government expenditure models before a cross-section model of
year-on-year expenditure change is developed. Expenditure change

rather than the level of expenditure is modelled because it is

expenditure change that has been the major policy interest for central
government. In the empirical results of the expenditure modelling, a
tfirmly established negative link is found between expenditure
increases and fiscal pressure. As overall fiscal pressure can be
determined by adjustment of the psrameters of the grant system, the
recsults of this chapter have implications for the caontrol of local
autharity current expenditure by central government.

Since this chapter was written the government has announced its
intention to replace the present system of local rating with a poll
tax.(2) A public choice analysis of this policy suggests that the

introduction of this tax 15 likely to be a very unpopular measure

s sl SN, TN SNy PR SN sl gl el ki e ek e S a— SN IR S A o SN S AN AT gelleE e ot SR NN il e ey ammn S SIS S s eyl iy g wepey il ek wlw IR S T SEel STEEy Gy Snllle  spege TR Smmen el S S S S S M sl R S sl sm— g S

local politicians would have to impose on local ratepayers for the
same three per cent increase in expenditure. The hypothesis 1s

that ceteris paribus the decision—-makers of authority c will
feel more reluctant toc increase expenditure than the
decisaion-makers of authority a, and fiscal pressure will express

this.

(1) See Barnett et al. (1988) and Moffit (1984)

(2) Department of the Environment (1984)
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because of its redistributive 1mpact.(1)

In public choice theory the redistributive etfects of a prospective
1tem of legislation are of vital 1mportance to its success or failure

in the political marketplace. Karl Brunner (1978) argues that

The essence of politics is redistribution and political con-
flicts center on matters of redistribution.

The political success of redistributive policies 1s strongly connected

wlth 1nterest group support.(2)

The 1ntroduction of the poll tax will have redistributive effecte
and hence the change will create gainers and losers. Gainers and los-—
ers thus form potential members of interest groups with diametrically

opposed objectives. Which interest group prevails partly depends upon
which 1nterest group is the stronger, and this in turn depends upaon
wnether the gainers aor the losers have the better combination of char-
acteristics favourable to success as an interest group. In forming a
viable interest group, several factors are important. Firstly, other
potential members should be clearly identifiable, secondly the larger
and more easily predictable the potential gains to the group the bet-
tery, thirdly 1t 15 helpful 1f the self-interest of potential members
1s not too transparent and can be concealed effectively by a convinc-
1ing '"cover story", and fourthly 1t helps 1f gains are not too thinly
diffused over very large numbers but concentrated over smaller

numbers. (3)

(1) See Watt (198646)

(2) See for example Tollison (1982)

(3) As an illustration consider recent privatisations. The |
privatisation of public sector monapolies without introducing caom-

petition has been judged a political success. 0One way that this
can be interpreted 1s to say that the gainers are a mare success-
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How then does the introduction of the poll tax look when analysed
In this way? First of all, bath the galners and the losers are fairly
clearly established. Other things being equal, the gainers will be
those 1n small households in houses with a high rateable value and in
authorities that are low spenders and the losers will be thase in
large households in houses with a low rateable value and in
authorities that are high spenders. At first sight it appears that
both the gainers and the losers show rather equal interest group
forming potential.

Which group then is likely to succeed? Poll tax is already on the
statute books. However this is not likely to be the end of the story.
In all recent Rate Support Grant Settlements one principle that has
thrived strongly in the political arena is that of using safety nets
to 1limit the magnitude of gains or losses in year-on-year change. The
explanatian of this, 1t 1s argued, 1s that gains and losses in this
context create an asymmetrical effect where great political strife is
generated by the losers, whilst little 15 heard from the gainers..
Accordingly, the greater the gains and losses the greater the politi-
cal strife. The continuing story of political strife under the block

grant is likely to be far from over with the i1ntroduction of poll tax.

“-Eﬂ*“—_#—_——_—___-—--—_—_--—u—__-_-——-——-“-_—-_————_--ﬂ—_—-—_—_#_#**ﬁm—_“

ful interest group than the losers. The gainers have been those
members of the public who have chosen to buy shares at the low
of fer price, and probably the employees of the privatised
concerns. This forms a fairly concentrated potential i1nterest
group in comparison with the losers. The losses are incurred by
everyone else and the size of loss to each individual 1s low
because of the numbers involved. Moreover the losses, springing
from absence of competition. with 1ts effects on reducing prices
and stimulating innovation, and from the reductions in taxation
that could have been financed by a higher offer price, are not
readily identifiable and much more easily disputed than the aver-

night capital gains to share buyers.

—XK1-



INTRODUCTION

Much of the interest in the properties of the grant system analysed

1n Chapter 2 arises from its relevance to the Government’s desire to

control local ' RE=L :
authority EELLEQE-EﬁpEHdlturE, However, supposing

this problem were solved the guestion of controlling capital expen-

diture would remain.

If central government successfully controlled local authority
current expenditure, this would still leave out of account the whole
of local authority capital expenditure. The control of local
authority capital expenditure is the subject of Chapter 3, which is
based 1n part an Watt (1982). The chapter takes a public choice

approach to the question of why the government might want to control

local government capital expenditure.

Why central government should wish to control local government
expendlture can be explained by public choice thecry. As the question
15 relevant to both Chaptr 2 and 3 1t 1s worth summarising here. It
may be asked why individuals who vote in local elections do not vaote
directly for the local expenditure control policies that they appear
to vote for in general elections. The answer lies in the different
distributions of costs and votes. It is argued that central
government’s desire to control local government capital expenditure
derives fundamentally from 1ssues of accountability.

The idea of accountsbility is well summed up by the expressiocn "He
who pays the piper calls the tune". If local ratepayers entirely paid
for local government expenditure, then, it might reasonably be argued,
it would be entirely a matter for them how much expenditure their
lacal autharity incurred each vear. Currently, however, much of local
expenditure is paid for from central grants, and more than half of

rate income cames fraom business and commercial rates which do not con-

-X¥X11—
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fer voting rights.(1) Hence these otherwise disenfranchised taxpayers
are likely to seek influence through central government elections. Of

Course, central taxes are paid by individuals, and individuals will in

general live in some local authority area. Hence the total of local
expenditure will be paid for by the total of the local electorate.

However, 1f one local authority expands its expenditure, the finance
will be largely spread across all authorities and the cost will not be

ted back to these particular local voters. (P)

Analytically the most satisfactory solution would be to revise

the 1nstitutional framework to make the lines of accountabillity more
direct, and this rationale has been advanced for the introduction of
the poll tax.(3) However, for capital expenditure, the form of the
present instifutional framework serves to explain why central govern-
ment should wish toc exercise control.

Although central government is, on this analysis, seen to have a
motive to control local government capital expenditure in total, it 1is
not clear why 1t should wish to examine the content of these plans in
any great detail. The capital expenditure plans of local authorities
are, however, examined 1n detaill by civil servants, and, it 1s argued
1n Chapter 3 that a bureau maximisation motive on the part of civil
servante 1s the explanation.

Chapter 3 also contends that the control of capital expenditure as

}

exercised has been destabilising 1n the sense arqued by Friedman

_—m_“———_“#_—_—-_-———._——__—-—_-—_———_—_—'_'_--I_‘———-—_—__—_“—F_w_—_

(1) See the discussion in Paying for Local Government (1986, pp. 3-7)

(2) "Restraint in expenditure" can be seen as a public good subject to
free-riding.

(3) Department of the Environment, 1986
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(19535 p 145) for monetary policy.

oince Chapter 3 was written, the Government has published a consul-
tation paper on the control of capital expenditure(l) It confirms the
view advanced in Chapter 3(2) that capital expenditure "ic not strict-
ly being controlled", stating that

LThe current system of capital expenditure controll has failled
to bring about net capital expenditure consistent with the
Government’s public expenditure plans (DOE 1988, p7)

The consultation paper also refers to the problem of the "cascade"
described in Chapter 3 whereby capital receipts may eventually all be
spent on future capital projects. The government only allows a pro-
portion of capital receipts to be spent; but the unspent part can be
carried forward and a proportion of this spent in the next year, and
50 On 1n a cascade until all is spent. Spending of capital receipts
was originally allowed as an incentive to asset disposal. However,
until receipts are spents net capital expenditure is reduced.

Chapter 3 suggests that, the government would like very little of the
receipts spent, but finds difficulty in reconciling this with the need
to provide an i1ncentive for asset sales to generate the same capital
receipts. This suggestion finds endorsement in the langqage of the
consultation paper.

In deciding what allowances should be made [for spending of
receipts] the becretary of State will wish to strike an appro-
priate balance between the efficient distribution of spending
power and the incentive to dispose of assets,(DOE 1988, pdl)

The next two chapters of the thesis move to examine two branches of

the local government expenditure budget. Chapter 4 examines local

m#——#__-_ﬂ__—_'“—___—_-___—.—_—-—._.—ﬂ._—_-———n—-_——_———____—_H—

(1) Department of the Environment, 1988.

(2) See page 133, and Table 1, page 152.
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authority education expenditure - a branch of the revenue budget, and

Chapter 3 examines local authority nousing expenditure - a branch of

the capital expenditure budget.

Chapter 4, based on Gibson and Watt (1987), applies the expenditure
model developed in Chapter 2 to explain year—-on-year changes in a
local authority’s revenue expenditure, to modelling local authority
education expenditure. Here the same fiscal pressure variables used
in modelling changes in total current expenditure in Chapter 2 are
used to explain changes in education expenditure. Whilst the model is
very similar to the model estimated in Chapter 2, a new variable,
ALIGN, 15 1ntroduced. This variable measures for each authority the
change to the education budget that would move the education budget’s
share of the total budget into line with education GRE’s share of
total GRE. (1) When these are out of line the disparity can be made
use of 1n 1nter-bureau budget—-making debate. Empirical estimation of
the model shows the effect of ALIGN to be well established, with
authorities an average adjusting their budgets to remove one third of
the divergence each vear.

Chapter O examines capital expenditure on housing by the four types
of pre-rearganisation local authorities engaged in housing investment:
County Boroughs, Non-County Boroughs, Urban District Councils and
Rural District Councils. In this work the determination of local

autharity housing 1nvestment was assumed to be analogous to 1nvestment

(1) GREs, short for Grant-Related Expenditure Assessments, are levels
of expenditure that each authority is considered to "need" to
spend for the purposes of grant calculation. Clearly the concept
of GREs begs many questions, and the calculation of GREs — an
annual process — gives rise to much debate and dispute between
central government and the local authority associations every

year .
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determination in the private sector, occurrring at equilibrium between
the Social Marginal Efficiency of Investment, and the Social Marginal
Cost of Funds.

Because the rate of interest charged to local authorities, who then
borrowed from the Public Works Loans Board, was the same far all, the
simultaneous equation model of housing investment and interest rate
cetermination could not be identified and therefore the results were
restricted to an estimation of the reduced form coefficients.

The model does not take account of the private sector housing mar-
ket, although in practice there is likely to be significant interac-
tion between the private and public sector markets. However, in the
situation where below equilibrium rents are charged for local authori-
ty housing, with quantity rationing, the effects are more likely to
flow from the local authority housing market to the private market

rather than vice versa. The study finds the most important deter-

minants of housing 1nvestment to be a variable called IMPETUS,
measuring recent pre-sample period additicns to the housing stock as a
percentage of easch authority’s post-war housing investment, and vari-
ables i1indicating the condition of the housing stock - the percentage
of houses declared unfit for instance, and the percentage of house-
holds without hot water.

Rather surprisingly, political variables were nat found to be
important although the multicollinearity between the political vari-
ables and indicators of condition of the housing stock may explain
this result.

This chapter is the oldest piece of work in this thesis, and some
comments made with the benefit of hindsight are in order. A contribu-

tion of public choice theory has been to raise question marks whenever
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the maximisation of "society’s" welfare is discussed. The problem 1is
that of the link between self-interested behaviour of individuals and

the maximlsation of society’s welfare. (1)

oeen 1n this light, Chapter 5 is somewhat cavalier in its invoca-
tion of a Social Marginal Efficiency of Investment function. Le Grandg
and Ninter (1977) 1dentify the following groups whose preferences may
interact to produce observed local government decisions: (a) the
electorate, (b) pressure groupss (c) councillaors, (d) local officers
and (e) the central government. Chapter S takes some steps towards
examining the different sources of preferences by classifying vari-
ables as relating to central government preferences; local government
preferences,; and 1mplicitly,; with the variable IMPETUS, bureaucratic
preferences. However, the paper on which theilis chapter is based would
have benefitted from a more explicit approach to examining the inter-
ests that combline to vield decisions.

A finding of Chapter 9 that has been made mention of 1n the subse-
quent literature is the apparent lack of i1nfluence on housing 1nvest-
ment of the political control of local authorities. Hoggart (1934)
cites the paper Chapter 5 15 based upon(2) and has perfotmed a further
study on similar data, finding that a disaggregation of the sample
into groups according to political control, similar to that carried
out in the current expenditure models of Chapter 2 of this thesis, did
reveal significant party differences. This would be an interesting

line of investigation to pursue in future work on housing investment.

_#____ﬂ#—ﬂ_#_—__-—__——_-_-__——l_————.———_-—_#——-ﬂ_—---—__ﬂ_—__*—*_—#—_“- . —

(1) Adam Smith’s insight was to see the "invisible hand of market
forces" as being the link 1n the private sector.

(2) Nicholson, Topham and Watt (19795)
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Bastall and Kleinman (1988) also cite the work of Chapter 5 and

have estimated a similar model. They find this model "fits the data
fairly well", but they also find political effects to be important.
However 1n their work, which 1s preliminary, the political effects are
estimated 1n a separate politics-only regression and specification
error 15 likely to be a problem. The i1ssue of the importance of poli-
tics 1s very difficult to resolve. The central question is whether
environmental factors such as overcrowding, unfitness of the stock,
and absence of hot water which cause housing investment also "cause"
Labour control of the suthority, or whether, alternatively, Labour
control exerts an i1ndependent effect. The high correlation between
indicators of need and Labour control currently prevent a decisive
answer to this question.

The Appendix to Chapter O uses some of the methodology set out 1n
Appendix I1 to Chapter 1 to establish that the housing i1nvestment
functions estimated in Chapter 5 for the different tiers of authority
then in existence were not homogeneous acrass the tiers.

In Chapters 45 7 and 8 the thesis turns from examining questions of
government expenditure to examining government intervention in the
private sector. Chapter 6 examines government intervention in the UK
aerospace industry and is based on Hartley and Watt (1981). It exam-
ines some of the ways other than by means of expenditures in which the
government can affect the private economy: the use of regulation, the
threat of reqgulation and the use of market power.

During the periaod studied, the aerospace 1ndustry was closely
involved with the Government which was 1ts major customer. Between

1958 and 19460 the Government induced a number of mergers in the 1ndus-
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try(1) by using its monopsony power to cause firme In the industry to
merge.(c2) As well as government influence gver 1ndustry structure,
another feature of the close relationship between the government and
the aerospace industry is the formula-related return on capital incor-
porated 1n contracts, with development work being paid for by cost
plus contracts and production work by fixed cost contracts. Fram 1948
onwards the aoperation of profit formulae was monitored by the newly
tormed Review Board for Government Contracts. The chapter specifies
and tests an econometric model of the profits of the aerospace indus-
try. Amongst the findings are that the government-induced mergers
appeared to have a well established negative effect on profits, where-
85y less conclusively, the Review Board for Government Contracts was
not found to have had a significant neqative effect on profits.

IT¥ the study were to be repeated now, the work would benefit from a
more extensive emphasis on the the theory of requlation, based on the
seminal wark of Stigler (1971) and Peltzman (1976), which has achieved
a greater prominence since this chapter was written. Stigler and
Peltzman’s work, which can be considered a part of the public choice
literature, rejects the public benefit theory of regulation, a
sub-species of the benevolent despot model of government. Stigler

considers the motivation of both the actors in the requlated industry

and the reqgulators and argues that

—y ik gpliae. il RS s B Rl SRy el NN AR wpege genis il PR EEEn SEE—y S Sl S EaEr D st b el SR SN SR Ll apEEEE  omlefs RS S ey cpm— b

(1) See Hartley (1963)

(€) Thus Mr Duncan Sandys stated in parliament after the mergers had
been completed that:
Except where specialised requirements or public policy made 1t
necessary to do otherwise, the Government intends to concen-
trate 1ts arders on the five major groups. (Hansard, 13 Febru-
ary, 1960, quoted in Hartley, 1965, pB848)
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as a rule regulation 1s acquired by the industry and is
designed and operated primarily for its benefit(1)

Under this view of requlation, the finding of Chapter &6 that requla-
tion by the Review Board for Government Contracts did not reduce the
profi1ts of aerospace manufacturers is not unexpected.

Lhapter 7, which is based on Watt(1980b), is concerned with the
cost structure of direct grant schools which attracted government
1ntervention in the form of a "direct grant" subsidy. Before the
direct grant sysEem was abolished in 1976; government intervention in
this market took the form of grants paild to the direct grant schools
of £84 per sixth-former and £52 for other pupils. In return for this
capltation fee the Government had powers to requlate certain features
of the school such as the income scale for fees charged to parents.
fhe study found that on average the level of fees was inversely relat-
ed to the proportion of pupils in the school whose fees were paid by
the local authority, although the reason for this effect is naot clear.
No significant economies of scale in provision were found.

Since this work was published it has been cited by Kumar (1983) and
Hee and Dolton (19383) whose studies are based on the same approach and
use a similar form of cost function 1n their estimation. Kumar’s
study 1s for data on UOUntario schoolss and as i1in Chapter 7 here no
Clear evidence of economies of scale 1s found. Bee and Dolton’s model
uses data for secondary schools in the independent sector. In con-
trast to the findings of Kumar and Chapter 7 of this thesis, Hee and
Dolton find significant evidence of the existence of economies of

scale. A second finding for their study 1s the lack af significant

P gEes S S SEEEF S
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(1) Stigler, 1971, p. 3, quoted in Utton (1986)

—XXXT



INTRODUCT ION

effect on costs of the quality of output, as measured by "A" level
passes — & variable not available when Chapter 7 was written. Since
then there has been a great improvement in the avallability of data.
Thus data for individual school costs are now availahle in many local
authority areas and examination results have been published for a num-
ber of years. The current cost structure of UK public sector schools
would make an i1nteresting study. One study currently exists (Hough
1981) which found significant economies of scale but the issue cannot
be regarded as settled at present.

Chapter 8 1s concerned with government intervention in the
owner—-accupied housing market in the form of a subsidy to
owner—-gccuplers. It 1s argued that, the precise form of this subsidy
depends upon whether a house 15 seen as a consumption good or an
investment good. On the more logical view that a house 15 an invest-

ment good, government i1nterventiaon lies in the i1mplicit subsidy to

owner—-occupiers that results from 1ts faillure to tax their imputed
rental income and capital gains. The theoretical arguments
surrounding the definition and measurement of this subsidy are set out
and a survey 1s made of existing work 1in the area.

There is general agreement amongst the waorks on housing subsidy
surveyed that this subsidy leads to welfare loss and should be
removed. A public choice issue of why the government does notl remove
the subsidy to owner-occupiers therefore arises.(1) Chapter 8 argues
that the losers under such a reforms the owner-occupiers, form a sub-

stantial and relatively concentrated interest group of considerable

L ) _———_—-_—_—-——--———--—-———-—-_—-_———_____.—._————-—____—__"_“— y -
A ey, . Sepeas e

(1) See page 313 below.
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political 1mportance who are likely to prevall over thaose who stand to
galin: taxpayers 1n general, whose gains, though putatively greater in
Sufms are mare diffused and less widely recognised. The Chapter con-
cludes with =some estimates of the subsidy to owner-occupiers in
inner—-city Birmingham and an Appendix sets out an estimation of a
hedonic model ot price change used to obtain house price inflation
rates for estimating the value of home-owners’ exemption from capital
gains taxation,
To summarise, this thesis presents work that has been written over

a number of years. The averall theme of is government expenditure and
intervention, and the unifying theoretical standpoint 1s that of pub-
lic choice analysis. This introduction has summarised the main find-
ings and reviewed the work of the older chapters in the light of

recent developments. In the next chapter the growth of government

expenditure 1s examined.
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CHAPTER ONE

TOTAL GOVERNMENT EXPENDITURE IN SELECTED DEVELOPED NATIONS

INTRODUCT ION

ture. In the first part a statistical picture of general government

expenditure 1s built up for seven selected developed nations. In the

second part some competing hypotheses to explain the growth of govern-—

ment are survevyed.

The sustained growth of government during the twentieth century has

attracted comment from many economists. According to Borcherding

a pattern completely contrary to the nineteenth century experi-
ence emerges for this century: an expansion of the public sec-
tor relative to the private sector.

Nutter (1978) reflects that

Government, it seems safe to say, is one thing that has been
growing rapidly in the West. Wherever governments were ance
small they have become big, and wherever they were big they
have become bigger. Nothing is so rare as a shrinking govern-

ment.

and Peltzman (1980, p 210) finds for the USA, UK, Germany and Sweden

that the data

shaw that government budgets have grown faster than GNPs since
1t least 1900, and that they may have grown mare slowly before.



CHAPTER ONE: TOTAL GOVERNMENT EXPENDITURE IN SELECTED DEVELOPED NATIONS

Peltzman, in the most recent of these studies, considers data

extending to 1974. Has this pattern of growth of government continued

since then? In the next section a statistical picture of the pattern

of growth of government from the most recently available OECD accounts

1s set out.

MEASURING THE GROWTH OF GOVERNMENT

Measurement of the size of government is subject to some severe

conceptual and practical problems. The focus in this chapter 1s the

extent to which government is involved in the economy. The level of

government expenditure is only a partial measure of government’s

involvement in the economy. Quantification of government expenditure
leaves totally out of account the effect of government regulation of
private enterprise. Such effects may well be considerable:
Wiedenbaum and De Fina (1978, p3) have estimated that the compliance
costs 1ncurred by the private economy as a result of federal regulato-
ry agency activity 1in the USA reached %66 billion in 1976, equivalent
to $307 per head or over one—-third of all US private investment in new
plant and equipment. Peacock (1984) raises the question of the cost
of regulation 1n the UK but makes no overall estimates in what 1s pri-
marily a preliminary investigation. Mohammad and Whalley (1984, p387)
estimate the welfare cost af government price and quantity controls 1n
India at between thirty and forty-five per cent of GNP per year.

Other kinds of government involvement in the economy may have major
effects but not be reflected in expenditure statistics. Thus, to take

an example discussed in Chapter 6, the UK Government caused a major

series of mergers in the aircraft industry between 193B and 1960 by

making suggestions about its future purchasing policy to the Tirms
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concerned.(1) A further example is the use of "moral suasion" by cen-

tral banks. Crockett (1973) argues that:

Moral suasion is normally employed when it is felt that the
ordinary market mechanism does not, and cannot easily be made
to, take full account of the public interest. Under these cir-
cumstances, allocation of resources to the bidder prepared to
pay the highest price does not necessarily secure the best
distribution. If the monetary authorities are capable of
1mproving the allocation of financial rescurces - say by
directing lending to activities where there are "spin-off"
advantages to other sectors of the economy - then the
community’s economic welfare will benefit if the banks can be
induced to follow the authorities’ wishes. The advantage of
moral suasion over direct controls ... 1is that it is a highly
flexible contrel and does not need legal implementation.
Because of this, there is less need far detailed and costly
administrative regulation ands, 1f the national interest 1is
clear, then there should be less trouble about a divergence
between observing the letter and the spirit of the guidelines.

Crockett points out that competitive pressures may lead to the break-

down of the effectiveness of moral suasion, and direct controls may be

necessary:

Moral suasion 1s therefore best applied as a temporary weapon.
But even if moral suasion 1s changed into direct legal controls
in order to prevent backsliding, problems still exist. The
fact that controls have to be used to induce banks to act 1n a
certain way means, in essence, that the monetary authorities
are assuming that they can ensure a better allocation of
resources than would occur as a result of the play of market
forces. It is possible that in some circumstances this may be
the case; but since the use of such controls 1s 1nevitably sub-
ject to political pressure, it is by no means likely that this
will always be so.

These quotes are revealing. Crockett, a former member of staff of
the Bank of England; envisages situations where the monetary
authorities know better than both the market and the political proc-
ess. Whether or not such situations do exist, the absence ot any

robust mechanism to ensure that it is the public interest rather than

the monetary authorities’ interest that 1s advanced 1s a cause for

— I_._—_——_.—_.—___—--'—'--——_-_‘___——l—_—i———r'_‘_——'——‘—“-'_. .

(1) See Hartley (1967, p. 19)
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SOMme concern.

In the public expenditure process, resource allocatian changes
1nduced by Government spending relate directly to expenditure budgets,
and political accountability is able to operate in the light of this
1information. Moral suasion may, however, be equally effective in
inducing resource allocation changes, whilst not showing up in any
expenditure budget.

Also excluded from the government expenditure approach to measuring
the 1nfluence of government on the economy are the effects of govern-
ment participation in lending, loan insurance and guarantee programmes
and tax expenditures incurred by the government.(1) Tax expendi-
tures are "departures from the normal tax structure ... designed to
favour a particular industry, activity or class of persons"(2) The
level of tax expenditures, of course; is very dependent on how the
normal tax structure 1s defined, but it is clear that tax expenditures
can be of significance. In Chapter 8 study 1s made of British tax
expenditures on owner-occupied housing. Table 1 gives some indicatiaon

cf levels of tax expenditures for Japan, the Netherlands and the UK.

TABLE 1: COMPARATIVE TAX EXPENDITURES

Tax Expenditure Corpor—- Indivi- Tax Expenditure
19735 ations duals Other as a % of NI
Japan 796bn Yen 468 304 24 0.7
Netherlands 27910m Guilders 6960 209350 . o 13.3
UK 1974-35 13189m Pounds 7748 34642 .. 19.7

Source: International Fiscal Association (1976)

B e i i I S T T g e — R R R i i i e y

(1) Break (1982)

(2) Surrey and McDaniel (1983, p3)
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The statistical analysis of this chapter focusses on government
expenditure and the growth of requlation in the economy 1s not
examined further here. However, other studies{(i) suggest that this
arm ot government is growing. Reasons for its growth will be consid-

ered below under the general discussion of theoretical explanations of

government expenditure growth.

THE RECENT PATTERN OF GOVERNMENT EXPENDITURE

Tables 2 to 8 show the relation between National Income (net
national income at factor cost), total government expenditure
(including transfers) and government fransfers for France, Germany,
Japan, Netherlands, Sweden, UK and USA for, subject to data availabil-
1ty; the years 1930 to 1982. These tables are an extension and sim-
plification of Nutter’s (1978) study of government growth.

Rs Brown and Jacksaon (1982) point out there are a number of choices
to be made i1n defining both public expenditure and national income,
with consequent Implications for the ratio of government expenditure
to national i1ncaome. For 1nstance, should transfers be included in the
definition of public expenditure? Transfers, 1t 1s argued, do not
represent government consumption of resources but their
redistribution. If transfers are included in the definition of public
expenditure it is possible, in theory, for the ratio of public expen-
diture to national income to be greater than one hundred per cent.
This has alsa been true in practice for at least one country -

Israel.(2) Yet it has been generally reported that transfers are the

AN SEmgy S R I L S R R TS deml elees e S T S S wmmy ey EEnk S WS eeme Sy SRS s ammm asmphs gy ARPEE RN SN EEAS SEmmy SN gEmms ammsl s S SR

(1) OECD (1985) surveys work on this question

(2) Peltzman (1980 p 287)
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most rapidly growing part of public expenditure(l) and to leave trans-
fers out of a measure of public expenditure because they do not indi-
cate government resource use would neglect one of the most impor tant
teatures of government intervention in the economy. In this chapter
transfers are included in the total of government expenditure shown in
Tables 2 to B on the basis that the total acts as an 1ndicator of gov-
ernment intervention. However, the part transfers play 1n this total
15 also shown separately.

In defining a denominator for constructing government expenditure
to national income ratios, a wide range of choices is available.

Brown and Jackson (1982, p. 130) point out that dividing public expen-
diture by net national product at factor cost leads to the highest
ratio and will "obviously be chosen by those who wish to argue that
the s1ze of the public sector 1s too large". Warren Nutter’s views
placed him in this camp, s0 it 1s perhaps no accident that this is the
measure he chooses to construct his public expenditure/national i1ncome
ratios.(2) However Nutter does argue a strong case for selecting this
particular ratioc for examinatiaony and because this paper presents
tables which are an extension of Nutter’s tabulations to 1982, 1t 1s
worth summarising his case here.

Nutter argues that although capital depreciation 1s difficult to
measure, on balance a truer measure of the nation’s income is given 1f
allowance is made for this. He favours measuring prices at factor
cost as most government purchases do not occur on the market. Further

-~ as Brown and Jackson (1982) discuss - measuring net national product

ﬁ@__#—-———_——_—-——_———-_#_—,__—-_-___———“____“—_——__———_—@

(1) Brown and Jackson (1986, p133), Musgrave (1981, p 81)

(2) Nutter (1978}
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at market prices has the drawback that by this measure, national

1ncome can be raised Spuriously by a shift from direct to indirect

taxation.

GROWTH OF GOVERNMENT IN SELECTED DEVELOPED NATIONS

Tables 2 to 8 show the growth of government expenditure as a per-

centage of net national product at factor cost from (where available)
1930 to 1982 for seven selected developed nations. These data are
perhaps most eaggly apprecilated from the graphs of Figure 1.

In each graph, the upper line shows total government expenditure as
a percentage of Net National Product at Factor Cost, and in each case
this line shows a steady upward trend with no signs of decline in
recent years. 0Overall the graphs are rather surprisingly similar in
the sense that, given the steady rise in National Income that has
occurred for all these countries, the casual observer might be
torgiven for expecting the possibility of a fall in the ratic of gov-
ernment expenditure to National Income in at least one of these
nations. In fact this 1s not the case. However, some broad differ-
ences can be distinguished. Sweden’s ratio of government expenditure
to National Income 1s markedly higher and rises more rapidly than oth-
er countries, whilst Japan and the US5A’s ratiaos are lower.

By visual inspectiaon an upward kink 1n the government
expenditure/net national product ratio can be observed for most

countries starting in 1973 - the year of the Arab-Israeli1 war and the

0i]l price shock and resultant recession.(1) The ratios are expected

.—l_—__——__-——-_-_—
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(1) Downward kinks for 1972-73 for most especially the Netherlands,
but also for Sweden and the USA result from the joining of two
statistical series, and should be ignored. See the Note at the
foot of Table 2 for further detail.
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TABLE 2, FRANCE: NATIONAL INCOME AND GOVERNMENT EXPENDITURES IN
MILLIONS OF FRENCH FRANCS

(a) (b) col b Government Transfers:

Total as a as 3 as g

National Government # of % of Y. of

Year Income Expenditure col a Amount col a col b
1230 76470 28300 37.27 11780 195.40 41.33
1931 21980 36080 39.23 14900 16.20 41.30
1952 106900 46270 43.28 17920 16.76 38.73
1933 111820 49630 44 .40 19610 17.94 37.50
1954 119310 00880 42 .69 21160 17.74 41.359
19595 129380 24900 42.37 3630 18.24 43.04
1956 163810 64360 44 .89 26680 18.95 41.33
1937 160840 /72490 45.07 30220 18.79 41.469
19358 185110 80700 43.60 34260 18.51 42.635
1959 208130 20290 43 .38 39760 19.10 44,04
1960 227060 28090 43.20 43930 19.35 44,79
1961 247430 1103240 44,67 49930 c0.19 43.19
1962 277360 128360 46,28 28800 21.20 45.81
1963 310390 146720 47 .27 68370 ce .03 46 .60
1964 342630 162680 47 .48 76730 22.39 477 .17
19465 367760 176840 48.09 84120 22 .87 4°7 .37
1966 399760 191260 47 .84 21770 o2 .96 47 .98
1967 433340 210100 48.48 100380 23.21 4°7.87
1968 482760 236660 49 .02 111420 23.08 477 .08
1969 9931640 266990 48.40 1279460 23.20 47.93
1970 088420 94440 00 .04 142320 24,19 48 .34
1971 6344600 323370 49,71 161030 24 .60 49 .30
1972 736230 3692920 49 .61 184360 £3.04 00.48
1973 8680468 424312 48.90 213148 24,33 00.21
1974 291337 001406 00 .98 249327 .17 49 .77
1975 1122435 6244610 99.65 313037 27.89 20.1¢2
1976 1278617 721771 06.49 3db64766 28 .33 00,94
1977 1460890 825741 26 .02 424004 29.02 091.35
1978 1651652 61035 08.19 503258 30.39 ac .97
1979 18723469 1102903 58.90 281937 31.08 22.77
1980 2110308 1272690 60.31 6725384 31.87 o2 .83
1981 2364379 1518609 64 .23 802397 33.94 o] . 86
1982 2684474 1783376 66.43 208233 39.70 03.73

Notes for Tables 2 to 8:

the series in these tables are from Nutter

From 1973 aonwards (1974 1in the case aof the UK) the

entries are computed from OECD (1984). Some discontinuity 1s
introduced in the changeover year as a result. Thus the disparity
between the OECD (1984) figures for, for instance Total Government
Expenditure as a percentage of National Income are as follows: (OECD
- Nutter) France -.84, Germany +.33, Japan -.37, Netherlands -11.39,
Sweden —-1.68, UK -.33, USA -1.24. These disparities are judged to be
minor except for the case of the Netherlands, where the change i1s very
large. The entries for the Netherlands are further impaired by a sub-
stantial revision of the methods used by the Dutch for constructing
the accounts for 1977 and onwards.

(1978) up to 1972.



CHAPTER ONE: TOTAL GDVERNMENT EXPENDITURE IN SELECTED DEVELOPED NATIONS

TABLE 3,

GERMANY :

NATIONAL

MILLIONS OF DEUTSCHMARKS

Year

1930
1931
1952
1933
1954
1933
1936
1937
19358
1939
1960
1961
1962
1963
1964
1963
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1780
1931

1982

(a)

National

(b)
Total

Government

Income Expenditure

73160
71080
103770
112130
121080
139460
134370
168270
180140
193970
2392730
208060
277490
275780
324270
399270
377120
376010
416870
460640
02?190
283620
637140
721890
772960
B03060
879230
233980
1009310
1086940
1139380
1183370
1224300

29320
32880
42580
43300
48020
233580
29200
67730
73720
82130
24920
106200
120660
132920
144430
161310
174310
184230
197030
217830
246460
281730
319520
364730
419630
482330
016170
248270
2883980
6339540
687020
732620
761440

col b
as a
“ aof

cal a

39.28
39 .39
41.03
40,98
39 .66
38.42
38.35
40.26
42 .03
42,33
40,27
41.15
43.48
44,94
44,33
45.46
46 .22
49 .00
47.26
47 .29
46,37
48.11
49,37
20.32
a4 .29
60.0%
08.48
08.58
58 .3d
08.47
60,30
6£1.81
b2.17

INCOME AND GOVERNMENT EXPENDITURES IN

Government Transfers:
35 a

Amount

12630
14330
17300
19720
20840
23300
22990
31700
39630
37300
39670
43710
47890
00870
29700
62230
67000
73980
79230
80730
92090
103160
118300
140600
161870
200680
216700
232320
244920
261240
278230
310360
319410

7

of

col a3

16.
13.
&7
.07
.21
16.
.84
18.
. 78
19.
.83
16.
17.
. 20
17.
e
.77
. 68
.01
18.
17.
. 62
. 04

16
17
17
16
19

16

17

17
17
19
19

17
18

19.
c0.
k.
. 60

o4

o4 .
24 .
b .
24,
.18

cb

26,

80
95

71

84

33

4
cb

18

b3
4Q

48
94
99

8¢
7
03
4¢

09

48 gd

Y.

ot

col b

42.
40.

40
43
43

43
47
45
41
39
38
38
40

39
37

36.
37 .
38,
Q7
.29
4.

4e.,
.61

41.
40Q.
4.
41,

38
41

41

78
00

., 63
. 34
. 40
43,
e
46.
.03
.63
. 79
41,
.69
-y
38.
38.
G4
40,
. O
43
.37

4%

79

16

26
03

16

&2
06
o0

13
37

11
20
36
99



CHAPTER ONE: TOTAL GOVERNMENT EXPENDITURE IN SELECTED DEVELOPED NATIONS

TABLE 4, JAPAN:
BILLIONS OF YEN

NATIONAL INCOME AND GOVERNMENT EXPENDITURES IN

(a) (b) col b Government Transfers:

Total as a as a as a

National Government A of “» of » of

Year Income Expenditure col a Amount col a col b
1952 o273 706 17.18 158 3.00 17.44
1953 0896 1104 18.7¢2 201 3.41 18.21
1954 6463 1261 19.51 303 4 .69 24 .03
1935 7078 1331 18.80 365 5.16 c7/.42
1936 7977 1384 17.39 369 4 .63 2b.bb
19397 Q115 1503 16.49 399 4 .38 26,33
19358 2410 1723 18.33 236 9.70 31.07
193% 10482 1837 17.33 46 5.21 .72
1960 12594 2818 ac .37 bl4 4 .87 21.79
19461 15323 3317 cl.37 704 4 .34 cl.ae
1942 17109 4003 23.40 827 4.83 20.66
1963 19736 4713 23 .89 1003 5.09 21.31
1964 23336 2497 c3.06 1194 9.1¢2 cl.72
1965 22684 6373 24 .81 1448 5.64 2. 7¢e
1966 29363 7432 co. l4 1683 2.70 ce.b7
1967 39214 8378 c3.79 1943 0.2 c3.19
1968 41644 9921 c3.8¢c 2238 09.37 22 .0b
1969 47700 11444 c3.99 Co4e 5.33 cc2.21
1970 06399 13633 24.09 3106 D49 e2.78
1971 63662 16360 23.70 3944 5.97 cl.bb
1972 72935 19739 27.21 4392 6.06 c2.c2od
1973 21322 23971 cb.1% 6065 b.63 23.30
1974 108705 31330 c8.82 8666 7.97 27.66
1972 120362 38731 32.18 11996 Q.97 30.97
1976 135770 44490 32.77 14732 10.85 33.11
1977 148498 91797 34 .88 17219 11.60 33.24
1278 163999 07648 36.47 20061 12.27 33.463
1979 173685 66994 38.13 224688 12.91 33.87
1980 190767 76629 39.1¢2 2a1B86 13.20 33.73
1981 201165 82497 41,01 28276 14.06 34.28
1982 209813 87858 41.87 30976 14.76 35.26

.....10_.



CHAPTER ONE: TOTAL GOVERNMENT EXPENDITURE IN SELECTED DEVELOPED NATIONS

TABLE 3, NETHERLANDS:

NATIONAL

MILLIONS OF GUILDERS

Year

1930
1991
1932
1933
1934
1933
1956
1937
1958
1939
1960
1961
19462
1963
1964
1965
19466
1967
1968
1969
1970
1971
197¢
1973
1974
19735
1976
1977
1978
197%
1980
1981
1982

(a)

National

(b)

Total
Government

Income Expenditure

14926
16917
17689
19110
21363
249023
26493
29044
29960
31444
359149

37043
37591
43130
21079
06947
61368
&773%
73320
84113
93704
104720
118930
171870
192620
209480
241090
271160
299290
316110
335340
349360
361390

5085
5857
6115
6985
7755
8680

10530
12530
12914
13150
14639
15718
17344
19983
24102
27730
31732
36248
38220
43782
50921
50370
69170
81010
96250
115420
132930
149775
163620
178840

193020

207210

224990

INCOME AND

col b
as a
A of

col s

34,07
34 .6¢
34 .37
36.90
39.96
33.3%
39.73
43.14
43.69
41.82
41.65
42 .43
43.81
446 .33
47.19
48.69
21.94
03.30
oc. 13
22 .03
24, 34
27 .69
o8.395
47.13
49.97
99.10
0d.14
03.23
24 .67
26 .38
97 .36
09.31
&2.26

._11_

GOVERNMENT EXPENDITURES IN

Government Transfers:
as a

Amount

1272
1483
16396
1788
2017
a2hq’’
2440
3238
3829
3973
4428
4833
293¢
bé62¢
7930
7801
11507
13365
19813
18532
cl1646
2/7Q70
32300
40340
482790
60750
70020
76630
83030
90810
77830
106120
117010

V/

of

col a3

-
11
12
12

13

15
17
18
19
1
o

c/
23

2.
. 00
.06
¥
. 70

Y
Y
28
c/

8.
.
30.
3c.

oc

8.
8.77
7.
9
7
9

36

. 36
. 30
.16
.cl

.19
. 73
. 64
12.
13.

60
11

.97
19.

33

.64
.21
.69
. /2
.7
. 06
c3.
29 .

10
83

.23
el

07

73
18
38
38

aS 4

YA

of

col b

c3.

!
a2/
2O
2é
23

30
30
31

36
36
41
4o
b4c

44
20
20
ac
oc
21
20
20
20
a1
oc

01

. 32
.08
. 60
.01
. 89
c3.
23 .
29.
30.
. 2O
. 89
. B9
33.
33.
39.

17
84
63
21

14
10
34

.26
.87
. 37
.37
.01
44,

84

. 70

04
17
63
70

. 18

76

., 78

69

.21

O1



TABLE &,
MILLIONS OF KRONER

Year

1960
1961
1962
1963
1964
1963
1966
1967
1968
1969
1970
1971
197¢
1973
1974
1975
1976
19777
1978
1979
1980
1981
198¢

SWEDEN :

(a)

National

NATIONAL INCOME

(b)
Total

Government

Income Expenditure

28999
63818
68029
73247
82093
879914
77097
104908
110837
121617
135286
141309
153223
176804
202342
238642
269377
287630
324800
367036
412961
439627
473022

22692
24562
27696
31747
35609
40503
46563
53042
59252
64799
73341
82706
92163
102410
124158
148619
177383
212977
243720
257624
302054
344978
411744

AND GOVERNMENT EXPENDITURES IN

col b
as a
4 of

col a

38.46
38. 64
40.71
43.34
43 .38
43.03
47.96
20.36
23.43
23.28
24 .21
08.43
60.10
27.92
61.36
62 .28
69.80
74 .03
73.04
70.19
73.14
78.47
86.68

_18_

Government Transfers:

Amount

61493
&71¢2
7410
8074
9570
11194
12676
14781

16634
18980
21090
24993
28726
31023
41210
48392
27979
69838
81377
21960
105135
119199
129446

as a
“ of
col a

10.48
10.32

as a
“w of
col b

27 .24
27.22

10.
. 71
.66
12,
.00
. 09
13.
13.
el
.66
. /3
Bale
0.
20.
.01
ok,
29 .
.03
.46
27.
27.

11
11

13
14

13
17

18
17

21

23
2a

70

43

Oc
61

37
=4s

9
05

11
23

b
27

cb.
. 64
.2c
. 87
8.

7
2/
7

29
2B
30
31

3c

3c
33
33
34
34

. /7
. 01

88

11

.29
.76
.2c
.17
30.
33.

29
19

. 36
3c.
.80
. 39
. 70
.81
ale
31.

&9

G4



CHAPTER ONE: TOTAL GOVERNMENT EXPENDITURE IN SELECTED DEVELOPED NATIONS

TABLE 7, UNITED KINGDOM: NATIONAL
IN MILLIONS OF POUNDS STERLING

INCOME AND GOVERNMENT EXPENDITURES

(a) (b) col b Government Transfers:

Total as 4 asS a 35S a

National Government » of “ of Y% of

Year Income Expenditure col a Amount col a col b
19230 10781 4217 39.1¢2 746 .92 17.469
1951 11843 2044 42 .98 789 .63 13.96
1932 12762 078¢ 45.31 Q05 7.0%9 19.65
1953 13760 6044 43.92 Q95 7 .23 16.46
1934 14376 2974 40.99 1014 b.96 16.97
1933 19913 6139 39.957 1103 7.12 18.00
19236 16830 6647 39 .43 1179 7.00 17.74
1937 17871 6936 38.81 1244 .96 17 .94
1958 186802 7330 39.24 1484 7.94 20.29
1959 194618 7778 39 .63 1637 8.34 21.03
1960 20778 8191 39.4C 1663 8.00 20.30
1961 2186 Q176 41.36 2044 Q.22 22 .30
1962 23299 2886 42 .91 2291 Q.68 22,77
1963 24802 105348 42 .03 2929 10.20  23.98
1964 6?13 11342 4. 14 2699 10.03 23.80
19635 28734 12492 43.44 3079 10.71 24 .60
1966 303635 13599 44 .79 3301 11.04 24 .64
1967 31994 15323 477.89 3749 11.72 cq4 .47
1968 34171 16818 49 .22 4265 12.48 °9.36
1969 35817 17596 49.13 4347 12.70 23 .84
1970 39273 19359 49 .29 49390 12.71 c5.78
1971 44182 21389 48.41 092/ 12.91 29.84
1972 49432 247353 90.07 6703 13.96 27 .08
1973 57181 28560 49.95 7340 13.19 cb.40
1974 67021 36807 94 .92 89072 13.28 c4.19
1973 83633 47860 S7.21 11617 13,89 2l .27
1976 22002 06322 56 .89 14882 15.03 cb.42
1977 111690 61883 899.41 17707 15.85 28.61
1978 128392 70280 94.74 21366 16.64 30.40
1979 147995 82281 33.60 23020 16.91 30.41
1980 168882 100735 09 .77 29867 17.6%9 c9.5%9
1981 183413 114484 &2 .42 36036 19.63 31.48
1982 200936 126230 62 .81 41598 20.70 32.95

._13...



CHAPTER ONE: TOTAL GOVERNMENT EXPENDITURE IN SELECTED DEVELOPED NATIONS

TABLE 8, U.5.A: NATIONAL INCOME AND GOVERNMENT EXPENDITURES IN
MILLIONS OF DOLLARS

{(a? (b) col b Lbovernment Transfers:

Total as & 35 a as a

National Government A of % of % of

Year Income Expenditure col a Amount col a3 col b
1930 c4elb’ 63634 cb .28 17717 7.32 2/ .84
19391 279232 82761 29 .64 14482 0.19 17.30
1932 2923180 Q7308 d3.26 13421 4 .98 13.76
1953 306633 105021 34.23 141350 4,61 13.47
1904 304918 100615 33.00 19699 2.19 15.60
1935 332173 101998 30.71 16863 3.08 16.93
1936 352832 108633 30.79 18246 3.17 16.80
1957 368187 120167 32.64 21037 2.71 17.31
1938 369962 133270 36.02 0314 £.84 18.9%9
1939 402303 136813 34 .00 chlab 65.90 19.11
1960 417093 143848 34 .49 27829 .67 19.35
1961 430129 137187 36 .34 31732 7 .38 20.20
19462 460613 168112 36 .90 32940 7.06 19.36
1963 483264 173472 db6.16 34179 7 .04 19.48
1944 o2 1739 184979 33.49 39231 .75 19.05
19695 268423 193889 34,11 38019 6.69 12.61
1966 623128 218792 35.00 41799 b.69 19.10
1967 608468 2218469 38.25 49177 7.477 19.592
1948 706210 277468 39.29 61123 8.66 22.03
19469 726007 293103 39.03 64493 8.33 21.83
1970 788158 330644 41.93 777088 Q.78 23.31
1971 849374 3946812 42 .00 21273 10.74 29,38
1972 Q36503 388760 41.91 101861 10.88 2b.20
1973 1078661 420243 38.96 121697 11.28 28.96
1974 11954526 4777716 41,38 144113 12.48 30.17
1973 1234137 003728 44,87 180406 14,62 32 .38
1976 1376787 597882 43.43 194531 14,13 32 .54
1977 1542393 643348 41.895 207643 13.46 3c2.17
19778 1763718 711072 4Q.78 222989 12.7% 31.36
1979 1948020 796013 40.86 220278 12.85 31.44
19280 2102822 223103 43.90 298631 14.20 32.35
1981 2358383 1048093 44,44 338442 14,33 32.29
1982 c437414 1158576 47.33 375870 19.42 32 .44

_lL’,_
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CHAPTER ONE: TOTAL GOVERNMENT EXPENDITURE IN SELECTED DEVELOPED NATIONS

to rise 1n recession because most public expenditure programs are
based on long term social programs which will continue regardless of

whether national product is rising or falling. (1)

In Britain the ratio of government expenditure to National Income
kinks downwards from 1973 to 1977 after the 1mposition of conditions
on the conduct of monetary and fiscal policy by the International Mon-
etary Fund, and also from 1968 when there was an attempt to shift
resources 1nto exports.(2) In the USA, expenditures rise for several
years from the mid-60s as a result of the Vietnam War and the "Great

society” programmes. The ratio of government expenditure to National

Income 1s noticeably the lowest far Japan. Several reasons for this
can be advanced. Between 1943 and 1932 Japan was under American con-
trol. A policy of dismantling all organisations that had been
associated with the war machine was pursued(3) and this policy led to
extensive de-nationalisation. Also important were the post-war avoid-
ance of military outlays and the government’s policy choice of keeping
soclal welfare expenditures low in an economy where many welfare
respansibilities are adopted by corporations: "neither welfare nor
wartare'".(4) In Japan, public expenditure 1s concentratéd to a
greater extent than 1n other developed economies an public

1nvestment (D) partly because of the low level of defence expenditure.

This high rate of investment in turn partly explains the high growth

— ket SN SOy I AP TEEEE  EEmm Sl . N S Al e Si—
___—_______--——-_—--_—I—-——_——__—-———__-__.—_-——-—-——————_—_—_ —

(1) Eltis (1983, p73).

(3) Allen (1980, p. 108)

(4) Boltho (1975, pl24)

(9) 1baid
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CHAPTER ONE: TOTAL GOVERNMENT EXPENDITURE IN SELECTED DEVELOPED NATIONS

rate of national income, which has allowed the public sector to grow
rapidly, without markedly increasing its share.(1)

As a way of summarising the information contained in Tables 2 to 8,
government expenditure i1s regressed on a time trend. The ob ject aof
doing this 1s not to suggest that the mere passage of time is a

cause of government expenditure growth, but to derive summary fig-

ures tor rate of growth over time and a projected canstant for 1950.
The results of these estimations are given in Table 9. The aggregate
regression 1s derived by pooling all the ocbservations.

TABLE 9, GOVERNMENT EXPENDITURE AS A PERCENTAGE OF NATIONAL INCOME
REGRESSED ON TIME IN YEARS

Country Constant Regression t Period
Term Coefficient Statistic R&
France 37.79 &7 14.43 .87 1930-198¢
Germany 34.73 .77 16.65 .89 1950-1982
Japan 12.21 .77 14 .62 , 88 1992-1982
Netherlands 34.03 .82 13.895 .89 1950-198¢2
Sweden 14 .32 1.98 c3.48 .76 19260-1982
UK 39.76 .69 12.07 . 8¢2 1950-198¢
USA 29 .37 . 48 14.07 .86 1930-1982
Aggregate 30.31 .80 11.46 . 39

Note: Regression is Y=a+bt where Y is total government expenditure
divided by net national product at factor cost, a is the constant
termy, b 1s the regression coefficient and t 1s time 1n years wilth
19350=1.

In all cases it can be seen that there is a significant positive

relationship between the passage of time and the level of government

spending.(2)

. Sl SRS ST PEES N T S s sy wikisr et SRR /IR SNy SR S WD AR e T S S SRS kR B s iy Sk S Sl WIS SR PR SEEEE S AR AR PR NS PEED -k RN SR Y S S el G R S e SRS Em—

(1) 1bad

(2) The critical point for a one tailed test of significance at the 1
level for the regression coefficients, with 31 degrees of freedam
is 2.04 and with 21 degrees of freedom (Sweden), is 2.08.

...EO._



higher than for all other countries. At the same time the regression
15 over a shorter time period than for the other countries as data
were not avallable for Sweden before 1960. Visual inspection of the

graphs of Figure 1 shows that the slope of the government expenditure

curve often steepens over time. It is of interest toc ask whether the

higher coefficient for Sweden purely a result of the data for Sweden

being restricted to 1960 onwards when the slope steepens for most

countries? As a way of examining this all the regressions were re-run

tor just the later years: 1960-1982. This re-estimation resulted in
all the coefficients on time increasing markedly except those for the

Netherlands and the USA.(1) However, these increased coefficients

still did not approach the value for Sweden, which still stands out as

having the highest rate of public expenditure growth amongst the

group.

Another feature of the results for Sweden from Table 9 is that the

1ntercept 1s rather low. Could it be the case that Sweden’s high

growth rate 1s a consequence of catching-up from a low start? Some

doubt 1s cast on this explanation when it is noted that Japan also has
a low 1ntercept, but 1n Japan’s case this goes with a low growth rate

of public expenditure as a percentage of National Income.(2)

i e . TS mlis S Sl A A B Sy sl b el ol I S S SIS AN S A I oS NN R S Sy ey Gl el ek Sy Swemnd il iy Sl Rl SIS U AN SN Ry I S AL S e S kel ssees A NS - y

(1) The changes were France .67 to .86, Germany .77 to 1.06, Japan .77
to .90, Netherlands .82 to .69, UK .69 to .99 and USA .48 to .47.

(2) As a way of examining the question of a possible relationship
between growth rate and intercept the growth rates from Table 9

were regressed on the intercepts from Table 9 for the seven
countries of the study. The estimated regression was slope

-.274 x intercept + 1.63, R® = 342, The t-statistic of the
coefficient -.274, was -1.61 and was not significant at the .03

level 1n a one-tailed test.
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CHAPTER ONE: TOTAL GOVERNMENT EXPENDITURE IN SELECTED DEVELOPED NATIONS

Une way of explaining differences in the percentage of government
expenditure to national income in different countries is the different
political orientation of different countries. The hypothesis is that
Conservative governments will cause the ratio of public expenditure to
national income (G/NI) to be lower than non-Conservative governments.
This suggests a model of the form G/N = f(CONS,T), where CONS is some
measure ot right-wing orientation of a nation’s parliament, T is a
time trend, and .the expectations are o0(G/N)/oCONS<O and o(G/N)/oT>0.
This leaves the political orientation i1tself of the countries to be
explained, but 1f a relationship can be found between political orien-
tation and the ratio of public expenditure to national income then the
explanation 1s advanced one step. Castles (1986) contains a tabula-
tion for the annual average percentage of right-wing parliamentary
seats which includes the seven nations studied here. These averages
are for 1951-59, 1960-74, and 1973-81.(1) To test for a relationship,
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