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I.

INTRODUCTION

The Road Is Paved With the Best of Intentions
In the Western democracies, incoming reformist governments
rarely move as fast as they promise or intend. There seems
to be a built-in conservatism in the system. Radical ideas
and policies are watered down by a steady drip (or is it drip
torture?) of bureaucratic and institutional inertia. Plus ca
change..... It is common to lament the snail-like reform.
Many of us are tempted to believe that, if we could only fire
a raft of bureaucrats, or eliminate many institutions, or grasp
the levers of power, so much could be accomplished so much
quicker. Perhaps so. But we should pause before we yield to
that tempting conclusion.!
Although in the United Kingdom reforming governments
have committed themselves to observing constitutional constraints, it is argued that the constitutional limitations are so
nebulous in the U.K. that they constitute no essential protection of our people's freedom.
It is only the power of
convention that saves us from possible tyranny. But the
convention has worked. We are perhaps fortunate in that no
incoming government has gone so far at such a pace that the
measures could not, if the people wished, be substantially
reversed. Reform has been no one-way street; many argue
that it must be merely a dead-end. I return to this topic at
the end of this talk.
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II.

F ACTORS INHIBITING THE INTRODUCTION OF A
RADICAL PROGRAM

The incoming Conservative Government in 1979 announced a
radical program but it was in the general sense in which we
understand these things in the United Kingdom, a gradualist
one. Inflation was to be gradually tamed, the budget deficit
slowly brought back from the spendthrift brink, the trade
unions gradually reformed, and the nationalized industries
brought back to health in due time suitably privatized. A
radical program indeed in terms of British politics. Although
there is a very complex and confusing web of restraints in the
British system, I believe it might be helpful to try a little
classification, even analysis, so that we can understand the
elements of it a little better. I believe there are two major
factors.
The first is the degree of belief or credibility factor.
The other factor might be called the legal minefield. In
a sense this tends to be the institutional counterpart of the
credibility factor.
Finally I shall discuss the institutional constraints which
I shall call--UT AP after the chief civil servant admonition
"up to a point Minister."
A.

The Credibility Factor

Radical policy encounters difficulties
The credibility factor always works powerfully against any
dramatic or radical change. The argument runs as follows. A
government pursuing a radical policy will soon find that it
runs into great difficulties. If, for example, it is a government elected to control and eliminate inflation, then long
before that happy day occurs it will have incurred the wrath
of the electorate by shattering all the cosy presumptions of
inflation proceeding for ever, by creating perhaps transitory
unemployment, and enduring all the hardships of the adjustment process.
The cynical will draw a nice distinction
between what the government says it will do and what it will
actually achieve. The cynical argue that it will be all too
painful and the radical government will lose its fervour and
return to the old temporizing ways as the only course by
which it can retain power. Traditional tory temporizing will
prevail.
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The media watches for U-turns
The media men, the clerisy and their accolytes will be
looking for U-turns. And the media persons will be strongly
supported by the hoary hands of the old political game. They
just know it can't be done. After all, if it could have been
done they would have done it--wouldn't they?
Mrs. Thatcher's radical program--tocus on the medium term
financial strategy
The central focus of Mrs. Thatcher's administration in reforming the finances of Britain was the medium term financial strategy (MTFS). This took a four-year view of public
spending, the budget deficit (or the PSBR in our much wider
terms) and the rate of growth of the money supply (the
broader aggregate sterling M3 was adopted). The idea, based
on the concepts of rational expectations, was that the
announcement of these target rates of growth of the money
supply etc. would induce entrepreneurs, investors and workers
to adjust their behaviour to the new policy as though it were
a new reality. Much--perhaps most of the pain of adjustment
could be eliminated by a sea change of expectations.
Skepticism builds over the Government's ability to implement
the MTFS
Of course, there was every reason in 1980 to doubt the will or
even the ability of the Government to ensure its medium
term financial stategy was implemented. As every commentator pointed out ad nauseum from the middle of 1980
onwards the chosen target, sterling M3, was overshooting far
above the target band. And indeed it did not sit firmly in its
target band again until the year 1982/83. Yet in 1980,
monetary conditions were clearly tight on every other criterion you could think of. Ml, monetary base, real interest
rates and the high exchange rates all pointed to a tight,
indeed perhaps an over-tight monetary policy. Deregulation
by the elimination of the "corset" and advances in the
techniques of finance had made sterling M3 an unreliable
indicator of monetary conditions (as luck would have it, it is,
so far as I can see, the first time in the monetary history of
the United Kingdom that sterling M3 has behaved in this
rather perverse way).
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Yet in spite of the ballooning value of sterling M3, by
the end of 1980 the initial skepticism gradually gave way to
the realization that there really was a monetary squeeze
taking place. And in my view it was even tighter than the
one which the Government had originally anticipated. But, as
Pasteur said, chance visits the prepared mind, and the
Government capitalized on this initial tight monetary
squeeze. It eased, but did not reverse it, in 1981.
The acid test
And above all, the 1981 budget wrenched the Government
deficit (PSBR), back on to its original course. This meant
large increases in taxes about five million pounds or more
than 2 per cent of GNP. The budget of 1981 must be
reckoned as the biggest fiscal squeeze of peace time. But it
did convince the markets that the Government was sticking
to its policies. And, at first gradually, then much more
rapidly, expectations adjusted to the reduced rates of inflation. Along this hard and rocky road, however, we were
treated to an avalanche of protests by the massed ranks of
the economics profession led by its most distinguished luminaries. It would have been so easy for the Government to ease
up. But it would also have been disastrous. In a trice all the
progress that had been made in revising expectations would
ha ve been undone.
The degree of belief factor and re-election
In our democratic system there is also a major impediment to
any dramatic change in expectations. This is because governments must offer themselves for re-election in a period of
less than five years.
Of course this would not matter very much if the two
parties were, as far as economic policy was concerned,
Tweedledum and Tweedledee. But they are not. Never has
there been such a wide ideological divide.
Everyone is
convinced that a new Labour Government would have pursued
expansive policies combined with all the paraphernalia of
half-baked Socialism.
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Re-election--touchstone of political success
Thus the degree of belief factor had to be sufficient to cover
the political and, most important, the electoral success of
the Government. The end of all policy is re-election. That is
the touchstone of political success.
I suspect that the
political corner was turned in the latter part of 1981, and
certainly by the first quarter of 1982. Although I am not
qualified to chart and explain this political process, I did
observe that most political pundits were quite convinced that
a Government presiding over three million unemployed, would
never be re-elected. Food for thought here. A little humble
pie, perhaps.
B.

The Laws Constraint

Now I turn to the legal minefield constraint. One's first
impression of the British unitary system of government is
that the legal and constitutional constraint, so strong in the
Montesquieu-type constitutions of other countries such as the
United States, would be of little moment in Britain. And
relatively speaking that is certainly the case. Indeed anyone
who has observed the tangled mess of budget procedures in
the United States may thank his Burke that we have not
followed such procedures in the United Kingdom.
Many legal impediments to reform
But even in our unitary system, there are many legal impediments to reform. First I must dispel current misconceptions
about the EEC effects on policy. One might imagine that our
reform has been very much constrained by the need to
conform to the law of the European Community. This body
of law is certainly of considerable importance. It effectively
restrains policy towards agriculture to that which is agreed
by the Community. Our agricultural policy would have been
quite different had we not joined the Community. But apart
from agriculture it is doubtful whether the Community has
had much effect on the process of reform. Community law
did not require us to join the EMS and we have, in my view
wisely, stayed out. Thus we maintained the critical control
over monetary policy. The Community has restrained industrial policy with respect to subsidies to industries or firms;
but few would claim that it has provided a straitjacket that
has eroded our sovereignty.
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The legal minefield--minimum wages
These many decades of Socialist or middle-of-the-road governments have produced a quagmire of legislation where the
attempt to reform any element of it can easily sink without
trace. Let me illustrate this with respect to our minimum
wage legislation--so-called Wages Councils. At first sight it
seems relatively easy for the Secretary of State for Employment simply to deem that this or that Wages Council is now
not required. If one reads the law, one will find that that
statement appears in the articles. But if the issue is followed
through, you will find that first there is an International
Convention by the ILO which in principle requires us to have
minimum wage legislation. We entered into this obligation
back in the inter-war years. It still hangs over our heads and
we are required to give three years notice in order to revoke
it. Thus we are plunged into a typical grey area where one is
not sure of the legal grounds for any measure of reform.
Secondly, the past legislation ensures that any attempts
to eliminate a Wages Council evoke lengthy administrative
procedures. In fact, if anyone objects to the Secretary of
State's suggestion that minimum wage conditions be withdrawn, then they can complain to ACAS, the Advisory
Conciliation and Arbitration Service. The Secretary of State
must take into account the views of ACAS.
But the
legislation contains no timetable for ACAS to report, and in
principle the abolition process can hang out over a long
period.
Out with the old and in with the new--not an easy task
Of course it is possible to pass legislation which would
eliminate all the elements of the past statutes. But it isn't
easy. The legislative program becomes !2rowded and simple
repeals of statutes have implications which reach far beyond
the immediate matter of Wages Councils. This also can be
seen in a political context. Many employers, especially the
large vocal ones, actually like Wages Councils because they
inhibit competition from non-unionized low wage competitors.
And since the Wages Councils consist of existing
employers and existing workers, one can quite understand the
nature of the corporatist interest involved. Of course, that is
a good case for getting rid of them.
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C.

The Civil Service (or Up To A Point)

Custodians of the status quo
Finally we come to the institutional constraints, many of
which are administered by what many people take to be an
all-powerful permanent Civil Service.
It has long been
argued, and mainly from left wing reformers, that the Civil
Service would be unwilling to perform the tasks that are
inherent in any radical reform package. The Civil Service is
the custodian of the stat<us quo. It modifies policy to what it
regards as the balanced middle ground. The Civil Service is
alleged to confuse and use ministers •. Their real objective is
to pursue policies which are congenial to their own interests.
The Civil Service in its higher ranks is inward looking.
They are necessarily trimmers, tackers and survivors: bending with the wind of political change but firm in their career
commitments. They have little experience of management
objectives and the whole thrust of policy development which
is now common in industry. With no profit motive and no
balance sheet to defend, there is little incentive to succeed
and no fear of failure. This case which has been most
powerfully argued recently by myoid colleague, Sir John
Hoskyns, has, I believe, a lot of truth. 2 As Sir John points
out, they have the same attitude to reforming ministers that
F.M. Cornford had to the Young Man in a Hurry, that is
"a ... prig who is inexperienced enough to imagine that something might be done before long and even to suggest definite
things."
Yet there is a counter argument. Civil servants are
only as good as their ministers. A minister, if he has the
drive and the energy, and patience, can transform even the
most moribund into an instrument for, albeit slow, change.
'Yet after all is weighed in this balance, it would be
difficult to conclude that there is not a considerable case for
some reform of the British Civil Service. I find myself
drawn, up to a point, to Sir John's suggestion for retirement
of senior civil servants at the age of 50, together with
accelerated promotion of high flyers--instead of the predominant "Buggin's turn." Sir John's proposition was designed to
eliminate the inward looking atrophied top rank of the Civil
Service; and to open it to the thrusting young men.
However, I think one could improve on the Hoskyns'
proposals. I would suggest instead that there is a Rule: no
Copyright the Fraser Institute
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person shall spend more than 20 years in government service.
These 20 years can be made up in any way and at any age the
person may desire. But after those 20 accumulated years he
must go out into that other world.
I am sure most of you in this room can think of,
immediately, a large number of disadvantages and a few
advantages over both the present system and the Hoskyns'
system. But we'll leave those for the coffee table and the
bar.

III.

THE IRREVERSIBILITY OF GOVERNMENT POLICY

A.

Constitutional and Institutional Irreversibility

The last question I would like to raise is that of irreversibility.
Of course, all reformers wish that their measures be
carved in tablets of stone and bequeathed to and cherished by
posterity. Hence, there is an emphasis on what is thought to
be permanent institutional reform rather than transitory
changes in procedures.
In this respect there has been little progress over the
last four years in Britain. And this defect, if it be one, is
primarily due to the fact that the British constitution does
not easily lend itself to such permanent institutional reforms.
The convention is that a government cannot bind its successors.
But there is more to it than that.
Any major
constitutional reform will almost certainly give rise to a
period of very considerable turbulence which would be politically very damaging and might well be used to discredit the
underlying measures. It would be nice if turbulence could be
avoided or at least contained. It is, however, very difficult
to do that since our knowledge is very limited.
A case in point--monetary policy
An example of this process is the institutional and operational means of controlling the money supply in the United
Kingdom. I believe there is overwhelming evidence that the
best way of controlling the money supply is through monetary
base control, that is to say ensuring that the high-powered
money, currency coin and reserves of commercial banks with
Copyright the Fraser Institute
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the central bank, grow at a more or less fixed rate. The
present method of controlling the money supply which is
operated by the Bank of England, involves changes in interest
rates and operating through a funding policy, that is to say
the selling of Government debt to the non-bank private
sector.
The existing mechanism is seriously defective. The lags
in the adjustment of the money supply to interest rates and
the magnitudes involved are certainly not precisely known
and are alleged to be merely hazy conjectures. The case for
moving to monetary base, control looks powerful.
The Government decides not to reverse direction
Yet I am sure the Government was right not to make such
reforms. First, even if the monetary base control system had
worked well, there would be a long period for the new
mechanism to "bed down." It is likely that during the initial
period we may set in train a considerable increase in the rate
of price change. Although monetary base control would stop
any marked inflation, this would be only in the long run.
There might well be considerable price increases in the short
run, which would be politically and perhaps economically very
damaging. In other words, the adjustment might be too
painful. But there is a second reason.
The personnel of the Bank of England and their opposite
numbers in the financial world are used to the existing
system. Many believe it is the only rational system. It would
have been a considerable hostage to fortune if the Government had insisted on the Bank staff carrying out policies in
which they had only minimal trust. Everyone will do his best
only if he is convinced that there is a fundamental rightness
about the policy. Thus the intellectual case for MBC yielded
to administrative difficulty and political fears.
I conclude, therefore, there has been little irreversibility of a constitutional or institutional kind. However, when
we turn to those measures of reform which are now politically irreversible, there are many more and of great interest.
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B.

Politically Irreversible ReformsSome Interesting Examples

Privately-owned housing
Perhaps the most obvious case and in political and social
terms one of the most interesting, is the sale of publiclyowned houses to the sitting tenants. Some 500,000 have so
far been sold (at a varying discount from the market price).
The plan is to pursue this policy even more vigorously over
the next four or five years.
This is a massive distribution of wealth from government to private individuals. It is a desocialization of housing,
quite-unprecedented in Britain and possibly even in the West
as a whole. But the important point is that no incoming
socialist government will dare renationalize the housing stock
that has been so disposed. The owner occupier is a powerful
property owning element of the electorate. No party would
conceivably be elected that entertained any ideas of renationalization. I leave you to imagine the political implications of this change of ownership.
Indexed government debt-another important irreversibility
Similarly I believe that we have created an important irreversibility in the introduction of indexed government debt.
Here lie the sleeping policemen who will watch over any
future incentive to inflate.
Exchange control-not completely irreversible
I am, however, less convinced that the emancipation of
Britain in 1979 from many decades of exchange control is
irreversible. Alas that is a fragile freedom which could, in a
maelstrom of-socialist legislation, ineptitude and maladministration, be reversed.
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IV.

CONCLUSION

Gaining Credibility
In my view the really effective limiting constraint has been
the degree of belief or credibility of the reforming government of the last four years. To gain credibility, one must do
rather more than would be desirable under conditions of
instant credibility. There is a good argument for being
seemingly "too tough."
The longer the period of Socialist (and indeed Conservative) profligacy the deeper the ingrained belief of the public
that no politician will ever put things right and the more
cynical the public becomes of politicians' proposals and
promises. Failure begets failure and makes reversal so much
more difficult. The cost of reform is so much greater than it
need be.
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NOTES

1.

The unhappy consequence in those countries where
there are no such inhibitions on a reforming government
would give us warning enough. For example, Mao's
cultural revolution clearly went beyond what he intended and became quite out of control. Similarly, the
untrammelled revolutions in Kampuchia, the Central
African Empire, and many other so-called developing
countries, suggests that there is a lot to be said for
institutional or constitutional constraint.

2.

This was originally a thesis of Harold Lasky but was
clear ly discredited by the socialist measures of 194550. But the implications were exactly contrary to
Lasky's contention. The Civil Service accepted, even
revelled in, the socialization of the United Kingdom.
Oddly enough Lasky had argued from a stereotype of
the pre-World War I era:
whereas the OxfordCambridge elite had clearly been substantially converted to the corporatist ideology by the Great Depression
and insidious socialist proselytization.
The most celebrated recent complaint by a Minister
that his policies were being sabotaged by the Civil
Service was written up in some detail by Tony Benn.
However, the most reliable and reputable witness, Alan
Peacock, pointed out that Benn's account was simply
wrong.
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I. INTRODUCTION
The Nature of the Problem
I must confess some difficulty at the outset with the terms of
reference of this paper. I am asked to examine the practical
problems of liberal governments in trying to reform education. My problem is to come to grips with the term "liberal
government."
Individuals, Not Governments, the Source of Change
Economists are accustomed to conducting their analysis on
the basis of the interaction of self-interested individuals.
They are always uncomfortable when invited to argue in
terms of collectivities. (The theory of the firm has given
them enough headaches.) And when those collectivities are
described by an adjective such as "liberal," the difficulties
are compounded. In addition, some modern economic analysis
concludes that the structure of any majority voting democratic government is inherently monopolistic) If we accept
this finding, then to expect governments to be "liberal" is to
expect a monopoly to be liberal, which seems a contradiction
in terms.
The Role of Ideological Entrepreneurs
While it is difficult, therefore, to apply the word "liberal" to
governments, we may proceed to attach it to selected
individuals. In her prize-winning essay for the Mont Pelerin
Society last year, Karen Vaughn made the interesting distinction between the economic political entrepreneur and the
ideological political entrepreneur. Unlike the former, the
ideological entrepreneur in politics has an awareness of a
grand design and takes advantage of numerous small opportunities to bring about the larger end desired. This view has a
respectable ancestry for it goes back to Adam Smith's
distinction between the politician, who Smith describes as an
"insidious and crafty animal," and the noble or scientific
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legislator whose deliberations, in Smith's words, "ought to be
governed by general principles which are always the same."
There are, however, many ideologies and all in competition with each other. The free market ideologist, according
to Karen Vaughn, has to combine plausible arguments with
correct models and good ideas with good packaging. "And
being in the right place at the right time is as much an asset
to the ideological entrepreneur as it is to his economic
counterpart. ,,2
In the context of education in 1983, it is tempting to
argue that such political leaders as Ronald Reagan and
Margaret Thatcher classify as ideological entrepreneurs for
they certainly seem to be "in the right place at the right
time." I shall argue however that while this may be true of
their influence on other aspects of the economy, in the case
of education it is much more debatable.
Individuals and the Liberal Vision
Meanwhile, if selected politicians are occasionally inspired by
the liberal vision, so, of course, are many ordinary people. I
would be more at home indeed writing an essay on the subject
of "The Practical Problems of Liberal Individuals," with the
assumption being that their main difficulties are hindrances
ot" modern governments. This would take us no doubt to a
discussion of the ultimate possibilities of a new constitutional
convention, a convention that would, in effect, attempt to
control, or put in their place, all day-to-day governments. 3
Start With the Facts
Whatever the approach taken, it is useful to start with facts.
Both the ideological entrepreneur and the ordinary liberal
will first be interested to know of recent experience throughout the world with endeavours to develop a more decentralized or ma-rket type system of education. I shall start by
presenting some new evidence from world-wide sources and
then proceed, first to offer qualifications to the data, and
second, to select one or two case studies for further discussion.
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ll. INTERNA nONAL EVIDENCE ON PRIVATE EDUCA nON
New Facts
To date there exists no adequate theory to explain systematically why private schools flourish in some nations and not in
others. Indeed, it is only in the last twelve months that some
international empirical overview of private education has
been attempted. Table I presents the first compilation from
UNESCO data that has just been undertaken by Bruce S.
Cooper and Denis P. Doyle. 4
A casual glance at the figures would appear to dispel
the popular view that private education features early stages
of development only to be superceded by growing public
systems as national incomes improve. Consider the unweighted average systems (from Table I) of elementary pupils
attending private schools in each continent. In Africa it is
12.1 per cent while in Europe, where incomes are higher, it is
almost the same at 12.2 per cent. The average for Asia is
13.3 per cent. A less crude estimate, of course, would weight
each nation by its population and income. This can easily be
done and I await such an operation with interest. (The
unweighted averages for North/Central America, Oceana,
and South America meanwhile, are 14.2 per cent and 17.6 per
cent and 14.5 per cent respectively.)
What Explains
Schooling?

the

Differential

Incidence

of

Private

The evidence of Table I obviously calls for imaginative
hypotheses that might account for the differences between
nations.
Fortunately, one explanation for some of the
differences has been obtained from official sources. When
they consulted Eastern Bloc countries, Cuba, the People's
Republic of China, and the USSR, the compilers of the table
were informed with disarming candor that private education
in those countries was "ideologically inconsistent with the
mission of the State," and was therefore banned.
A.

Mancur Olson's
pressure groups

explanation-the

strangulation

by

Beyond this the issues are more complex. One plausible
explanation is that the ratio of private to public schooling is
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TABLE I
PERCENTAGE OF ELEMENTARY PUPILS
ATTENDING PRIVATE SCHOOLS
BY CONTINENT AND NATION (N=144)
I.

II.

III.

AFRICA

ASIA

EUROPE

(N=38)

(N=31)

(N=22)

1. Algeria
2. Benin
3. Botswana
4. Burundi
5. Chad
6. Comoro
7. Djibouti
8. Egypt
9. Equitorial
Guinea
10. Ethiopia
11. Gabon
12. Gambia
13. Ghana
14. Ivory Coast
15. Kenya
16. Liberia
17. Libya
18. Madagascar
19. Malawi
20. Mali
21. Mauritius
22. Morocco
23. Niger
24. Nigeria
25. Reunion
26. Senegal
27. Seychelles
28. Sierra Leone
29. Somalia
30. Sudan
31. Swaziland
32. Togo
33. Tunisia
34. Cameroun
35. Tanzania
36. Upper Volta
37. W. Sahara
38. Zambia

0.2%
3
4
48
5
1
7
9

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.
16.
17.

25
15
41
13
2
14
0.1
26
2
19
18.
19.
8
4
20.
21.
25
22.
3
3
23.
24.
20
25.
6
11
26.
3
27.
44
28.
29.
2
1
30.
44
31.
20
1
27
0.04
8
8
1

Bahrain
Bangladesh
Brunei
Cyprus
Kampuchea
Hong Kong
Indonesia
Iran
Iraq
Japan
Jordan
Rep. of Korea
Kuwait
Laos
Lebanon
Macau
Peninsula of
Malaysia
Sabah
Sarawak
Maldives
Oman
Philippines
Qatar
Saudi Arabia
Singapore
Sri Lanka
Syria
Thailand
Turkey
United Arab
Emirates
Yemen

8%
13
20
2
2
48
19
7
4
0.05
6
1
14
10
37
47
0.03
26
29
32
1
5
1
3
26
1
5
9
9.4
15
1
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J.
2.
3.
4.
5.
6.

7.
8.
9.
10.
11.
12.
13.
14.
15.
16.
17.
18.
19.
20.
21.
22.

Andorra
Austria
Belgium
Denmark
France
Fed. Rep.
of Germany
Gibraltar
Greece
Iceland
Italy
Luxembourg
Malta
Monaco
Netherlands
Norway
Portugal
Spain
Sweden
Switzerland
England/Wales
N. Ireland
Scotland

23%
3
34
8
13
1
8
6
1
7
1
22
23
41
1
6
27
0.6
4
4
33
2

25

IV.
NORTH/CENTRAL AMERICA

V.
OCEANA

VI.
SOUTH AMERICA

(N 27)

(N 14)

(N 12)

1. Antigua/Baruda
2. Barbados
3. Belize
4. Bermuda
5. Brit. Virgin
Islands
6. Canada
7. Cayman Islands
8. Costa Rica
9. Dominica
10. Dominican Rep.
11. El Salvador
12. Grenada
13. Guadelup'e
14. Guatemala
15. Haiti
16. Honduras
17. Jamaica
18. Martinque
19. Mexico
20. Montserrat
21. Netherland
Antilles
22. Nicaragua
23. Panama
24. Puerto Rico
25. St. Pierre
Miquelon
26. United States
of America
27. U.S. Virgin
Islands

17%
3
2
14
15
12
25
3
11
11
6
44
5
13
37
5
3
4
5
13

1.
2.
3.
4.
5.
6.
7.
8.
9.
10
11.
12.
13.
14.

Amer. Somoa
Australia
Fiji
Fr. Polynesia
Guam
Kiribati
New Caladonia
New Zealand
Pacific lsI.
New Guinea
Somoa
Solomon Is.
Tonga
Vanuatu

13%
18
48
20
13
2
24
8
9
40
13
13
6
21

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.

Argentina
Bolivia
Brazil
Chile
Colombia
Equador
Fr. Guiana
Paraguay
Peru
Siriname
Uruguay
Venezuela

15%
8
11
17
13
14
12
12
11
37
14
10

46
9
6
8
38
10*
18

Source: United Nations Educational, Cultural and Scientific Commission, Paris, France,
1982.
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an inverse function of the size and growth of the public
bureaucracy. Such a hypothesis might be inspired by Mancur
Olson's The Rise and Decline of Nations (New Haven, Conn.,
Yale University Press, 1982) in which all aspects of a nation's
economy are postulated to decline through slow strangulation
by pressure groups who organize private monopolies after
pressing the state into giving them special privileges. The
novelty of Olson's theory is that recovery can only come
about after some general social catastrophe which destroys
the interest groups in its wake. In this way the whole body
of specialized interests in Germany, Italy, and Japan, having
been wiped out in World War II, a new opportunity was then
presented for rapid growth and recovery.
Evidence from Chile
In the case of education, a good example of this process
might be that of Chile where, since the downfall of the
Allende regime, important barriers to private education have
been dramatically removed. A law has been passed requiring
prompt monthly payments of subsidies to approved private
schools. The subsidies were valued originally at 50 per cent
of public school costs per person but this ratio has since been
raised to 100 per cent. In Santiago alone the number of
applications to start new schools in the early 1980s amounted
to several hundreds. The number of students enrolled in
subsidized private schools (subvencionados) grew by nearly
one-third between 1976 and 1980. This increase was ten
times greater than the growth in the total student population
over the same period •
. Olson's hypothesis has of course been criticized on the
grounds that it is ad hoc and depends for support on selected
examples. Looking through the European list of countries in
Table I we can identify instances that seem to be in the
opposite direction to Olson's type of proposition.
Possible Clues from the Dutch experience
The country that has the highest proportion of private school
students in this list is the Netherlands, a country in which
the~e has been no recent major social catastrophe.
The evolution of the Dutch system of assisted private
schooling dates from the 1920 law on education which
enabled small groups of parents to start their own school by
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reqUIrmg the government to provide almost all the initial
capital costs as well as current expenses.
Provided a
minimum number of parents assembled in a formal organization such as 'a "foundation" or an "association," the municipality had to provide them with a building, while the central
government was obliged to pay teacher salaries.
As a
guarantee of serious intent the groups of parents had to post
a bond equal to ten per cent of the cost of the school building
returnable to them if the building remained fully occupied
after 20 years. 5
Most of the actual entrepreneurship for starting up the
schools came from church leader representatives of parents.
As a consequence the private primary sector in Holland is
now about 95 per cent church-related.
Private education a reflection of cultural heterogeneity?
It is no secret that pressure to legislate the 1920 Act came
from politically organized church groups that consisted of
substantial voting minorities. And it is these circumstances
that have given rise to another theory that attempts to
explain the success of private schooling generally. It postulates simply that private education is a function of cultural,
religious, and ling uistic heterogeneity (James, Ope cit., 1982).
To be persuasive, however, this hypothesis should test evi~
dence of several other countries that also feature cultural
heterogeneity, otherwise we are left with a single ad hoc
empirical verification rather than the test of falsification.
The point is strengthened when we again look for
opposite examples. In the nineteenth century, Great Britain
had a considerable degree of cultural and religious heterogeneity. Nevertheless it emerged with a predominantly public
system of education that is provided largely by a combination
of local and central government effort.
Dutch system of public-private paradox
More important is the question whether the Dutch system can
be regarded as meeting the genuine definition of "private
schooling."
It is not sufficiently recognized how much
central government regulation has accumulated in the Dutch
system over the last few years. Indeed if the average person
were given the description of a school system that was
financed by a central government which fixed teacher
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salaries, credential requirements, hours of work, together
with the school curriculum, and made each separate school
legally unable to fire its employees for incompetence or to
charge fees for tuition, the same person would surely jump to
the conclusion that this was anything but a private system.
Yet, indeed, these same features describe the Dutch system
of so-called "private schools" in the 1980s.
The normal connotation of the word "private" focuses
on the individual origin and control of assets. When combined
in a series of voluntary contracts with other inputs such as
labour, the same assets are employed to provide services to
customers at some positive fee. In the case of the so-called
private schools in Holland, such fees, as we have shown, are
now allowed and the major school assets do not originate in
private hands but are government provided. The only private
contribution, as explained, is the privately posted bond equal
to ten per cent of the school buildings cost, returnable if the
building remains fully occupied for 20 years.
Evidence doesn't reject the Olson hypothesis
In effect the Dutch arrangement appears to be a public
system that is managed through implicit contracts with
decentralized interest groups that are rewarded with a small
degree of educational influence and decision-making in return
for their efforts (partly in delivering votes). The so-called
private institutions in Holland appear to be very similar to
what are known as "the controlled schools" in Britain's public
system.
In these British establishments denominational
religious instruction may take place but the church is tightly
controlled on other aspects of education and can appoint not
more than one-third of the managers or governors. The same
controlled schools are nominally regarded in Britain, however, as a component of the public system. 6

It should be emphasized that about a third of the
population of primary school children in Holland go to public
schools. The bureaucracy administering them has seen to it
that they have not suffered from the competition of the
larger private sector. One measure to secure this has been
the specific restrictions imposed by the government preventing private schools from charging fees for education. Similarly private schools are not able to attract better teachers
by paying them higher wages, since salary scales are determined by the central government'?
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It seems, therefore, that the Dutch system has gradually come under the "stranglehold" of dominant bureaucracies
in alliance with teacher interests and as such the story seems
very similar to the experience of other Western countries.
Ultimately, therefore, the example of Holland does not
refute Olson's type of hypothesis contained in his theory of
the rise and decline of systems.
B. Examples of special interests in action
1.

The British voucher experiment

England provides another instance of the stifling influence of
a mature bureaucracy in alliance with unionized supply
interests. Britain has had over six years of public debate
whether to allow one county, the County of Kent, to undertake an experiment with a voucher system. 8 The obstacles
put in its way so far illustrate a classic case of defensive
strategy by the monopolistic alliance. First the county was
kept waiting for a long time for approval from the central
ministry of education, and it had to wait two-and-a-half
years after the Conservatives came to office in 1979. 9
Second, doubt has been raised by the education establishment
as to whether the voucher, as a means of payment for state
schools, is legal. A third obstacle has been the threat of a
teachers' strike.
Lack of ministerial commitment
Within the last year or so it is true that the voucher has been
mentioned in speeches by several British Cabinet Ministers,
including the Chancellor of the Exchequer and his Chief Aide,
the Financial Secretary to the Treasury. But when it comes
to the department with most influence on these matters, the
Department of Education, the story is somewhat different.
In December 1981, the new Secretary of State for Education,
Sir Keith Joseph, wrote a letter 'in response to two education
organizations that were concerned with parental choice. In it
he announced:
"I am intellectually attracted to the idea of
education vouchers as a means of eventually extending parental choice and influence••.•
"I therefore welcome your interest in exploring
the difficulties ••. to see whether the scheme can
be developed •••• "
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The use of the phrase "intellectually attracted" was already
foreboding.

Bureaucratic opposition
Sir Keith's letter was accompanied by a long note from his
administrators inviting its readers to come up with solutions
to the many difficulties anticipated. In the note bureaucrats
explained, "it is for the proponents of education vouchers ••• to
describe how it would operate, how the practical difficulties
would be tackled and what changes in the present arrangements would be involved." It was as if the administrators
were the employers of the public and were insisting that the
latter do their job of creative legislative reform.
The bureaucrats' note was worded in a way that clearly
demonstrated that they were hostile in advance to anything
that would change their existing system. This attitude was
conveyed especially in their last two questions: "Would a
voucher system be compatible with individual local education
authorities' (LEA) management of the education service in its
area? How would it fit in relation to the LEA's responsibilities to determine general policies in response to demographic
change in respect of the pattern of schooling ... ?"
The presumption of these questions was that any negative answer would disqualify the voucher system
immediately. But of course a voucher system would not be
compatible with the existing management of the education
service by local education authorities.
Under a voucher
system the management would fall increasingly into the
hands of the consumers, a shift of power that would be
intolerable to the existing producer-dominated establishment.

Ministerial capture
Up to this point, many would have classified Sir Keith Joseph
as an ideological entrepreneur, to use Karen Vaughn's phrase
once more. If this description is still accurate, one can only
say that he appears to have been captured by his own
b ureaucr acy.
In the meantime, the question of whether Margaret
Thatcher has any greater vision and influence in these
matters, remains in some doubt. Responding to a question on
vouchers in a newspaper interview in the sum mer of last
year, she simply observed: "This is a direction we will go
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legislatively in the coming years.... I would like to do an
experiment in education vouchers."l0 After all these years
of debate this is not very encouraging. The record to date in
America for instance demonstrates that experiments are
ultimately manipulated by the bureaucracy to its o,wn ends.
2. The United States tax credit experiment
Whether Ronald Reagan is better described as an ideological
entrepreneur in education is also not so clear. During the
1980 campaign he focused on the appropriateness of federal
aid to education and acted thereafter to reduce the federal
expenditures on it. There has also been some success in
combining several of the major programs into block grants
with one grant going to the states and another going to local
distr icts. Reagan has also proposed tax credits for parents
who send their children to private schools. Meanwhile he
continues to propose the abolition of the Cabinet-level
Department of Education which was created in President
Carter's administration.
Modest achievements
Despite all the proposals, the actual achievements to date
have been modest. The federal funding for major elementary
and secondary education programs has been reduced by only
13 per cent, the Department of Education has not been
abolished, and the program for tax credits has still to be
attempted. Meanwhile the democratic gains in the November
elections have given new hope to the education establishments. In any case, it is not clear how much influence a
President can have in the United States, where educational
issues are the responsibility of states and not of Washington.
Modest goals
With respect to Reagan's education tax credit, the proposal
appears to be very modest. The ceilings on the credit would
rise from a mere $100 in 1983 to only $500 in 1985.
Surprisingly the credit is not refundable; that is if a family
owes no income taxes, it will not be qualified to receive
funds. This is in contrast with the proposal by Senators
Packwood and Moynihan whose refundable tax credit would
reach the poorest families. A comparision of the two tax
credit schemes is provided in Table II.
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CURRENT PROPOSALS FOR EDUCATION TAX CREDITS AT THE U.S. FEDERAL LEVEL

Date

Proposal announced on April 15th, 1982

1982

Sponsor(s)

Senators Packwood and
Moynihan

President Reagan

Value of Tax Credit

Limited to 50% of the private
school's tuition charge and
$500 maximum.

Limited to 50% of tuition paid, with
ceilings rising from $100 in 1983 to
$500 in 1985.

Eligibility

The tax credit is refundable,
which means that a frunily would
recei ve a cash refund to the
extent that it owed no income
taxes to which the credit could
be applied. The credit extends
to college users.

The credit would be available for famili es
with incomes up to $50,000. A partial
credi t would be available for frunilien
with incomes up to $75,000. The credit
would ~ be refundable. It does not
extend to college users.

Institutions Involved

All private education establishments, including parochial
schools.

All private (including parochial)
schools.
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Tax exemption, vouchers and the role of judiciary
One of the most important potential barriers to the liberalization of education in the United States has been the
judiciary. The Supreme Court's reasoning in the famous
Nyquist Case in 1973 was that vouchers as well as tax
exemptions for schooling constituted "state aid." And under
the First Amendment the state is not allowed to provide aid
to parochial schools in any significant way.
It is true that the Nyquist Case concerned a situation
where one state government was deliberately attempting to
enable particular parochial schools to survive. Others would
accordingly argue that a universal voucher scheme for all
parents, whether in public schools or private, would have no
primary effect on aiding religion.
It should be remembered, however, that there are two
clauses in the First Amendment, one forbidding the establishment of religion and the second forbidding Congress to do
anything that would prohibit religion. In deciding whether to
send his child to a church school at a positive price, the
parent has to realize that if he does so he has to forgo the
opportunity of a free schooling in the public system. In
economics the "forgoing of opportunity" is the very essence
of cost. But since the situation confronts the denominational
parent with such a cost, the effect is to prohibit religion, at
least in degree, and this is unconstitutional.
It may have been considerations of this kind which have
motivated the Supreme Court recently to rule in favour of a
Minnesota law which gives parents a tax deduction for their
children's school expenses. The deduction of $500 for elementary and $700 for high school attendees applies to public
and private schools alike--but public schools have no tuition
fees at this time.
In his judgement, Justice William
Rehnquist specifically rejected the notion that tax deductability implied unconstitutional support to religion. This July,
1983 judgement paves the constitutional way for other states
to follow Minnesota's lead. Provided of course there is that
will.
More bureaucratic hurdles--the Washington, D.C. case
Another practical difficulty facing proposers of tax credits or
vouchers is the need to investigate the financial conCopyright the Fraser Institute
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sequences and to present them in a way that is understandable to the public. Much of the failure of the local tax credit
plan attempted in the District of Columbia in 1981 was
attributable to public confusion over the financial outcome.
As an example, consider the statement by Caroline Smith,
the director of the D.C. Department of Finance and Revenue.
She argued that the total potential drain from the city
treasury would have been $152 million. Closer investigation
shows that this top estimate was based on the assumption
that all public students switched into the private sector and
took advantage of the full tax credit of $1200 each.
Misleading information
The misleading information of Smith's argument was that,
although it is true that the potential loss to the city treasury
would have been in the region she estimated, the need for
government expenditures in education would have been
entirely removed if that same potential had been reached.
Since there is presumably no point in financing a public
system of entirely empty schools, the complete closing down
of the system would have resulted in an enormous public
saving. I have estimated, indeed, that there would have been
a net gain to the federal and D.C. governments combined of
just over $160 million, just the opposite conclusion to that of
the director of the D.C. Department of Finance and Revenue.
The public, it seems, were not sufficiently reminded of
the fact that when a student leaves the D.C. public system he
or she would have saved the authorities in 1981 an annual
expenditure of about $4000. At the cost of a tax credit of
$1200 this would have been a Clear gain of $2800. (Certainly
the incumbent private school population would have received
a windfall gain; but this could well hav.e been offset by the
numbers who were predicted to switch from public to
private.) The purpose of the opponents in concentrating
entirely on the loss of revenue and in ignoring the fact that
there would have been a reduction in expenditure obligation,
was to present the issue in terms of an all-or-nothing assault
on the public system.
Surprising public opposition
The curious thing is that the Washington, D.C. area was
crying out for the kind of improvements that the tax credit
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promised. In 1980 the quality of local public schooling in the
Washington area was lower than average. It had a student
absentee rate, for instance, of 16.2 per cent which was more
than double the national rate. About one-half of Washington's 21,000 first through third graders failed to master
enough basic reading or math skills to be promoted to the
second half of the curriculum. D.C. ranks 13 among the 60
largest local public school systems in American and 38 per
cent of the school district's education budget is allocated for
administration. With such a large and bureaucratized system
one would have expected a big potential for parental alienation and general discontent.
Despite all these inefficiencies, however, the D.C.
public system managed to encourage steadfast loyalty under
the threat of the introduction of the tax credit.
A united front against tax credits
The educational tax credit advocates faced unusually adverse
circumstances. First, the local press was united in its
opposition. The Washington Post for example, ran a series of
highly critical articles and editorials in the weeks leading up
to the ballot. The regional media, of course, reflected the
liberal flavour of the intellectual leadership of the area. And
since liberals associate tuition tax credits with Reaganite
economics, their reaction was almost predictable.
What was not quite so foreseeable was the strength of
the organization of the opposition. It was to be expected
that the American Federation of Teachers would, as before,
come out against any tax credit proposal. But in its support
this time it had behind it 31 local educational, religious,
labour, and civil rights groups and 43 national organizations.
One of the chief arguments of this coalition, and one
that apparently was used with significant effect, was that the
tax credit scheme was being organized by outsiders who had
come to Washington ~o destroy its public 'school system. It is
true that the D.C. Committee for Improved Education, the
organization that pioneered the tax credit scheme, was a
local offshoot of the National Taxpayers' Union. It is true,
too, that these supporters contributed $114,000 for the
referendum campaign.
At the same time, however, the
opposing coalition received even more help from outside the
area. Of these the nationally-based AFT and the AFL-CIO,
for instance, planned to spend $200,000 in fighting the tax
credit measure.
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Meanwhile the Reverend Ernest Gibson, Chairman of
the D.C. Coalition Against Tuition Tax Credits, announced a
planned expenditure by his group of $50,000 in a two-and-ahalf week campaign that would include advertising, phone
banks, and a mass rally.
Public servants oppose tax credits through political process
One of the most disturbing features of the whole episode was
the unabashed participation in the political process by the
government departments, departments that are supposed to
be the servants of the political process and not activists in it.
Even more serious is the way in which the same departments
used public funds in their organized opposition. D.C. Mayor
Marion Barry announced openly that the top administrators
had been instructed to have their supervisors pass out information sheets prepared by tax credit opponents and urged their
employees "to come out to vote 'no'." "We make no bones
about it, we will mobilize the D.C. government and do all we
can to defeat this ill-conceived proposal."ll
As another instance of this same trend, school superintendent Floretta D. McKenzie, publically urged defeat of the
tax credit proposal because, in her opinion, it amounted to "a
vote of confidence" in herself and in public school children.
One of her subsequent actions was to put out a slanted "fact
sheet" describing the tax credit scheme from the official
viewpoint. It is reported that these sheets were given to
public school pupils to take home to their parents. The fact
that this avenue was open to the opponents but closed to the
tax credit supporters was surely a serious handicap to the
latter.
Public servants influence public policy
Any objective supporter of the principles of democracy will
surely express grave concern about the practices just
described.
A situation wherein the supply interests of
employees in a government-run service can obtain disproportionate political power is surely fraught with serious consequences. The developments are, in a sense, a redistricting
that gives the majority of government workers an unfair
influence in public policy matters. Not that these developments were absent even before the D.C. tax credit event.
The scope of bargaining in teacher negotiation, for instance,
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had been expanding steadily over the previous period. Class
size, student discipline, and curricula reform are three subjects with major policy implications that had already found
their way into the teacher bargaining process.l 2
C. Education -- a first degree monopoly
All these observations are disturbing since they present a
picture of an over-powerful, large, unimaginative, and grossly
inefficient educational system.
In economic terms the
problem can be diagnosed as one of entrenched monopoly.
James Buchanan and Gordon Tullock have asked the crucial
question "Why do we not also observe more efforts on the
part of consumer-organized 'cooperatives' to control a monopoly firm through ordinary market purchase or acquisition?"
In eduction, this avenue appears, however, to be closed. The
reason is that the education monopoly is one of first degree;
that is, it is one in which the citizen has little consumer
surplus left with which to bargain.

III. SUMMARY AND CONCLUSIONS
One Ray of Hope - Individual Choice for Private Schooling
To many liberals there will seem only one ray of hope left, at
least in non-totalitarian societies. This is the hope that more
and more families will migrate to a fully private system
despite the costs involved.
A dramatic example of this
occurred in Alberta, Canada in 1977 when leaders of the
Mennonite sect announced that 300 children would be withdrawn from public schools in four areas, so tripling the
number already attending their own private religious schools
in three districts. One of the main motives was what the
leaders described as the deterioration of secular public
education. Resistance against the Mennonites was predictably conducted by the public school organizations and the
Alberta Teachers Associations. For one public school district, the loss of 120 out of 305 local pupils meant a sudden,
sharp decline in provincial grants and the teachers association faced the loss of six teaching jobs. This action amounted
to nearly '+0 per cent local parental desertion of the public
schools. If ever this proportion was to become widespread, it
could automatically cut tax obligations significantly and
strengthen the trend.
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A Growth Phenomenon

It is interesting that over the last few years, in a period of
generally declining enrollment, private schooling in the
United States has been doing relatively better than the public
schools. Between 1970 to 1980, for instance, public school K12 enrollments decreased by 10.7 per cent compared with a
4.9 per cent decrease in private enrollments. Between 1981
and 1990 it is predicted that private enrollments will increase
by 8 per cent compared with an expected 2.7 per cent
increase in public school enrollments. 13
The reported figures, however, probably cover only
established, accredited schools. Families who choose unaccredited schools probably do not want state approval nor do
they want to be counted by the census bureau. It is a matter
of faith with some schools to reject state authority and to
refuse information on themselves.
Bruce Cooper and Donald McLaughlin have used techniques specially designed to locate the more obscure schools
in a sample of 22 countries. They have estimated that there
are 15,000 non-Catholic private schools in the United States,
serving two million children. They also estimate that enrollments in these schools are increasing at a rate of 100,000
per year.l 4 This is in striking contrast to the steady decline
in enrollments in public schools.
The private system, of course, has done better in some
geogr ph'ca regions than in others. We can thus focus on the
private/public enrollment differential across states and to
look for explanatory differences in a systematic way. At the
moment I am undertaking some multivariate analyses to test
a series of hypotheses concerning the differential success
rates. Preliminary results support the fairly obvious prediction that private school populations are higher in regions with
larger numbers of Catholics and in regions where the public
system has the highest pupil/teacher ratios. My findings also
suggest, however, th¥\F families are transferring to private
schools in large metropolitan areas where problems of crime
and discipline in schools are notoriously concentrated. More
interesting still is that I am finding that private schools do
better in areas where the incidence of union-induced work
stoppages in public schools are highest.
Many liberals will perceive this trend as the most
promising because, if we have to rely on vouchers to stimulate the private sector of education, there is always the
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danger of increased bureaucratic regulation so that ultimately private education will lose its central character. The
Dutch system, as we have seen is one indication of such
danger.
Difficult to Predict the Outcome
No very clear cut results one way or the other are predictable in the near future. We can always expect indeed that
the public system, if threatened enough, will improve its
quality, at least marginally. Even the parental alienation and
desertion from public schools that we have been witnessing
recently in America, may have had some such stimulus. Over
30 states have recently adopted minimum competency tests
for public school student performance and many local jurisdictions have done the same.l 5 There is a new emphasis on
basic skills in many schools and grade promotions are increasingly based on performance rather than age or attendance.
M~anwhile certification procedures have been strengthened
in' many states (despite the protests of teacher unions) to
ensure that teachers meet minimal educational levels.
Finally, there is the evidence of a recent small upturn in
scholastic aptitude test (SAT) scores.

In the End, It Depends on the Parents
So we end where we began on the question of whether one
should wait for a virtuous government or rely instead upon
the natural judgements of ("liberal") individuals. More and
more parents are becoming impatient with government
promises, however "liberal" the government professes to be.
In this they would seem to be echoing the sentiment of Adam
Smith's nineteenth century disciple, Sir Robert Lowe, who
told the 1868 Schools Enquiry Commission in Britain:
"I myself see nothing for it but to make the
parents of the children the ministers of education,
and to do everything you can to give them the
best information as to what is a good education,
and where their children can be well taught, and
to leave it to work itself out."
And in the same year he wrote:

Copyright the Fraser Institute
www.fraserinstitute.org

40

"Parents have one great superiority over the
Government or the administrators of (school)
endowments.
Their faults are mainly the
corrigible faults of ignorance, not of apathy and
prejudice.
They have and feel the greatest
interest in doing that which is for the real benefit
of their children. They are the representatives of
the present, the living ~nd acting energy of a
nation, which has ever owed. its sure and onward
progress rather to individual efforts than to public
control and direction. They have the wish to
arrive at a true conclusion, the data are before
them, they must be the judges in the last resort,
why should we shrink from making them judges at
once?"
Here indeed was an ideological entrepreneur in politics.
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I. INTRODUCTION
In recent years the conservative world view provided widely
accepted interpretations of what went wrong with the social
and economic engineering experiments of the 1960s and
1970s. In Britain and the United States these conservative
ideas were translated into political platforms and led to the
election of governments determined to reverse the trend
towards ever-increasing engineering of society. The German
government of Helmut Kohl has been elected on a similar
platform.
It may be fair to say that after several years in power,
the success of the conservative governments in Britain and
the United States in reversing the trend has been less than
most of their supporters had hoped for. In the following I
present a diagnosis of the causes of this state of affairs and
attempt to develop some ideas on how it might be remedied.
I approach the task by considering three sets of powers in
society which represent the main obstacles to a broader
adoption of conservative policies -- the intellectuals, the
bureaucracy, and vested interest groups.
II. THE INTELLECTUALS
Economic and Social Security - A Right?
Last year I attended a colloquium sponsored by the Liberty
Fund, Inc. which brought together a number of academic
political scientists, sociologists, lawyers, and economists to
discuss the importance of individual and collective responsibility in society. The overwhelming majority of the noneconomists at the beginning of the discussion expressed the
firm conviction that the state had the responsibility to
provide, and individuals had the right to receive, social and
economic security through collective programs such as public
pension plans, health and unemployment insurance and many
others. During the two days of discussion I was reasonably
successful in persuading these intellectuals of the need to
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consider the cost of such collective actions, not just the good
they were expected to do. I also introduced some evidence
on the actual costs of these programs, the size of which
surprised most of them. The reaction of the most senior and
distinguished lawyer was typical when he said, "You economists always make me uncomfortable, but I can't believe your
estimates of costs." At the end of the colloquium I asked for
a vote on the issue of rights. The non-economist intellectuals
may have been made uncomfortable by evidence on costs and
benefits. But they voted overwhelmingly in favour of the
idea that the world is a better one with the government
supplying everyone with economic and social security as a
matter of right. They rejected vehemently the conservative
view that the primary responsibility for economic and social
security lies with the individuals and family and that the
state should provide only a minimum safety net, and this out
of a sense of collective charity.
Intellectuals - A Barrier to Conservative Policies
I believe that the attitudes encountered in this colloquium
are typical of those held by the majority of intellectuals in
Canada and most Western countries. These intellectuals
represent probably the most basic and powerful barrier to the
success of the conservative policies. In the short run they
keep up the barrage of criticism in the media, using episodes
of suffering to drive home the need for collective action.
They thus directly influence public opinion and the environment within which the next election takes place. In the
intermediate and longer run they influence the world view of
those students who a few short years later are the dominant
generation of publicists, politicians, teachers, and ultimately
the voters who elect leftist governments.
Remedies?
There are no ready remedies to this state of affairs. The
problem is an ancient one. In a free society, the only feasible
policies are the provision of information and analysis which
show the superiority of traditional over modern liberalism.
The power of intellectuals
I am always astounded by the economic illiteracy and absence
of historical perspective in the views of many highly trained
Copyright the Fraser Institute
www.fraserinstitute.org

47
individuals and intellectuals. Just a short time ago in a
university committee meeting a distinguished natural scientist declared that "we must save every life that technology
allows us to save." A little cost-benefit analysis, reminders
of the law of large numbers, and presentation of actual cost
data must have a beneficial effect on some people at the
margin. Perhaps having been made uncomfortable at the
Liberty colloquium, one or a couple of the intellectuals, will
have started a search for new evidence and a slow remaking
of their world view. The research and publication programs
of conservative institutes such as the Fraser Institute in
Canada, the Institute of Economic Affairs in England, the
American Enterprise Institute in the U.S.A. and many others
increase public awareness of the analytical, factual, and
historical contents of the conservative world view.
Changing the consensus - a difficult process
The process of producing and disseminating knowledge is, of
course, a slow and often frustrating process. It may be
condemned to failure in the long run. I taught an upper level
economics undergraduate course last semester. Of the 53
students enrolled, none were Caucasian Canadian women. I
believe they have all chosen to attend the courses taught by
my colleagues in the Department of English, where Marxian
interpretation of literature is the rage, and in Departments
of Political Science and Sociology, which fill many feet of
shelves in the book store with leftist books for required
reading. It will always be true that the young driven by
powerful hormones get greater and easier satisfaction from
learning about the injustices of the world than they do from
studying cost-benefit analysis and the existence of infinite
wants in a world of finite resources.
But in spite of these obstacles and frustrations, I
believe that there is no alternative to the process of producing and disseminating knowledge in rational support of the
conservative viewpoint in order to win over the intellectuals
and through them the media and the minds of the young.
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III. THE BUREAUCRATS
Creating a Bureaucratic Nightmare
Last year during a visit to Vancouver, Alan Walters told us
that in many municipalities in England bureaucrats closed all
the public toilets in downtown areas, claiming that this step
was necessary as a result of fiscal restraint by the Thatcher
government. The director of economic development for the
City of Vancouver recently related his experience with an
effort to simplify the existing building code. After many
weeks of battle with different City Hall departments, the
draft of the new code was lengthier and more complicated
than the old one.
These stbries exemplify the ways in which bureaucratic
organizations can mobilize public opinion and frustrate the
enactment of policies designed in the light of conservative
principles. Again we have an old story. There has rarely
been a government, elected or re-elected, that has not
complained about the obstacles the bureaucracy had placed in
the path of realizing its ideological dreams or election
promises.
As in the longer run perspective of history,
perhaps some of this restraining effect of the bureaucracy is
desirable. In the past it has served to prevent excessive
socialist poliCies, just as it now reduces the effectiveness of
many conservative reforms.
The Theory of Bureaucracy
But the theory of bureaucracy developed in recent years
suggests that the motives determining bureaucratic actions
tend to have a bias towards greater restraint of conservative
than socialist policies. We know that government employees'
incomes and status is raised by the size of their departments'
budgets and staff. At the margin they therefore tend to
interpret laws and process political initiatives in ways which
fa vour government involvement and the size of their departments. Private and bureaucratic initiatives and risk-taking in
dealing with new problems and technology are discouraged
since normally the benefits are diffuse and do not accrue to
the bureaucrats. Failure, on the other hand, tends to result
in direct and often important costs to them. Therefore, over
the longer run we should expect to see the operation of a
ratchet effect. Governments with collective solutions find
the bureaucracy cooperating more readily in the expansion of
public services, regulation
control
and resisting relatively
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Remedies?
Bureaucratic reform
Attempts to reform the bureaucracy fundamentally appear
not to have had much success in the past. Streamlining
channels of responsibility and focusing it more on politically
appointed executives can have some beneficial effects, but
modern government programs are so complex and wideranging that myriad of decisions involving discretion must
always be made on lower levels. In addition, effective policy
implementation can be changed by operating on many difficult to control margins, such as delay in action, the hiding or
generation of information, and the deliberate complication of
approval and operating procedures.
Decentralization - a trial balloon
Decentralization of bureaucratic power from the federal to
the state level, as is envisioned by Reagan's initiative,
promises to reduce some of the disadvantages of centralized
bureaucratic administration. But there is room for scepticism about the extent to which it can be carried out within
one or even two conservative administrations, given the
opposition of Congress and the bureaucracy itself.
Fiscal starvation
A third remedy to bureaucratic restraints is to starve fiscally
government departments responsible for the administration
of programs and regulations.
This approach is severely
limited by public service employment contracts and union
rules. It takes lengthy tenure of conservative governments to
achieve large reductions in manpower through attrition.
Privatization and deregulation -- the solutions?
The final and perhaps more promlSlng approach to dealing
with bureaucratic obstructionism involves privatization and
complete deregulation. These steps can be achieved by
legislation fiat and do not depend for their implementation on
the bureaucracy.
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(i) deregulation -- success very mixed
In Britain and the United States the success of deregulation
has been very mixed.
It is not clear whether the U.S.
deregulation of the airlines was successful primarily because
of the strong determination of Alfred Kahn or whether
interest groups had been caught unaware. It is certainly true
that by now interest groups that are hurt by deregulation
have had ample opportunity to recognize the likely damage
and to organize opposition. I return to the role of interest
groups below.
(ii) privatization -- success limited
In the case of privatization success has also been limited. In
British Columbia the government has engaged in a noble and
widely-heralded attempt to return to the private sector
industry which had been acquired by the preceding socialist
government. Because of another ratchet effect that seems
to characterize the conservative-interventionist cycle, the
conservative government considered it too damaging for its
re-election chances simply to sell off or liqUidate the companies it had inherited. Instead, it gave away corporate shares
to all B.C. residents, thus placing ownership back into private
hands.
Privatization through the outright sales of ownership
remains highly attractive in principle for many types of
government activities. Primary candidates for this action
are Crown corporations in Canada and nationalized industries
in the United Kingdom, which produce goods and services
that traditionally have been in the private sector, such as
steel, shipbuilding, forestry products and insurance.
But
privatization also promises to reduce the power of bureaucrats in the case of industries that have traditionally been in
the public sector, such as the post office, railroad, and
weather services. Recent experiences suggest to me that
conservative governments should move promptly after elections in passing legislation for privatization before interest
groups in fear of losing subsidies, will have had a chance to
mobilize fully.
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IV. INTEREST GROUPS
Developing an Achilles Heel
In recent decades, special interest legislation has developed
as perhaps the Achilles heel of democratic societies. Modern
communication and travel technology and the very complexity of economic and social interdependencies have made it
increasingly more profitable for special interest groups to
sell their political loyalties in return for concentrated, legislated benefits. Politicians can generate these benefits without loss of popular support since the costs are diffuse and
small for everyone affected. These same interest groups, of
course, have been among the most effective obstacles to the
realization of conservative political platforms, which had
envisaged in principle curtailing these interest groups' income
and power for the benefit of society as a whole.
Eligibility - No Longer Important
One of the most important areas of government intervention
where special interest groups have prevented success of
conservative retrenchment efforts are what some people call
entitlement programs but what -erhaps might more accurately be named social insurance programs. These government
spending programs consist of programs providing for the
retired, the sick, the unemployed, the handicapped, students,
single mothers, Indians, and many other groups. As long as
someone meets certain, allegedly completely objective criteria of eligibility, support payments are forthcoming. In the
case of some programs the payments of "insurance" premia
originally constituted an eligibility criterion, but it seems
that in most cases this criterion has become of little practical importance and the premia collected are merely a politically convenient form of taxation.
The social insurance programs have an ethically appealing rationale. Being needy for whatever reason is a condition
no-one seeks voluntarily and everyone has a non-zero probability of becoming afflicted at some point during life by some
calamity beyond one's control. Just as in the case of fire and
accidents, the welfare of all is raised by the sharing of risks
through membership in insurance pools.
In the case of
publicly insured risks, universal membership is perceived to
yield administrative efficiencies which permit the activity to
be socially profitable even when private and voluntary
schemes are not.
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Interest Groups -- A Powerful Lobby
However, social insurance programs also have all of the
earmarks of special interest group legislation. The benefits
of pensioners, the sick, and unemployed are very concentrated while the premium costs are low and dispersed across all
taxpayers. Only recently has the U.S. public pension scheme
begun to give rise to premia at a level that encounters public
resistance. In Canada the equivalent scheme had not been
designed legislatively to be fully funded, largely on the basis
of flimsy arguments about the equivalence of pay-as-you-go
schemes. Because of this characteristic Canadian politicians
have been able to buy votes with generous benefits while they
faced no need for corresponding provisions to pay for them.
As a result, the present value of unfunded liabilities at the
end of 1982 was $190 billion, which is about 50 per cent more
than the conventional federal debt. We have here an almost
pure case of benefits and costs accruing in the pattern
conducive to interest group power.
Benefits are highly
concentrated. The costs are pushed off on non-voting or as
yet unborn generations. These conditions must be the closest
thing to politicians' paradise.
The Cost of Social Insurance Programs
It is well known that the cost of social insurance programs
has risen much faster than had been anticipated by most
observers at the design stage. In Canada, they have risen
from 4.5 per cent of GNP in 1965 to over 10 per cent of GNP
in 1977. The financial problems of the U.S. Social Security
system and the explosion of the foodstamp program are well
known. Unemployment insurance programs in most countries
where finances are separate from the general budget have
costs outrunning income. These programs face either bankruptcy or sharp increases in contributions.

The concept of moral hazard
I have analyzed the causes of this growth in the cost of social
insurance in Canada and have found that after adjustment for
population growth, demographic characteristics, real economic growth and inflation there is a large residual which I
attribute to moral hazard. This phenomenon afflicts all
insurance schemes because they lower the cost of falling
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victim to the insured hazard.
As a result, changes in
behaviour at many margins are rationally influenced and lead
to increases in the number· of victims qualifying for the
benefits. In other words, the insurance programs tend to
generate their own demand.
Moral hazard is especially strong in the case of social
insurance programs because, unlike in the case of private
insurance, moral hazard controls are deliberately absent or
they are administered by bureaucrats whose incentive structure encourages laxity in the application of the standards.
Thus, coinsurance and risk-classes, which reduce incentives
to fall victim to hazards, are deliberately absent from most
public insurance schemes because they are considered to be
inequitable. They are alleged to put burdens on those least
able to bear them because the unemployed, sick and pensioners already suffer from low incomes and it seems unfair to
make them pay such moral hazard control fees.
In cases where eligibility rules are used to protect
against moral hazard, as in the case of unemployment insurance, criteria cannot be applied in a manner that is entirely
objective. Administrators of the schemes forced to use
subjective evaluations face the wrath of the media and
politicians for the excessively tight application of criteria
but pratically no costs for being lenient.
Chan.&ing societal norms

...

On~'

-

very important cause of the rapid growth of moral
hazard has been the development of the rights mentality
mentioned above in connection with the role of intellectuals.
Having paid premiums and observing others using the system
also, there has been a, perhaps, corresponding change in
societal norms. Potential beneficiaries, since the inception
of the programs have eroded continuously the original standards of behaviour and eligibility norms. The rights attitude
also has afflicted administrators and undoubtedly influences
their decisions in situations where they are called upon to
make subjective judgements.
Remedies?
Social insurance - an entrenched right?
The preceding analysis of the nature and cause of the growth
in social insurance spending in recent years provides a needed
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background for the discussion of problems encountered by
conservative governments' attempts to curtail the level and
growth of social insurance expenditures. It is clear from the
preceding that through the success of the basic concept of
social risk-sharing and allegedly actuarially sound contributions most people in Western countries have embraced the
idea that benefits are due to them as a matter of right. Of
equal importance is the fact that people have therefore
arranged their affairs in full anticipation of receiving these
benefits. Wealth accumulation for the financing of retirement, unemployment and sickness, for example, has changed
such that there would be serious hardships if benefits were
reduced sharply and eligibility rules altered. These facts
explain why interest groups representing social insurance
beneficiaries can make very credible threats of political
punishment to governments that plan to curtail the benefits.
Conservative governments face an uphill task
Under these threats neither the Reagan nor Thatcher governments have been willing to fight for major reductions in
social insurance expenditures. This has led to the well-known
problem that since, together with defense expenditures, they
amount to perhaps as much as 80 per cent of total government spending, even a 10 per cent reduction in overall
spending requires cutting remaining spending by one half.
The 10 per cent of remaining cutable spending goes for the
provision of police and judicial services, diplomacy and a
wide range of genuinely public goods, which most conservatives would agree the private sector would not supply at all
or only in inadequate amounts.
Changing Eligibility and Rule Enforcement -- A Solution to
Reducing Expenditures?
One approach for the curtailment of social insurance expenditures suggested by the preceding review involves more
rigorous enforcement of existing eligibility rules. Undoubtedly, this approach is politically more acceptable than is the
outright curtailment of benefit levels and general eligibility.
George Gilder in Wealth and Poverty noted that Reagan's
platform in his first campaign for Governor of California was
a program of tightening eligibility rules and thus reducing the
number of "welfare bums and hippies" living on welfare and
unemployment benefits. Upon election he initiated such a
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program which met with great success - at the beginning.
Eventually, however, the success disappeared and after a few
years California social insurance expenditures were greater
than ever.
Eligibility rules -- a political issue
This outcome of tightening eligibility rules in California is
typical of many similar experiments elsewhere and at other
times. The front-line administrators of these programs vary
their handling of subjective evaluations according to the
expected distribution of penalties. Political directives to
tighten up and reduce costs causes them temporarily to err
on the side of being too harsh. During such periods, often
right after elections, the media and politicians readily back
the new regime and consequences of excessive harshness are
disregarded or played down. However, it seems that inevitably such campaigns lose steam, especially if dramatic reductions in costs are achieved.
Thereafter, the normal
bureaucratic and political reward structure regains prominence. It begins to be rational again to err on the side of
generosity in the determination of eligibility to avoid the
wrath of the press and of politicians. The latter especially
find that the sure loss of votes by disgruntled potential
recipients at the district level is more important than is the
distant and loosely connected wrath of voters unhappy about
too much money going to "welfare bums and hippies."
For these reasons conservative governments cannot
expect to be able to reduce significantly the level and growth
of social insurance expenditures by stricter administration of
eligibility rules. The introduction of rules limiting eligibility
by the exclusion of broad categories of people and situations
encounters the same concentrated ahd powerful interest
group opposition as does the proposed curtailment of benefit
levels.
Creating New Interest Groups
Unfortunately, I see no easy solution to the problems which
the existence of powerful interest groups benefitting from
social insurance programs creates for conservative governments. There are some margins of adjustment that may be
slightly easier than others.
For example, there can be
reduced indexing of benefits to inflation. Or indexing may be
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switched to real economic growth variables such as private
sector wages. Small and gradual changes in the maximum
age and the percentage of full benefits payable to pensioners
might be acceptable to interest groups. Coinsurance is a
principle that can be made to appeal to a large proportion of
people once they understand its merits for themselves.
In general, the greatest hope for success lies in institutional arrangements which are capable of generating political
alliances and pressures in favour of new interest groups
fighting for rationalization. For example, in retrospect the
legal requirement that makes the U.S. Social Security svstem
self-financing contains the seeds of rational containment of
the spending instincts of politicians. Threatened bankruptcy
of the system has forced politicians into an alliance in
defence of measures that both reduce expenditures and raise
contributions. In the presence of such an alliance, interest
groups have been unable to find politicians willing to oppose
these measures without which the system would face a total
breakdown.
Self-financing social insurance programs -- a plan for the
future
From this point of view the Democratic plan to rescue Social
Security by the infusion of general tax revenue threatens to
destroy this mechanism and resistance to these plans should
be a major platform of conservative politicians. For the
same reason, conservative politicians in Canada should make
it one of their top priorities to obtain legislation which makes
the Canada Pension Plan self-financing. Such an intermediate move towards rationality may be able to generate a
viable political coalition more readily than do direct attacks
on benefit levels and eligibility.
For the same reasons society is well served by public
unemployment support systems which are self-financing.
Excessive costs lead to higher premiums which create selfinterest groups in favour of cost-curtailing moral hazard
control policies. The problem here is that costs may well be,
for some time to come, below a threshold of sensitivity
needed to encourage the growth of interest groups. By
analogy, health scheme expenditures are more likely to be
brought under control if there is an explicit link with taxes.
In the United States a special problem has arisen from the
provision which makes insurance premiums equivalent to
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expenses for corporation tax purposes and treats them as
non-taxable income for individuals. This system has created
incentives for employers and employees to shift compensation from outright pay into insurance schemes. As a result
the U.S. Treasury is subsidizing, at the rate of 50 per cent,
health insurance schemes and has prevented the development
of payers interest groups in favour of limiting costs.
Apparently, a political alliance has made it possible to reduce
this subsidy component of health care schemes by making
some corporate contributions taxable. This event may be
taken as evidence that indirect attacks on interest group
benefits have a more realistic chance of success than do
attempts to reduce them directly.
Neutralizing interest groups - the key to success
I am quite confident that people skilled in political state
craft and experts in the operation of social insurance
schemes can find other methods for blunting the power of
existing interest groups in addition to generating countervailing interest group forces. Needed first is a recognition of the
social costs and disincentive effects of existing programs, as
it is expressed in the political platforms of conservative
governments in several Western countries. But as my analysis suggests, the recognition of the existence of the nature
and source of power of interest groups opposing conservative
measures is needed to design tactical approaches to reform
legislation. In spite of this approach, success should not be
expected to come easily or quickly.

v.

SUMMARY AND CONCLUSIONS

Obstacles to Conservative Reform
In this brief analysis I have attempted to indentify the power
coalitions which oppose the adoption and execution of conservative reforms of the economic and social engineering
policies that left-wing governments had initiated in the postwar years. Intellectuals in universities, the media, bureaucracies, and unions may well be the most formidable obstacles because of their ability to mobilize public opinion and
influence attitudes towards policies at stake in following
elections. Only by the continued production of solid scientiCopyright the Fraser Institute
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fic and historic knowledge in support of the conservative
viewpoint will it be possible to influence some of these
intellectuals to lend their support to conservative policies.
Bureaucrats are a second power group in society that
opposes conservative reforms, predominantly because these
reforms tend to decrease their power and income base.
Privatization and the dissolution or consolidation of entire
ministries and functions are the most promising methods for
reducing the blocking strength of this group.
Special interest groups benefitting from regulation and
social insurance programs are the third major source of
opposition to conservative reforms. A rights mentality has
developed among recipients of most social insurance benefits
and curtailments of programs would have the consequence of
bringing hardships to many who had arranged their personal
and financial affairs in the anticipation of receiving these
benefits. These characteristics explain why interest groups
in opposition to changes are very powerful politically.
Chances of reducing expenditures through tightening of
eligibility requirements are not great because of the basic
incentive structure which encourages administrators and
politicians to favour lenience in judgements involving the
subjective assessment of conditions.
The best hope for
reform arises from chane:es that affect systems indirectly
and force politicians into treating benefits and taxes as a
simultaneous package, as does the self-financing requirements of the U.S. Social Security scheme. Through the taxes
earmarked for specific programs, it may be possible to
generate new interest groups in favour of reform, which
countervail, at least to some extent, those opposing it.
Success in these endeavours is likely to be slow and difficult,
but acknowledging the existence and understanding the
nature of the opposition is an important step towards overcoming it. Performing, curtailing or eliminating the economic and social engineering programs of the post-war years
must remain as one of the priority aims of conservative
governments in power.
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I.

A BRIEF REVIEW OF. CHILE'S EXPERIENCE WITH
CONTROLS

A.

The Measures

Interventionist Stance Firmly Entrenched
Chile possesses a long and rich history in the use of controls
on economic activity. As a matter of fact, controls on
foreign trade go back to the early eighteen hundreds. Such
practices were strengthened ideologically and practically by
governments that followed the 1930s Depression and the
advent in 1938 of the "Popular Front" (a coalition of leftist
political parties). Following the "Popular Front," a variety of
political changes took place. We had governments to the left
of centre, to the right of centre, a Christian-democrat
government with leftist tendencies, and other types of
governments which covered a wide ideological spectrum.
However, none of them ever departed from the basic idea of
an interventionist state.
Intervention Becomes aWay of Life
The 1930-70 period witnessed the continual expansion of
state intervention that is inherent in the dynamics of these
types of policies: once one control is established, it induces
the propagation of new ones.
In Chile, this process
culminated with the Marxist Regime, in power from 1971 to
1973, for which the legislation that had already been
instituted by prior governments was sufficient to permit the
country to be placed under complete state control.
The mechanisms used for market intervention
throughout the controlist period were numerous, but three of
them were applied more intensely and more persistently.
These were tariffs, exchange controls and price controls.
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Tariffs
Import-substitution began to be applied as the centre-piece
of development strategy in the 1930s. It was implemented by
means of the typical tariff structure of underdeveloped
countries, characteristically placing high tariffs on
manufactured goods and low ones on capital and "necessity"
goods; raw materials and intermediate goods that are
produced in the country might also receive high tariff rates.
Other, non-tariff instruments for controlling imports were
also applied:
quotas, prior deposits, licenses, etc.
For
several products, importation was simply prohibited.
The above-mentioned controls were not always applied
as part of the import-substitution policy; on several occasions
they represented the government's response to external
payments' crises. Interestingly enough, such crises occurred
in 1932, 1952, 1962 and 1972; the most recent crisis arose in
1982 and will quite possibly lead to a renewal of these types
of controls (as Chile would appear to be witnessing at the
time this paper was written).
The tariff structure that was in force up to the end of
1973 could be summarized with the following parameters:
Minimum tariff:
Maximum tariff:
Average tariff:
Modal tariff:

0%
750%
105%
90%

Exchange control
Broadly speaking, one can distinguish two types of exchangerate policy. The first could be called one of "stabilization,"
which is observed in years prior to foreign payments' crises;
the second, which is followed in the years after such crises is
an inflationary policy. These exchange-rate and price-level
cycles are directly related to the behaviour of the foreign
resources cycle.
During the application of stabilization
policies, one observes a fall in the price of tradeables
relative to domestic goods, whereas a movement in the
opposite direction occurs during the application of
inflationary policies (major devaluations of domestic
currency).
However, another characteristic of exchange-rate
policy, present in many of the years during the 1930-73
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period, was that of fixing mUltiple exchange rates, different
rates being applied to different types of imports, exports and
financial transactions. Following in the same line as a tariff
structure already mentioned, the lowest exchange rates were
established for imports of raw materials not produced at
home, capital goods and necessities.

Price controls
The third basic instrument for market intervention was the
control of prices.
Two considerations "required" price
controls. First, the high tariffs on imports of manufactured
goods strongly restricted internal competition, giving rise to
monopolistic and oligopolistic practices. Maximum prices to
control these markets were therefore established. Second,
large fiscal deficits, financed via the inflation tax, were
constantly pushing up prices. All of the governments over
the period in question attempted to fight inflation by fixing
prices, thus manipulating, in other words, the Consumer Price
Index. Enforcement of these controls was strict for goods
with heavy weights in this index, i.e. on necessities. There
was no reason for price increases on goods with little or no
representation in the CPl.

Controls Affect Resource Allocation
The management of these policy instruments strongly
reduced incentives to dedicate resources to the production of
necessities. Instead, resources were reallocated toward those
favoured,
highly-protected
sectors
that
produced
sophisticated and luxury goods.
The activities most
negatively affected were agriculture and exports.
Another impact of the tariff and exchange-rate policies
was the distortion created in the relative prices of productive
factors. The combination of a low exchange rate and no
barriers to the importation of capital goods fostered the
substitution of capital-intensive imports, on the one hand,
and the general use of capital-intensive technologies on the
other. This distortion was reinforced by the high tax on the
employment of labour, due to social security contributions
which, in some cases, reached as high as 50 per cent of gross
wages.
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B.

The Consequences

Middle income groups face greater tax burden
ThepoJicies that have been described had important
consequences for the economic, social and political
development of the country. Economically, they resulted in a
very low rate of growth. Before the Depression of the 1930s,
Chile was an open economy which grew at a rate of about 5
per cent annually. After the Depression, the economy was
closed and, in the 1930-73 period, the average rate of growth
was around only 3.5 per cent per year. The low growth rate
translated into the principal obstacle for the success of
income-redistribution programs, designed to improve the
welfare of the poorest sectors of the population.
The
redistributive efforts that were attempted resulted only in an
increase in the tax burden on middle-income groups, because
they represented the majority of the total population. As a
consequence, they were frustrated because they had to suffer
the entire redistribution effort, while the poor were also
frustrated, because what was achieved was insufficient and
was done inefficiently.
Individual and political freedoms affected
The mentioned policies are only a few of the myriad of
interventionist practices that were increasingly applied and
"improved upon" during the period considered. Direct state
participation in the economy also expanded during these same
years.
Thus, Chile came to have a strongly controlist,
interventionist government. Individual freedom for making
decisions tended to disappear and, consequently, political
freedom was also restricted. Impersonal, general rules were
replaced by a discretionary and discriminatory centralized
authority which constituted the basis of political po~er for
successive governments.

II.

FROM 1974-AN ABOUT TURN

Major Policies Implemented Since 1974
This section will be limited to a simple listing of the most
important measures that were adopted in order to promote
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the efficient allocation of productive resources and,
consequently, to increase the rates of growth of output and
employment.
On the price system

Price controls were gradually eliminated, to the point that all
private-sector activities were competing freely. Prices of
goods and services produced by public enterprises were
subjected to internal and external competition; prices for
monopoly firms were set so that their rate of return
reflected the opportunity cost of capital in the economy.
The tax system was reformed, eliminating practically
all exemptions and replacing the turn-over tax with a valueadded tax with a uniform, 20 per cent rate. Personal and
business taxes were computed on a basis which eliminated
any additional burden due to inflation. Further, tax rates
were substantially reduced.
The economy was opened to international trade,
reducing tariffs and eliminating non-tariff barriers. Since
June 1979, a uniform 10 per cent tariff (with few exceptions)
has been in force (this rate was recently increased to 20 per
cent, the rate that will supposedly be maintained until
December 1984-, at which point it should gradually return to
10 per cent).
Laws referring to labour unions were modified to assure
freedom of association and the right to work by making it an
individual decision to join or not to join a union. Free and
secret balloting is required for elections and other important
decisions within these organizations.
On fiscal policy
After the tariff reform of 1975, the government adopted a
policy of fiscal discipline, with the aim of eliminating the
inflation tax. As a result, fiscal deficits were reduced and,
from 1978 to 1981, the budget was in surplus. Moreover, the
1980 constitution established that the Central Bank could not
buy public-sector securities.
Public expenditures were
directed more toward those fields that corresponded to the
government.
Public-sector receipts are obtained from a
consumption-type value-added tax and from an income tax
that attempts not to discriminate among different sources of
income.
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On social security
A new social security system based on the accumulation of
personal saving during the active lifetime of workers has
recently been established in Chile.
Pension funds are
privately administered, and each worker can freely select the
institution that will manage his savings, basing his decision on
the returns and services that are offered in the market. This
reform, which implies that funds previously collected by the
government are now left in the private sector, was made
possible partly because of the fiscal surplus. The change of
system has also meant the elimination of the labour tax
created by previous social security contributions.
On production, employment, and the price level

The Chilean economy, in the period 1971-82, underwent two
completely opposite experiments with respect to economic
policies: a socialistic economy in the years 1971-73, and, in
the years 1977-82, a market economy. The intermediate
period could be considered as a transition between economic
systems.
The socialist experiment had an initial year of
expansion, with high growth and decreases in unemployment
and inflation. In the following two years, output fell and the
inflation rate reached a historic record.
The experiment with the social market economy
originated high rates of growth, a slow reduction in the
unemployment rate and a rapid deceleration of the inflation
rate. The economy was subjected to an acute crisis in 1982
(see Table 1).
In 1975, as in 1982, economic activity fell sharply. An
element common to both recessions is a severe restriction in
foreign resources. In the 1975 recession, the economy had
been falling during the previous three years, international
reserves were negative and the country had no access to
foreign credit.
The situation was worsened by the
international recession that most directly affected Chile
through a sharp decrease in the price of copper (copper
representing 57 per cent of our exports), and the increase in
The authority confronted the situation,
oil prices.
principally, by applying two policy instruments: the fiscal
budget and the exchange rate. Public expenditures were
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tightly controlled, tax collections were increased, and
domestic currency was devalued strongly. As a consequence
of these policies, and of restricted foreign credit, a major
turn-around in the current account of the balance of
payments was produced. In 1976, this account was in surplus,
after 21 consecutive years of deficits.
TABLE 1

YEARS
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982

GROWTH RATE
OF THE GDP

UNEMPLOYMENT RATE*

2.1
9.0
-1.2
-5.6
1.0
-12.9
3.5
9.9
8.2
8.3
7.8
5.7
-14.1

8.3
3.8
3.8
7.0
9.7
18.7
13.6
13.2
14.8
12.7
10.7
13.5
21. 3

INFLATION
RATE(CPI)**
34.9
22.1
163.4
508.1
375.9
340.7
174.3
63.5
30.3
38.9
31. 2
9.5
20.7

* December of each year
** December to December
Source: Central Bank of Chile, Economic Indicators
1960-1980, and Monthly Bulletin No. 659,
January 1983.
On commercial foreign relations

In the following years, the Chilean economy experienced a
rapid expansion in its commercial foreign relations. Exports,
imports and foreign credits increased notably. Total exports
increased from $1.555 billion in 1975 to $4.671 billion in
1980; copper exports increased from $890 million to $2.200
billion, and remaining exports increased from $662 million to
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$2.471 billion. At the same time, imports of goods, which
amounted to $1.520 billion in 1975, increased to 55.469 billion
in 1980 and to $6.558 billion in 1981, and then fell sharply to
$3.580 billion in 1982.

The deficit situation
An increasing flow of foreign credits permitted both the
financing of larger deficits in the current account and the
accumulation of reserves in the Central Bank (see Table 2).
The increase in the international rate of interest and the fall
in the price of copper account for a large part of the latest
current-account deficits. In 1981, the combined effect of
these two phenomena sums to approximately $1 billion which
is equivalent to 3.3 per cent of GDP.

TABLE n
BALANCE OF PAYMENTS
(millions of
1975

US$)

1976

1977

1978

1979

1980

1981

1982

-491

148

-551

-1088

-1188

-1971

-4814

-2382

240

199

572

1946

2247

3165

4769

1304

Reserves (*)

344

-414

-113

-712

-1047

-1244

-70

1165

Errors and Omissions

-93

92

-146

-11

50

115

-87

Current Account
Capital Account,
except reserves

67

(*) Negative sign indicates increases.

SOURCE: Central Bank of Chile, Monthly Bulletin.
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III.

THE CRISIS

The International Recession
There is no question that the fall of Chilean output must be
considered within the context of the international recession,
as can be observed in Table 3, which shows the behaviour of
rates of growth in GDP per capita for a group of 12 Latin
American countries. In the years 1980 and 1981, Chile found
itself second only to Paraguay, while in 1982 Chile had the
worst recession of all 12 countries. If we consider the 198082 period, Chile was sixth.

TABLE III
GDP PER CAPITA: GROWTH RATES IN TWELVE SELECTED COUNTRIES
(%)

Ailnual Average
1980-1982

1980

1981

1982

Paraguay

7.9

5.2

-5.4

2.3

Panama

2.5

1.2

-1.7

0.7

Colombia

1.8

0.3

-0.8

0.4

Peru

0.2

0.9

-2.0

-0.3

Hexico

5.3

-5.0

-2.9

-1.0

Chile

5.8

4.2

-15.4

-2.2

Guatemala

0.4

-1.9

-6.3

-2.5

Uruguay

3.0

-1.3

-10.0

-2.8

Venezuela

-4.1

-1.9

-3.3

-2.9

Brazil

-5.3

-4.2

-1.8

-3.5

Bolivia

-1.9

-3.3

-9.9

-4.6

Argentina

-0.2

-9.5

-6.1

-4.8

SOURCE: Wisecarver, Daniel: '" Dogmatismo I y I Pragmatismo I : Una
Decada de Polltica Econ6mica en Chile". Paper Prepared
for the Center for Public Studies, Hay 1983.
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The Chilean Model-Was It a Failure?
The opinion of the opposition to the government, as well as
that of a good number of its supporters, is that the "Chilean
economic model has failed." If we judge by growth rates for
the last three years, we should conclude that, in the group of
selected countries there are five models (Uruguay,
Venezuela, Brazil, Bolivia and Argentina) whose failures have
been even greater, and that the Chilean model has failed
more or less to the same degree as has that of Guatemala.
However, if we only look at 1982, it appears necessary to
explain why the drop in per capita product is so much larger
in Chile than in any of the other 11 countries.
Why the Experiment Failed-The Usual Story
The usual explanation that is given is that the transmission of
the crisis to Chile was postponed because of massive capital
inflows which delayed the necessary adjustment in aggregate
demand. Then, with the sudden decrease in these capital
inflows in 1982, a violent adjustment in the economy's
expenditures and absorption was forced to occur in that year.
Table 4 shows the balance of trade deficits, GDP and
absorption for the years 1981 and 1982. Based on these data,
it can be estimated that absorption was reduced by
approximately 20 per cent.
TABLE IV
(millions of US$)
Balance of Trade
Deficit

GDP

Absorption

( 1)

(2)

(3)=( 1)+(2)

1981

3,386

29,460

32,846

1982

332

26,031

26,363

SOURCE: Central Bank of Chile, Monthly Bulletins.
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The decrease in foreign credit
The most common explanation of the crisis correlates the fall
in foreign credit with the decrease in output, but it does not
explain how they are related. If there were fixed proportions
between national production and imports, the explanation
would be almost perfect, but we know that such is not the
case. It would appear necessary to investigate in detail other
aspects, such as the financial structure of total expenditures.
An extreme case would be one in which all the foreign
financing was tied to the purchase of domestic goods, so that
a reduction in this credit would cause an immediate, direct
reduction in the demand for, and hence the production of,
such products.
Lower national wealth
A second explanation for the fall in the national product in
1982 is one that concentrates on the effects of the reduction
in net national wealth as a consequence of the major
devaluation.
Chile's physical capital is estimated at
approximately three times its GDP. Since GDP amounted to
1,228,700 million pesos in 1982, the value of physical capital
would have been approximately 3,686,100 million pesos. In
turn, Chile's foreign debt at the end of 1982 reached 17.225
billion dollars.
Define net wealth as:
W=K_D.e
p
where:
W = net wealth
K = physical capital
D = foreign debt
e = eXChange rate
p = price level
The exchange rate increased by 86 per cent and the
price level by only 21 per cent between May and December
1982. This fact implies that net wealth fell by some 12 per
cent in about seven months. This drop in net wealth, as a
result of the devaluation, coincides with the much lower
growth rates that were obtained in the second semester of

Copyright the Fraser Institute
www.fraserinstitute.org

72
1982. In effect, the quarterly growth rates of GOP during
1982 were: -8.6 per cent, -12.9 per cent, -17.0 per cent, and
-21.2 per cent.
If people try to recover their initial level of wealth by
reducing their stock of foreign debt, then, given the 12 per
cent decrease in W as a result of the observed change in e/p,
a notably depressive impact on aggregate demand would
necessarily result. On the other hand, this impact might be
diminished to the extent that the expected value of e/p was
smaller than its observed value as of December 1982, that is,
if E(e/p) < 1.86 = 1.54
1.21
Policy instability and loss of consistency
Finally, in my opinion, a third cause that must be considered
in explaining the magnitude of the current Chilean recession
is to be found in social and political variables, such as the
respect for (private) property rights, the consistency of
policies, and the overall morale of the population.
The simplest representation of the aggregate
production function would be X 0 = Fo(Ro ), where Xo is total
production and Ro a vector of the economy's resources. As
has been described earlier, the first steps taken by the
current government constituted a set of economic policies
that would improve resource allocation within the economy.
If A represents the vector of these policies, we can write a
modified production function in the form:
Xl = Fl (Ro,A), Xl> Xo·
Next, private property rights were consolidated and
assured and, over time, economic policy generally came to be
a source of stability and consistency.
Calling PREC a
variable that represents property rights, stability and
consistency, we can represent a second modification to the
production function as:
X2 = F2(R o ,A,PREC), X2>Xl>X o •
Moreover, it should be recognized that the very process
of implementing all of these general economic reforms
created an environment conducive to work, business ventures,
investment, etc. Let us call this environment "MORALE" and
include it in the general production function:
X3 = F3(Ro ,A,PREC,MORALE), X3>X2>XPX o •
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The arrival of the recession, which might well have had
all of its direct, initial causes in the external sector, began to
weaken the variables other than Ro in our production
function and, in this matter, to deepen the crisis. Thus, for
example, with the increase in unemployment the government
began to sense a possible political weakness and reacted by
granting sectoral privileges and benefits via subsidies, direct
income transfers, fixing prices and interest rates,
renegotiating debts, increasing (and differentiating) tariffs,
etc., etc.
Since each of these measures was taken in
isolation, the overall consistency of economic policy began to
break down. Economic agents--workers, debtors, businessmen--perceived that all parts of the economic policy that had
been established were now subject to revision and, as a
result, instability was reintroduced into the economy. Price
fixing, trade restrictions and other forms of market
intervention signaled a clear deterioration to private
property rights. In addition, distortions in the allocation of
resources began to appear. Finally, the high levels of debt
and growing unemployment served as a strong depressant to
the morale of economic agents; as a result, people refrained
from initiating businesses, investments and other productive
activites. In short, all of the qualitative variables, A, PREC
and MORALE, were negatively affected both by the recession
and by the reactions to it, and these negative effects in turn
helped to deepen the crisis.

IV.

SUMMARY

Explaining the Chilean Crisis
I have tried to outline the economic policies that had been
applied until 1973, those implemented by the actual
government, and their results, measured by growth and
stabilization. The Chilean experiment, which had generated
a high growth rate of GNP, an important reduction in the
inflation rate, a rapid growth of foreign trade and, in general,
an increase in the welfare of the population, has seen all of
these positive effects suddenly stopped.
In addition to the traditional explanation of the crisis-a sharp reduction in the price of copper, the increase in
international interest rates, the reduction of foreign credit
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and, in general, the international recession--I have ventured
two other possible explanatory factors. The first is the
significant decrease in Chile's net wealth as a result of the
substantial devaluation of domestic currency. Second is the
role of non-traditional variables that should be considered in
the production function, variables which on the one hand,
were adversely affected by official reactions to the recession
and which, on the other hand, helped to deepen the crisis.
More Research Required
It is, of course, necessary to go much further in the analysis

of these two additional causes, but I think that both have had
significant effects on the outcome of the Chilean experiment
to date.
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