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Foareward

This study is the first that the ILN.A. has done relating to government spending. It
has published a number of studies on the other side of the government ledger, that
15, taxation. As a result of this first lock it is clear that more studies on the
economic impact of government expenditure will follow.

Although Papua New Guinea receives aid at very high levels by international
standards; although in little maore than a decade she has raised external debt that
now stands at over 90 per cent of GDP and requires over cne-third of exports to
service; she has barely seen any movement in average per capita incomes. Since
all of the aid and half of the borrowings have been channelled through
government, how government spent its revenues may have had a bearing on this
poor economic perfarmance.

Professor C. A. Blyth, Professor of Economics at the University of Auckland, New
Zealand undertook the work for LN.A. His study comes at a time when the
government is determined to increase its spending to compensate for low non—
mining private investment. The questicn is : will the increase result in increased
output as panned; or will government extend itself beyond its level of
competence? His findings give us something to think about. Government spending
in Papua New Guinea he finds to be essentially a redistributive process which very
likely retards growth and benefits mestly the government itself. He suggests a
multiplier perhaps less than unity., Blyth makes a plea for systemic monitoring
and evaluation of government spending o that government may know that its
spending is warthwhile. Pertinently, his research finds that one area of spending
that is subject to economic analysis, transport, has lost share in total expenditure
over the 1980s. He finds also a need far more liaison between govanment
departments in designing programmes,

The study does show that government spending as a proportion of GDP declined
over the first half of the 1980s. On the other hand, government appears to have
allowed its wages bill to drift against policy - both numbers and real wages
increasing,

LN.A, thanks Professor Blyth for his contribution towards a better understanding
of the economic impact of government spending in Papua New Guinea,

Institute of National Affairs
June 1988
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Executive Summary

This study asks whether government expenditure promotes or hinders economic
growth and development in Papua New Guinea,

One firm answer is that because of the very large leakage of any expenditure into
imports (along with the leakages into taxes and savings) an increase in government
expenditure of a given amount will produce a smaller increase in private output
and incomes. Instead of stimulating the economy, the increase in government
expenditure will worsen the external balance of payments and weaken the value of
the kina. Only if the increased expenditure were matched by increased taxes
{which would reduce private spending) would this external constraint be relaxed.

Government expenditure and taxation does, however, have an impartant
redistributive effect in Papua New Guinea. The net burden almost certainly falls
an the formal enterprise sectar, and the net beneficiary is the informal enterprise
sector (the househcld sector which pays little in the way of taxes), together with
the 48,000 national public servants and their families. It is very likely that this
redistribution involves a reduction in potential investment and an increase in
actual consumption, that is, it retards growth.

There is not enough infarmation available to government for the government to
know whether any of its particular activities invalving expenditure are necessary
or useful, This study uses roading as an example and finds that the methods of
evaluating the benefits from roads are unsatisfactory, and provide no guidance as
to whether roadwarks are productive or not. Far other government expenditures
there is no evaluation at all undertaken. For no government activity is there any
monitoring of results to provide infarmation far evaluation. Government warks in
the dark. The best that can be said is that many puhlic servants are aware of the
issues, but shortage of resources prevents anything being done,

As far as the total size of government in the economy is concerned, Papua New
Guinea is one of a small distinctve group of low-income, agricultural, open
economies, receiving large amounts of external aid, having relatively high levels
of government expenditure, and showing a very poar growth record. There is a
strong suspicion that large foreign aid supparts "hig" government with its large
expenditires and unproductive actvities,

The main practical conclusion of the study is that the government must continue
it= present palicy of reducing the scale of its activitiss, concentrating its scarce
resources on doing the things that are essential and which it can do best. It should
certainly nct allow increased revenues to expard the scale of its actvities,




Introduction

There are standard questions far an economist to ask about government expenditure in
both developed and underdeveloped countries ~

. does government expenditure have a multiplier effect on output and
incomes, ar does it crowd out private expenditures?

. does it raise the productivity of private invest ment, or does it impose
a net burden?

could government expenditure be increased, reduced, or better
allocated, so as to make a greater contribution to productivity and
growth? (This implies that each particular kina spent should be
assessed far its benefits.).

These questions are being asked by the Papua New Guinean government now, and its
present. policies show, to some extent, what its answers are.” However, the guestions
are difficult, the answers depend upon what infarmation is available {(and the
necessary information increases and changes over time), and the translation of the
answers into pdlicy propcsals is not always obvious and will always be controversial
because aifferent groups are affected in different ways. Thus there is need for
continuous guestioning, not only by government but also by other bodles and other

people.

The answers to the questions listed above depend very much on the understanding ot
the answerer of the structure and workings of the Papua New Guinean economy. This
study's understanding of the structure and workings is a widely held one, but it is
warth sammarising it here. The econcmy consists of two basic sectars, the
government sector, and the enterprise sectar. The government sector consists of the
services provided and activities undertaken by government departments and non-
commercial statutory bodies. Those servires and activibies enter into the national
accounts on a cost {non—profit-making) basis but, nevertheiess, can and should be
assessed for their contribution to the profitability of the enterprise sector.

The enterprise sector consists of the profitable activities of househalds, private firms
and public enterprises, and divides itself into two sub-sectors, the formal and the
informal. The Formal sector consists of firms and public enterprises, and accounts for
most of the resources provided for government by way of taxation. The informal sub-
sector consists of the vast majpority of househalds in Papla New Guinea. Most of these
househdlds engage in a mixture of subsistence activities and money-making activities
(including some wage labour). The size and growth of the output and income of this
large informal sub-sector is not well-known. It probably pays only a very small
proportion of the total tax bill.

i. For a review of the 1988 Budget and the light it throws on the government's
palicy see J. Millett : A Commentary on the 1988 Budget and Its Underlying
Strategy (LN.A. Working Paper No. 11, 1987).



The conventional market gross domestic product (GDP) measure, it we exclude the
government sector because 1ts contribution 15 measured at cost, 1s probably mainly a
measure of the output of the formal enterprise sub-sectar, Over the last 10 years the
trena rate of growth of this cutput (real enterprise GDP) has been 2.6 per cent per
annum, while the trena rate of growth ?f_ employment in the tarmal sub-sectar has not
been mgniticantly different from zero.? It is not possible to say anything comparable
about the large informal sub-sectar, Tts added value may have grown much raster than
that ot the formal sub-sector. It pays few taxes, ana compared to the formal sub-
sector it is a net beneficiary or the activities of government.

It 15 generally believed in Papua New Guinea that conventicnally measured GDP has
not increasea faster than population over the last cecage, Hence real GDP per heaa
has tallen. When the economy and s G DP 15 dissected as explainext above, the picture
15 not so clear, Government GDP has certainly declinea. Formal enterprise GDP per
person employed 1n the sector has certainly grown, and formal encerprise GDP may
well have grown faster than population as a whole. However, the picture ig
complicated because formal enterprise GDP includes the activities of the informal
export cash-cropping sub~sector but formal sector employment excludes the lanour
input to these exparts. The informal enterprise GDP is not measured, but why, as the
Sector pays next to no taxes and is a net government beneficiary, should it not have
grown taster than the formal outpst? An cbictive ocbserver would guess that it has
grown faster,

There, then, are the broad outlines of the structure and workings of the Papua New
Guinean economy that farm the background to this study, and into which we must fit
our analysis of government expenditure. Obviously it is not a very well defined, well
understood ar well measured background, and consequently the answers to the
questions we started with can only be tentative and provisional,

2.  For these statistics, see Appendix 2, In this repaort all growth rates are average
compound rates per annum, measured by fitting a least squares linear trend line
to the logarithmic values of the annual observations, This avoids the
arbitrariness of choosing initial and terminal years, To draw attention to this
methoa of measurement, the rates are referred to here as trend rates of growth,




Chapter 1
Sccpeofthes:\nyamdeﬁnitiom

What is "government" and what is and is not included in its expenditure?

The simplest way to approach this is to consiaer the share of GDP (gross do mestic
product or narional income) produced by government. Figure 1.1 sgiits GDP into tweo
sectors: profit-making sales of goods and services which comprise about. 70 per cent
of GDP; ana non-profit-making services which make up the remainder, Apart from a
small amount privately produced (mainly by churches) the non-profit-making services
are provided by government departments and agencies: national and provincial
departments, local authorities and non-com mercial statutory authorities like terdary
aducation institutions.

The 70 per cent of GDP represented by protit-making sales is produced partly
privately (by firms and househalas), partly by public enterprises (like the Post and
Telecom murication Carporation), and partly by jint public-private ventures (ike
Bougainville Copper Itd.). Let us call this the enterprise secta, producing the
enterprise GDP. It includes both the formal enterprises of tirms and corparations, and
the informal enterprises of wrban and rural househalds, with their mixtures of money-
making and subsistence activities (subsistence activities are not incluged in Figure 1.1,

nor in market GDP).

In the broadest sense, the "public sector™ includes government departments and
agencies providing non-profit-making services, plus the various public enterprises
producing com mercially sold goods and services.

This present study ig limiten in general to the government experditures recoraed in
the national government annual "budget". In terms of Figure 1.1, the study is
concernea with both current and capital expenditures of the national and provincial
government departments and aratutaory autharities to produce non-grofit-making
government Services like general administration, health, education, detence, police,
ete., @us financial payments made by the national and provinaal governments to
pabhic, private and jpint enterprises, by way of current or capital grant (including
qubeidy), or loan. These financial payments reflect the rale of government as a
financial intermediary, channelling funds to both private and public enterprises.

We are concernea with the economic impact of government expenditure, ie. the
effects of this expenditure on the enterprise economy, oI its growth and on its
etfimiency. The simplest way to grart this inguiry is to consiger what proportion ot
national resources -~ measured by the annual outpuat of goods and services (GDP tor
chort) — is absorbed o com manded by government expenditure and net lending.
Changes in this proj ion over time give a preliminary indication of changes in the
impact of govern ment. spending.

The ways in which the different definitions of govermment expenditure are related to
one ancther are shown in Table 1.1. The total shown ia the total given in the annual
buaget, that is it incluaes principal repayments, even thoagh the intention may be to
repay them by rebarrowing. The item "horrowing” on the receipts side is thus gross
porrowing, that is it includes the new barrowing necessary to finance the repay ments.



Figure 1.1
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Table 1.1
National government expenditure and receipts 1986
K millions
Expenditure Receipts
Current : goods and services 461 Current revenue ;  tax 450
interest 83 non-tax 97
transfers 184 Capital revenue 1
Capital : goods and services 74 Grants 205
Net lending 28 Berrowing 145
Principal repay ments 62
Total 898 Tokal 898

Source: IMF Government Finance Statistics and 1988 Budget Document No. 1,

If principal repayments are subtracted from each side, the expenditure total is what
the IMF calls "expenditure and net lending”. The borrowing item onh the receipts side
then becomes net borrowing and is a measure of the increase in the government's total
indebtedness,

The financing of expendifure does not directly concern us in this study : we are
concerned primarily with the economic effects of government expenditure, and not
with the direct effects of taxation or increased indebtedness. Consequently, fallowing
the IMF (which makes intermational comparisons easier) the total we use in this repaort
is expenditure and net lending, that is the budget. total minus principal repayments.

——_—

We regard the principal repayments as an item with no immediate economic effect
because during the entire period studied here the principal repayments have been
wralled-over”, Although this study is not primarily concerned with the preblems of
increased indebtedness, the matter is referred to in the final conclusions of the report.

on the expenditure side of Tahle 1.1 the current and capital expenditures on goods and
services represent direct expenditures on GDP. Current expenditures on goods and
services are part of public final consumption, which is another description of the
government non-profit making services (valued at cost) shown in Figure 1.1. Capital

i ongoodsarﬂsendcesareindudedinmeenterpﬁsepartofGDPof
Figurel.l(jnthenaﬁonalacooumstheyappearaspartofgroesﬁxedcapital
farmation and increase in stocks).

The reader is warned that while the conceptual basis of the definitions given above is
dlear enough, in practice the presentation of the gtatistics contains many unresalved
discrepancies.  These, however, are unlikely to affect the main arguments ar
conclusions.



The re-arrangement of the expenditure categarnes used below is as fallows —

(a) current expenditure on goods ana services
(1) wages and salanes
{1} other purchases of goods and services

(o) capital expenditure on fixed assets
() Interest payments

{ay other transfers ana net lending.

“am 1s equivalent to government final consumption expenditure in the national
accounts

"(b" excludes capital expenditure of public industries like the Post and
Telecommunication Carparation

"am is net of national government transfers to provinces and cther bodies ke
tertiary education institutions: their expenditures are included in (a) and
(b). (d) is thus in principle net financial payments (by grant or loan) from
governmernt to public and private enterprises for a variety of purpcses,

The tatal of (a), (b), (¢) and (d), "government expenditure plus net lending®, includes in
princigle all levels of government (although the official estimates of local government
expenditure are vary rough estimates).

In relating this concept of government expenditure to GDP we have used the measure
of market GDP (i.e. excluding non-market production). This is firstly because of the
arbitrariness of the definition of non-market production (a conceptual issue), and
secondly (and mare importantly) because the impact of government mcney
expenditures is obvicusly likely in the first instance to affect the financial
transactions underlying market GDP, rather than non-market production. The latter
effect, if it occurs at all, is likely to be diffused and delayed, and to be studied
requires a special method of inquiry.




Chapter 2
Government expenditure : size and trends

Our estimates we set out in Table 2.1 (page 9) The data for 1987 and 1988 are based
on the 1988 budget infarmation and the projections of GDP contained therein.

The first and mest important peint is that the total, as percentage cf GDP, peakad in
1981 {when GDP declined), and thereafter declined until 1986. Thus from 1982 until
19585 the share of resources Com manded by government appears to have fallen. Tt
remained more ar less unchanged in 1986 (we cannot regard the difference betweeh
39,2 per cent and 39.6 per cent as significant), but according to the 1988 budget fell
again in 1987 and is not expected to rise in 1988. The long-term decline since 1981
seems impressive, and even if we start from 1980 (on the grounds that 1981 was
unusual with GDP talling) the overall decline is equally striking. Judged in this way
we could say that the impact of government. expenditure on the economy was declining
in the mid-1980s and appears to be continuing to decline in the late 1980s.

The second paint is that the largest component of government expenditure is the wage
and salary bill, which reached 20 per cent of GDP in 1981-82, but declined to just over
16 per cent in 1985-86, and possibly just under 16 per cent in 1987-88. Wages and
salaries as a propartion of total government expenditure were 45 per cent in 1980, and
by 1986 had fallen to about 41 per cent. As Table 2.2 shows, the government wages
and salaries bill as a propartion of the total wage and salary bill has been remarkably
steady from 1980 to 1986, varying only from 35.7 per cent to 37.7 per cent, and
showing no trend. Note that if we compare 1980 with 1986, there has been no change
in the ratio of government wages and salaries to GDP: the 1981-62 rise has been
reversed.

Table 2.2
Wages and salaries: national government totals (K million}
and government share (per cent)

GDP compensation

of employees Total government
{market) wage and salary pay ments Percentage
1980 669.5 240.1 35.9
1981 742.2 278.8 37.6
1982 758.4 285.9 37.7
1983 792.9 293.0 37.0
1964 872.3 3117 35.7
1985 871.5 318.5 36.5
1986 939.0 345.9 36.8

Source: Table 2.1 and National Accounts

S
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Other current purchases, between 10 per cenm. and 12 per cent of GDP, declined
shightly as a proportion of total government expenditure between 1980 and 1986.

Capital expenditure on fixed assets, nearly 8 per cent. of GDP in the early 1980s, fell
to under 6 per cent in 1982, and has not recovered.

Interest payments increased rapidly in the early 1980s, reflecting budget deficits and
increased barrowing. They reached 4 per cent of GDP in 1983-84, but cd not increase
after that. Accarding to the 1988 budget. they are expected to fall, but the budget
figure could well be an under-estimate.

Other transfers and net lending have been a relatively small proportion of total
expenditure (about 1U per cent on average) and of GDP. They fuctuate absclutely,
reflecting the vadety of palicies and decisions they embrace. Ttis nct possible to 53y
that the role of government as a financial intermediary is either large or increasirg,
although the indications from the 1988 Budget suggest a larger rale (especially in
agriculture).

Comparing 1980 with 1986 (i.e. neglecting the 1981-82 rise), the impact of government
expenditure — measured by ratio to market GDP - had become smaller. The main
reasons for this are the relative dedline in capital expenditures between 1980-81 and
1985-86, and an absclute fall in other current purchases in 1986 (which may when the
accounts are revised turn out to be an nder—estimate). On the other hand, the
expected continued decline in government expenditure's impact in 1987 and 1988
arises from expected relative falls in the wage and salary bill, other current purchases
and interest payments, all of which may turn out to have been under-estimated.

Tn interpreting the changes in the 1980s, it is important to recognise the part played
by the fall in GDP in 1981 in increasing the impact of government expenditure on the
economy: the private sector declined, the government sector did not. The sabsequent
years reflect both the positive attempts to restrain government expenditure, as well
2 the recovery of the private sector as export receipts rose again: both factors

reduced the impact of government expenditure from its high levels of 1981-82.

The presemt pesition is that the impact of government expenditure is at its lowest
level for the 1980s, with only the modest rale of the government as a financial
intermediary unchanged since the beginning of the decade.

Noke: Measuring the impact of government experditure with current or constant

mices

The rise of the ratio of government expenditure to GDP as a crude measure of the
impact of government expenditure raises the question whether the numerator and
denominatar should be in current. Gt constant values. The issue is rhis; if the prces of
the goods and services which government buys change at a different rate to those
which apply to GDP as a whale, then the ratio can give misleading results. For
instance, a constant ratio of current values could hide the fact that government prices
{e.g. wage ana salary rates) are rising faster than the general price index. In such a
case, a government kina buys increasingly less than a private sector kina : the "real”
impact of government expenditure is declining. If we calculated our ratio with
constant—price expenditures and GDP we would thus show a falling ratio.
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It 15 doubtful whether the constant—price national accounts are reliable enough to bear
such a burden of interpretation. However, far what it is warth, the following Table
2.3 gives the ratio of government final consu mption expenditure {ad. phus a.ii. of Table
2.1) to market GDP in both current and constant prices, the latter with and without
the terms of trade carrection,

Table 2,3
Government final consumption expenditure
as per cent of market GDP

Constant prices

Current Constant with terms of trade
prices ices carrection

1980 28.1 33.3 347

1981 32.3 32.3 37.6

1982 32.0 301 36.2

1983 28.6 28.5 34.9

1984 28.0 29.6 32.9

1985 27.7 28.0 33.1

1986 26.2 26.3 31.9

Saurce; National accounts, excluding non~-market componert,
For details and terms of trade correction see Appendix,

The constant—rice ratic can be interpreted roughly as an index of number of
gavernment employees per real unit of GDP, It shows a slightly mere pronounced
declining trend over the seven years than the current-price ratio. The ratio with the
terms of trade carrection (roughly an index of number of government emplovees per
unit of real income) also shows a mare pronounced declining trend, but reflects the
decline in real income in 1981 and 1982 as does the Cutrent-price ratio, In general,
the constant-grice ratios do net indicate different trends, and thus it is reasonable to
believe that relative price movements do not require the broad conclusions above to
be modified.
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Chapter 3
The allocation of expenditure by function and sexvice

Table 3.1 classifies government expenditure into six functions, for the years 1980 to
1987. Note that the 1987 estimates are very raugh. They are included for their
cbvious interest but are not used in the fallowing analysis. General public service
includes general administration, palice, judiciary and the carrectional institutional
sarvices. Defence includes the army, Housing and other community services indude
expenditures on recreational services, hroadcasting and press. In economic services
the largest expenditure subdivisions are transpart and com munications {about one—half
of the total in 1984), agriculture, forestry and fishing (about one—quarter of the tqbal
in 1984), and mining, manufacturing and construction (just under one—fifth in 1984).

The expenditures by function are expressed as percentages of market GDP in the
table. General public services has been a steady percentage, varying between 10 and
11 per cent. Defence has been a very steady percentage of GDP, varying only from
1.7 to 1.9 per cent. The share of education has been mare variable, with some non-
recurrent expenditures swelling 1984, But since the large rise in 1981-82, the trend
has been down, and the 1986 percentage is no higher than in 1980. Health has
fluctuated between 3.7 and 4.5 per cent, but shows no clear trend. Housing and other
services (a small, mixed bag} has declined since the early 1980s because of the decline

in housing expenditure and the ending of large capital expenditures on water supply.
The largest function, economic services, shows a declining trend. In fact, after 1982,

the changes in the percentage for economic services is the main factar explaining the
changes in the percentage for total expenditures (see Table 2.1), and s declining

irend. (Note that this does not appear to have been so in 1987 when expenditure .

percentage declines occurred in all the other categaries including unallocated.)

Table 3.2 divides government expenditure and net lending on economic services into i

agriculture, forestry and fishing; transport and com munications; and the remainder. -

As a share of GDP, expenditure on agriculture etc. has been steady, varying from 2.3
to 3.2 per cent, and showing very little difference in 198586 from 1980, The share of

expenditure on transport etc., on the other hand, shows a declining trend, from 7.1 per
cent in 1980 to under 5 per cent in 1985-86. The share of the remainder (largely ;

manufacturing and mining) has fluctuated considerably, and shows no clear trend. It is

cbvious that economic service's declining share arises from the relative decline in j

transport expenditures, Overall, the declining trend aver the 1980s in government

spending relative to GDP has been the result of relative cuts in spending on transport

and com munication.

Some of the government activities may be justified on political ar social grounds. All |

government activities can be tested for their efficiency ie. their ability to achieve
their purpose with least cost. Most government activities can be subjectad to the
economic test that the resources used should generate net social benefits greater than
any other use of the rescurces would generate {ar have a higher social rate of return
than other uses).

1. 1In the Appendix to R. Goodman, C. Lepani and D. Marawetz : The Economy of

Papua New Guinea (Canberra 1985), Dr. J. Guest attempted to distinguish
administration from the other functions of individual departments. That useful
attempt to isdlate "administrative overheads" has not been followed here due to
the constraints of time.

i
i
i
|
1
3

T Eh =
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Whatever the difficulties of applying the economic test to resources used in general
public services, defence and social services, there should be no difficulty in apglying it
to economic services, Whether it is done by govermment is ancther matter. We know
it is applied to a large number of transpaort projects, and it is probably significant that
transport expenditures have declined as a share of GDP.

Table 3.1
Government expenditure and net lending by function
{K million and per cent of market GDP)

Heaith, Housing
General social & cother
puhlic security community Economic
services Defence Education & welfare services services Unallocated

1980 157.3 26.0 55.0 54.0 40,4 191.1 37.6
(10.9) {1.8) (6.6} (3.7 (2.8) (13.2} (2.6)

1981  158.0 25.7 109.9 62,0 32,7 198.5 90.1
{11.3) (1.8) (7.9 (4.4) (2.3 (14.2) (6.5)

1982  151.8 25.8 113.5 65.5 32.4 200.2 76.7
(10.5) (1.8) (7.8) (4.5) {2.2) (13.8) {5.3)

1983  166.0 28,4 116.3 70.3 29.9 194.7 108.2
(10.1) (1.0 (7.0) (4.3) (1.8) (11.8} (6.6)

1984  185.3 35.0 149.0 76.5 28.1 212,5 59.6
(10.3) (1.9) (8.3) (4.2) {1.6} {11.8) (3.3

1985  198.4 34,3 136.4 B4.1 35.7 183.8 88.0
(10.2) (1.8) (7.0 . 4.3) (1.8 (9.5) (4.5}

1986  208.2 36.4 138.9 87.4 30.3 241.2 93.6
(9.9) (1.7} (6.6) 4.1) (1.4} (11.4) (4.4}

—V

1987  214.0 33.0 264.0 260.0 79.0
(9.3) (1.4) (11.5) (11.3) (3.4)

Note: Includes capital expenditure,
Includes national and provincial governments, Total as in Table 2.1,

Source: 1980-84 GFS.
1985-86 IMF and authar's estimates of provincial expenditures based on
trends

1987 authar's estimates based on 1988 budget documents,
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Table 3.2
Government economic services expenditure and net lending
(K million and per cent of market GDP)

Agriculture, forestry Transport and Al
and fishing communications other
1980 36.6 102.9 51.6
(2.5 (7.1} (3.6)
1981 44.1 93.8 60.6
(3.2) (6.7} (4.3)
l9g2 40.7 88.1 71.4
(2.8} (6.1) (4.9
1983 39.6 87.9 67.2
(2.4) (5.3} (4.1)
1984 48.5 100,0 64.0
2.7} (5.5) (3.6)
1985 44,5 88.5 50.8
(2.3 (4.6) {2.6)
1986 50,2 102.8 88.2
(2.4} (4.9) 4.2)
Note: Includes capital expenditure.
Includes national and provincial governments, Tcotal as in Table 2.1,
Source: 1980-84 GFS.

1985-86 IMF and author's estimates of provincial expenditures based on
trends.
1987 author’s estimates based on 1988 udget documents,



Chapter 4
Govermment employmert

We have seen that the government wage and salary hill is the main part of government
expenditure, ana of course it "carres" with it most other current purchases (travel,
subsistence, telephone, electricity, postal charges, materials, plant and transpart hire
and so an) which are purchased only because government employees use them.
Consequently, the number of people employed by government, and their average salary
o wage, are the basic determinants of the value of total current purchases of
government, which as we have seen is about two-thirds of total government

experditure,

Table 4.1 shows recent estimates of government employment from 1978 to 1987, They
exclude government labourers (about 10,000), movincial and local government
employees not paid by the national government, and employees of all statutary
authorities (elg. University of Papua New Guinea and Post and Telecommunication
Carparation),

Table 4.1
Government employment

Numbers employed Wages and salary pay ments
Citizens Non—citizens K million

1978 43,338 3,372 n.a.

1979 43,988 2,968 n.a

1980 46,634 3,008 1689.404

1981 47,013 2,966 222.089

1982 47,814 2,691 216.210

1983 46,537 2,193 232.417

1984 46,394 2,045 238.476

1985 47,096 1,884 260,790

1986 48,403 1,778 277.530

1987 47,415 1,729 n.a.

Sources: Numbers employed : 1988 Budget Document 1, Figure 2.4 (data from

Depart ment of Personnel Management),
Wage and salary payments : GFS and IMF (includes employers'
cantributions).

1. Al users of employment statistics will be aware of the difficulties of obtaining
estimates of government employees actually on the payrall. The estimates used
here are as good as are available, but are subject to margins of error which may
render annual changes of little significance.
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The safest conclusion we can draw from these estimates is that the number of citizens
employed rose rapidly in the early 1980s (especially in 1980) until 1982, since when the
trend has shown no rise ar fall. Numbers of non-citizens, on the other hand, have
tended to decline quite rapidly between 1981 and 1983. Furthermore, budget
estimates indicate that numbers of government labourers have declined substantially
during the 1980s,

In a measure of overall employment trends the three different categqories of
employ ment should be weighted by the average salaries ar wages of the three groups.
Average emaluments in 1981 for the three groupe are estimated as follows by the
National Statistical Office -

Citizens {excdluding labourers) K4,115
Naon—citizens K16,439
Labourers K575

Using these average emcliments as weights to construct the average weighted change
in government employment between 1980 and 1986, we obtain the fallowing index of
employment -~

1580
1986

100
94.6

i.e, employment overall declined by 5 per cent between 1980 and 1986,

Under policy prevailing over the period — ho increases in numbers cr real wages - the
expected weighted employment index in 1986, as a result of localisation, would be
93,7, The quality of the underlying data does not make the difference between 94.6
and 93.7 very significant, but there is some indication that employment in the puhlic
service has risen in the 1980s against palicy,

Has government been mare successful in enforcing its wages policy? To help answer
this, we can interpret owr expected employment index as an expected average real
salary index under prevailing palicy - no increases in numbers or real wages, The
average real salary of each group is constant, but the overall average changes because
the share of the groups in total employment changes. Thus the expected average real
salary fell by 6.3 per cent between 1980 and 1986.

Tahle 4.1 shows that the actunal nominal average salary rose by 45 per cent over the
same pericd, implying an average real rise, after allowing for the 40 per cent rise in
the CPI of 3.6 per cent. This actual rise of 3.6 per cent is to be compared with the
expected fall of 6.3 per cent, In other words, average real salaries rose by 10.6 per
cent mare than expected on the basis of stated palicy i.e, 10,6 per cent is the extent
of the real wage drift against palicy.




~17 -

Table 4.2 summarises the rigures on which this conclusion is based,

Table 4.2
Gavernment policy performance in 1986
{1980 = 100)
Em ment
expected 93.7
actual 94.6
Avergge real salary
expected 93.7
actual 103.6
real wage drift 110.6

Why did this large wage drift ocour? The answer probably lies partly in the process of
lncalisation,

Non—citizens wark in Papua New Guinea only where there is no citizen capable of
doing the wark. Localisation is the process of replacing a non-citizen with a citizen.
Because the replacement takes place at the top end of the citizen salary scale, it
raises the average salary. The reverse process for non—citizens, removing a person at
the low end of the salary scale, also raises the average.

These effects are shown in Table 4.3.

Table 4.3
Average emaluments of government employees
ratio of 1986 to 1980

Citizen Non-citizen
Total 1.90 2.06
National depart ments 2.10 2.52
Palice 1.99 1.55
Defence 1.67
Finance 1.62 1.67
Source; 1980 and 1986 Budget Estimates of Expenditure (excluding labourers;

based on staff ceilings).
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These ratios are higher than that of 1.43 derived from Table 4.1 (probably because of
different measures of the nominal salary bill) but reinforce the general conclusion.

AS expected, the ratics in all cases are greater than the inflation ratio of 1.40 (based
on the CPD). Fer the total, and for national departments, the ratio is higher for the
smaller non—citizen group, than for citizens. This alsc is a likely effect of
localisation.

There remains the possihility that part of the real wage drift is the resulr of upgrading
or promotion of citizens unconnected directly with localisation. Unfortunately there
is no puhlically available infarmation to explore this possibility.

This short inquiry into the effectiveness of the public employment and wage palicy of
the government in the 1980s concludes that, contrary to palicy -

. weighted employment has probably risen slightly;
. the average real salary {ar average real umit labour cost of public
employment) has risen by over 10 per cert,
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Chapter 5
Internaticnal Comparisons

In Chapter 2 it is shown that government expenditure and net lending was equivalent
to just under 40 per cent of GDP in 1985 and 1986. From 1980 to 1986, leaving aside
the two exceptional years 1981 and 1982, the percentage averaged 41.1 per cent. The
percentage is estimated to be 37 per cent in 1987, and even though that figure is less
reliable than the earlier ones, there is evidence that the percentage has tended to fall
during the 1980s.

Is 40 per cent a high ar low number? This report argues that however large ar small
the percentage is, governments should continuously ask themselves whether their
expenditure is necessary and whether it is productive (see the tollowing chapters &, 7
amd B). However, it is possible to form some idea as to whether a country's percentage
is high ar low by companng it with cther, similar countries.

International comparisons can be very misleading if the countries are dissimilar in
important ways. Furthermare, even if the comparison shows that Papua New Guinea
Is doing the same thing as comparable countries, if what is being done is wrong or
misquided, the fact that everyone is deing it doesnt make it right ar sensible!
Nevertheless, comparisons, if made with caution, can show whether a country is out of
line ar is confarming, The result then can be suggestive of further lines of inquiry
{rather than prowiding any definitive condlusion).

The poblem is, firstly deciding with which countries Papua New Guinea is
comparable. We have chosen GDP per head (converted to US$) as the first criterion,
and from World Bank statistics we have selected countries with GDP per head both
belew and above Papua New Guinea. Countries with a population less than one million
are excluded (this exclwies Fijl), as are countries with a population in excess of ten
miilions (obvicusly excluding Indonesia, Philippines and Thailand). The countries are
shown in Table 5.1. The upper and lower limits have been set at roughly twice and
anehalf the GDP per head of Papua New Guinea, From Warld Bank statistics, seven
characteristics have been chosen far comparison : population, area, growth of GDP per
head 1965-84, percentage of labar force in agriculture, overseas aid as percentage of
GDP, exports of goods and services as percentage of GDP, and government
consumption as percentage of GDP.

From the list in Table 5.1, we have chosen a sharter list consisting of countries with
more than 60 per cent of the labar force in agriculture, and with exparts of goods and
services mare than 35 per cent of GDP. The list is shown in Table 5.2, and it is
interesting that moet of the countries in this group receive wverseas aid at high levels
to GDP. They appear to be as homogeneouss a group of countries in which we are
likely to be able to place Fapua New Guinea : small, open, low-income, agricultural
and underdeveloped. The countries are all African (Lesetho probably should also be
included in the group, but full statistics far that country were not available).

All of the countries, except for Cote D'Ivaire and Zamhia, have populations less than
Papua New Guinea. All, except far Botswana and Congo PR, have negligible growth
rates. Botswana benefits from its special relationship with South Africa (as does
Lesotho), and this almost certainly accounts far its very high growth rate.
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Table 5.2
Papua New Guinea ana comparable countries

GDP Government Government
per head GDP per head consumpton expenditure Overseas direct aid
1984 growth rate per cent of GDP per cent of GDP per cent of GDP
uss Country 196554 19k4 {av. of last 3 years) 1984
450 Mauretania 0.3 17 39.60 (1979) 24.6
470 Liberia 0.5 23 40,25 13.6
470 Zambia -1.3 23 32.91 9.8
610 Ccte d'voire u.2 16 30.98 (1980) 2.2
710 Papua New Guinea 0.6 24 35.36 13,8
960 Botswana 4.4 26 35.75 11,6
1140 Congo P.R. 3.7 i3 41.98 {1983) 5.3
All developing countries 23.63
African developing countries 21.34 {1980
Asian developing countries 18.53
Note: Central government expenditure as defined by IMF, excluding net lending, Last vear, if not 1984, indicated in brackets, The
Papua New Guinea figure differs from those in Table 2.1 above through the excluson of net lending and because GDP in
Table 5.2 is total GD P ie. includes non-market,
Source: Table 5.1 and IMF Government Finance Statistics Yearbook 1966,
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In all of the countries in the group government expenditure relative to GDP is
comparable to that of Papua New Guinea. In all cases these percentages are very high
compared with those of other developing countries. The oil~rich Middle East countries
have comparably high propartions, as do some of the Naorth African countries. No
Asian countries have such high government expenditures but in the Westemn

Hemisphere there are a few with higher ones (Guyana, Jamaica and Nicaragua,

although these countries are not comparable by our criteria with Papua New Guinea).

It thus appears that Papua New Guinea can be inciuded in a select group of five
countries which in addition to being low-income, open and agricultural, have the
interesting and unusual combination of relatively high levels of government
expenditure and slow growth rates. One of these countries, Mauretania, admits to
spending a very large propartion of GDP on defence (over 10 per cent ar about a
quarter of government expenditure), Liberia, Cote dffvaire and Papua New Guinea all
report very small defence expenditures,

One explanation for the situation of these countries (with the exception of Cote
DWvaire) is that they have all attempted in recent decades to provide an extensive

range of government activities (including a large defence force in Mauretania's case),

supported by large injections of overseas aid.

Each of the four : Mauretania, Liberia, Zamhia and Papua New Guinea, is a recipient &
of one of the highest levels of aid in the developing warld. Despite the aid, the growth i
rate remains slow and GDP low, and hence, inevitably, the large absclute amount of §
government expenditure shows up as a large percentage of GDP. This explains the §
large share of government expenditure; it does of course not explain the dlow rate of §

growth. These countries no doubt receive aid because they have low incomes; it is §

not argued here that they stay poor because of the lavishness of the aid, although
other writers have suggested the connection,

The conclusion of this inguiry into international comparisons is that Papua New
Guinea's levels of government expenditure are relatively high by international

standards, but fit a pattern seen in a small number of comparable countres which §

have low-incomes, slow growth and are recipients of lavish aid.

T2
i

é;




Chapter 6
The effects of government expenditure

The multiplier analysis

This is the analysis which is the basis of fiscal stabilisation palicy., It says that in an
economy with under~employed resocurces, an increase in net government expenditure
(expenditure minus taxes) of "2" million kina will increase GDP by some multiple of
"z", Le.

increase in GDP = m times % (million kina)
where m is greater than cne,

The analysis depends on the idea that expenditure generates income which in turn
generates mare exXpenditure. This "circular flow" of income and expenditure does not
continue  endlessly because of "leakages" into savings, taxes and imports.
Consequently each successive round of expenditure becomes smaller, leading to a limit
which determines the size of m, the multiglier. The larger the leakages into savings,
taxes and imparts, the smaller the value of the multiplier. This explanation applies
both to increases and decreases in net expenditure.

The analysis says nothing about what happens to prices. In fact, most versions of the
analysis assume prices do not change, so that the increase in net expenditure produces
an increase in employment and cutput, However, in reality, some prices will rise, and
part at least of the effect of the multiplier will be dissipated in price increases, the
increase in employment and output being correspondingly less. I all the rise in net
expenditure were dissipated in price increases, there would be no increase in output
and employment, and the vdlue of the multiplier would be 2ero. This would obviously
be the case if all rescurces were fully employed.

A further complication arises when resources are fully employed or ciose to being
fully employed. The government uses its expendirure to cbtain the extra rescurces it
wants, and it does this by bidding up prices and "crowding out" the private sector,
This can happen if wages, ar interest rates or the value of the kina rises. The increase
in government expenditure simply displaces some private expenditure, Again, the
value of the multiplier is reduced.

Taking these other effects into account, what is the likely value of the net
government expenditure multiplier in Papua New Guinea? There is good evidence that
the irakage into imports is high, as it is in most open, dsfvelo];n'ng economies. Suppose
the marginal propensity to impart {out of GDP) is 0,57 Suppose that the marginal
leakage into taxes and savings is (.3. Then the value of the multiplier is 1.25, which is
relatively low. The crowding out effect is difficult to estimate as is the effect on
phces. Both would depend upan the size of the expenditure increase relative to the
markets it affected.

1. See Appendix. The evidence presented there suggests that U.5 is on the low side,
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Far ngtance, suppose If was intenaed to increase government employ ment by one per
cent representing 5Ly skilled warkers, At an average annual salary of K7,000 the
pudgeted expenditure ncrease would be K3.5 mithon, Such an increase n the aemand
for skilled labour would have some etfect In the sxilled labour market, causing salary
mncreases as the private sector attempted to stop losses, In other woras, either part ot
the K3.5 milion woula be swallowed up in salary increases, or the government would
poach trom ("crowa out") the pnivate sectar. Whatever happened, the mulupler would
be further reduced below L1.29, and if 1s very unlikely that the extra government
expenditure ot Ki.b million would result mn a net national increase in e mployment of
500 skilled warkers., Note that because price responses Lo demand decreases and
INCreases are not symmetrical, the same analysis cannot oe @mply apphed to an
employ ment reduction.

The paint of the example is to demonstrate the likelihood that the multiplier in Papua
New Guinea is small and 1n reality less than one. The above argument aud conclusion
mean that an increase in government expenditure (n real terms) will have as its main
affect a worsening of the balance of payments because of the increase in imparts.
This must act as a majr constraint upon independent initiatives to increase
government expenditure, without at the same time increasing taxes ar altering the
value or the kina (or borh), Any change in the budget deficit with an unchanged kina
value resuits m a change in the external deficit in the same direction. As a
consequence, if the government adopts a strong Kina pxiicy, it is imperative that it
avaids a warsening buagetary aeficit,

It might be thought that if export receipts rise, this balance of payments constraint on
the government will be removed. That 15 not so! Export receipts increase private
sector incomes and most of these increases go into imports a process reflected in a
very low value ror the multiplier. Allowing for lags in ardering imports, it 5 most
urlikely that an export boom in Papua New Guinea can ever improve the balance of
payments or the strength of the kina in a permanent fashion.

In these circumstances it the government decided to increase its expenditure, it would
inevitably worsen the balance or payments, despite the export boom. The only way to
remove this constraint is for the government to increase taxes i.e. to increase the
private sectar’s income leakage into taxation, That of course raises questions about
the relative efficiency of government spending and private sperding to which we now
tum.

The cest reduction argument

This is the argument which is the foundation of modern development palicy, and
appears to be the basis of the 1988 budget. It says that government expenditure
reduces the totai costs of production of profit-making enterprise sufficient to not only
compensate far taxation but also to raise the rate of retwn on profit-making
enterprise, In other wards, government expenditure is a soclally profitable
investment. The government commands resources through taxation and barrowing,
and invests these resources (i.e, spends its tax and loan revenue) so as te get a higher
rate of return on them than profit—making enterprise could get if it had access to the
tax revenue and loan money. Note that this argument applies not only to capital
warks like roads, builaing and maintenance, but also to agricultural extension services
and the palice. By building ana maintaining roads, providing agricultural extension
services and palice, etc., the government raises the rate of return on profit-making
enterprises' own Invest ments,
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Let us be explicit about what happens. Take the example of road bulloing. A road is
bullt between villages with land of agricultural potential ana an urban market ar a
port where goous can be exported, As a result, the cost ot transport is reduced and
the overall cost of producang and marketing agricultural products is lowered, Hence,
the rate of return con the villagers' invest ment in agriculture 1s raised. Alternatively
and equwvalently, we can say that the investment in road building is profitable. But
the essential economic eftect 1s the requction in costs of production and marketing.
Without that, the road buiding is a waste ar resources,

Two yuestions arise at this stage. The first 15 why 1t 18 necessary tar the government
to do what would appear to be in the interests of the profit-making enterprise sector
to do wselt. Why aon't the villagers buila the roaa? Why don't parents send their
Chularen to pnvate schoals set up by profit-making private enterprise? Why don't.
tirms pay directiy Lor the training of their own accountants?

Let us acknowiedge that one reason these things don't happen - or don't happen very
often in Papua New Guinea - is partly mheritea rejudice. When Papua New Guinea
achievext independence it was part of the conventional wisdom that government must
play a large part mn social and ecoliomie developrient, even though aiready i the early
1%7us the fallure of government—led aevelopment was Decoiing apparent i much ot
Alrica ana Aza.

Another reason was Australia's own century-ald experience or state soclalism or
government activism, Economlc aevelopment in Australla (and New Zealana) has
always haa a stronyg public leaning of the argamsed corsensual commuaaty type.
Colomsation of Austraia haa always haa a strong communal side ("public works" 1s
almost an Australian invention). This practical expenence ot the provision ot publc
SEIVICes was probably Australia's most abiding legacy in Papua New Guinea, although
the legacy was mare of a blueprint aor what should be aone rather than services in
existence. Probably, the large political and bureaucratic establishment in existence at
Indepenaence saw 1s jJstitication in terms of social and economic develppment, as it
appears Lo do today,

In the thecretical economic hiterature there are several reasons gwven why government
acts Lo provige goods and services, and the thecry of pubiic expenditure dlsCusses
these under the headuigs ar public goods and externalities, It 1s not intended to review
these topics here; althiough a caretul analysis can sometimes cast doubt on raditional
Jsstifications of particular government activities. It should be noted that "government
should do it because it does not pay private enterprise to do it" is not an adequate
Jwstitication. Anything that profit-making enterprise does not do should be regarded
with suspicion when 1t is suggested as a candidate for government concern.

The second question is whether the rate of return on a particular government
expenditure is high encugh to justify it, High enough in an economic context can only
mean that there is no cther investment, public or private, which would yield a higher
retum. This 15 an easy enough criterion to state, but a Qifficult one to apply outside a
compehitive market environment. Monopaistic  behaviour upsets the simple
application of the ¢riterion, as does the existence of public goods. Furthermore, there
8 the question of uncertainty. Fstimation of a rate of return requires relating
EXpected revenue to expected costs, and behind expectea revenue is the question mark
of expected demand ana the economic environment which roduces that expected

aemand. Investment, even investment intended to lower costs, is always a leap in the
dark.
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What do these conceptual issues boil down to in practice? In essence, what should be
prepared for each proposed government activity is a cost-benefit analysis arriving, if
possible, at an expected overall rate of retumm on the resources invested in the
activity.

The activity can be undertaken if the resources could not cbtain a higher rate of
return either in another public ar in a private investment. Obviously an activity
should net be considered in isclation: several activities may nutually suppart one
ancther ar may conflict with one another.

Does government: expenditure lower costs of production (eventually) af, what comes to
the same thing, raise the social rate of return on use of resources? The answex to this
is important, but impossikle to give with any certainty. Far the large area aof
government current expenditure there are no studies, from government or elsewhere,
which could help in answering the question. Do agricultural extension services raise
the profitability of agricultural production? Does any government expenditure on
agriculture raise the profitability of production? It is significant that in one area of
govermment expenditure, roading, official studies show that, by present profitahility
guidelines, with one or two exceptions, no further national roading proposals are
profitable.

Orly detailed studies of particular activities can show whether or not an activity
lowers costs, raises profitability and contributes to real enterprise GDP growth. The
analysis of the profitability of government activities is considered further in Chapters
7 and 8 below.

Redistribution

By taxing and spending, government inevitably redistributes resources from one
private interest to ancther.

Redistribution of resources can be the explicit intention of fiscal padlicy; it can also
be the unintended resilt, There is no doubt that some redistribution of resources is

the intention of fiscal palicy in Papua New Guinea, Mining company income is
redistributed to provinces and Iocal regions so that many people can share the wealth
from the mines. The personal income tax structure has a progressive character, In
calculating taxable income, deductions related to mimber of dependants are allowed.
Some groups benefit more from certain government expenditures than cther graups.

In theary it would be possible to classify the population by various characteristics (e.g.
region, income, occupation, family status, degree of education) and calculate how
much each group gains or loses by the redistributive process of taxing and spending, In
practice this is difficult to do, but attempts have been made in some countries. (Part
of the difficulty is knowing just what are the benefits of government expendifure;
consequently the gains have to be measured somewhat arbitrarily in terms of
expenditure allocations.) The results suggest that the redistribution that emerges does
net accord with the intentions, In particular, educated middle income families often
gain mare than they were expectad to do, presumably because they know how to "work
the system" for their and their children's benefit. This has become a major source of
criticism of the "welfare state® as it arose in the developed countries after the Second
World War. This type of analysis of government expenditure and taxation could not be
applied to Papua New Guinea without a substantial research effart,

S
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Instead we adopt a simpler approach to redistnbution. In the ntroduction to this
Yeport the economy was divided mnto two sectors : government and enterprise, and the
latrer was subdividea into formal enterprise and informal enterprise (which inchudes
most Papua New Guinean families). We have also seen that the most impaortant part
of government expenditure is the government wage and salary bill which supparts
about 48,000 Papua New Guinean public servants and paliticians (and their families),
It is the redistribution of respurces between farmal enterprise, informal enterprise and
the 44,000 that concerns us.

In 1986 the total expenditure plus net lending of the national government was K 835,98
million, financed as fallows —

K million
Taxes 449,52
Non-tax current revenue 97.35
Capital revenue 1.21
Grants 204.68
Barrowing (abroad) 73.59
Barowing (demestic) 9.62

835.98

Grant aid was used mainly to pay salaries of expatriate public servants and
consultants, and finance imparted equipment. Non-tax current revenue was largely
protits from public enterprise and retuns from investmernts ile, income rom the
enterprise sectar. Taxes were as fallows:

K million
Indivicual income tax 151.67
Carporate tax 75.44
Domestic taxes on goods and services 73.01
International trade taxes 137.76
Stamp duties 10.31
Other 1.33

449,52

Government ¢itizen employees paid about K20 millicn income tax., The main part of
income tax was paid by self-employed businesses, wages and salary earners in the
enterprise sectar and expatriate public servants. Domestic taxes on goods and
services are mainly excises, paid by all the population, International trade taxes are
mainly customs duties and, like stamp duties, paid by businesses and higher income
consumers. Thus the main part of taxes are paid by business firms or higher income
consumers whe are likely to be either employees of business firms or higher salary
expatriate government employees (ar aid-financed employees),

It thus appears that, apart trom aid, borrowing and income tax paid by national
government empioyees, the resources to finance government expenditure, including
the wage and salary bill, come almaost entirely from the enterprise sector of the
economy (both public and private), and the higher salaried employees of the enterprise
sectar together with higher salaried expatriates. The key to governmernt finance 1s a
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fransfer of resources from the enterprise sectar O government employees via the
government wage and salary bill.

That is the essence of the redistribution efrected by tiscal palicy, and it has several
important consequences. Remember that we condludea above that government
expenditure had no significant positive multiplier effect on GDP. Ir, in addition,
government activities can not be shown to be socially productive (and there is little
evidence one way ar the other), then the redistribution of resources may be having a
cerigus effect. The redistribution of resources described here - the transter of
resources from business to government - is quite possibly a transfer from probfit—
making nvestment to consu mption, even though some resources 1eft in the hands of
pusiness would have gone into consumption, and some part of government. servants'
salanes undoubtedly is invested in productive enterprise. Nevertheless the main
offect. of the process could be to requce investment and increase consumption, which
must agversely affect econo mic growth.

force. What the redistribution of resources really means 1s that a large proportion of
these 4,000 have been 1ost to the economy, if we assume that their economic product
is really less than thelr salary.

This redistributive approach can thus become an extreme version of the argument that
government expenditure retards growth. Obviously this line of thought leads us back
to the nee=d for a detailed, activity by activity examination of government which can
not be undertaken here. We are blocked by ignorance about the productiveness of
government expenditure.

Tt is possible to take a different. approach in assessing redistribution especially it we
believe that government acHvities do provide positive nenefits. We Know that
economic growth in the enterprise economy, expressed as real enterprise GDP per
person e mployed, has beenh positive (disregarding the income offects of changes 1n the

terms of trade). We suggest.ed that informal enterprise may have grown even faster.

Most of the resources transferred to government coms from the farmal sectd, from
taxes on profits, galaries and wages, and taxes on spending of varous forms. The
taxes, both direct and indirect, paid by the informal secter, are almost certainly very
small, even though it contains most of the population. On the cther hand, the infarmal
sactar benefits oM government services and activities {such &8 the police, equcation,
health and road maintenance). Thus the redistribution of resoirces by govanment
probably has the structure shown 1 Figure 6.1.

1+ seems almost cartain that the beneficiaries of the process are the informal

enterprise sector and government employees and politicians. The formal enterpnse
gectar, given the small multiplier, must be the net contributer. Employment in the

hand, employment i the informal sector must have increased, even though there are
no statistics to base the statement on. Has it. grown because it is a net beneficiary, o
pecause the net transfer of resources from the formal enterprise sector makes £
investment orf employment  in that sector relatively unprofitable, o because

government employees and politicians are investing their savings io the informal

cectcx? Or does the expansion of the infarmal sector come about for other reasons,
quite unconnected with govern ment? There are several pessible reasons, one of which
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Fiqure 6.1

Redistribution by government
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15 close links with the formal enterprise sector whose proauctivity and output growth
we have seen to be somewhat stronger than for the economy as a whole; another 15
population growth, although that raises the question as to why population growth has
been rapid: probably the effect of health services disturbing, temparanly at least, the
traditional balance between births and deaths.

At this pant the review ar the possible effects of the government's redistribution of
resources is becoming an analysis of Papua New Guinea's econocinic growth, which s
not the agenda of this report. Enocugh has been said to show that if government
actvities are etfective In delivering benefits, the redistribution model can be a
helpful explanation of growth and change, especially i the intormal enterprise sectar.

In the above analysis the igentification of polticians and public servants as net
beneficianes is nct a cnticism ot Papua New Guinean paliticians ar public servants. It
s a critigue of outmoded approaches to the rale of government in economic
development wiich could be applied to many developing countries, especially in Amica
where the mobihsation of resources trom "enclave™ market economies to sapport rural
gevelopment has had the unplanned ettect ot developing well-paid, well-educated
corps of urbamsed bureaucrats and politicians. The recognition that the main etfect
o government expenditure could be a sodally and economically undesirable
redistribution of potentially userul resources, must be the rust step m a Serious
reapgraisal of the rale of government in development.

It ie obvious that the analysis of redistribution bristles with political 1 mplications, not.
the least of which is the issue of state-making ar state-creation. Perhaps the
redistribution of resources can be justitied in such terms, but if that is the case it
should be recognised for what it is, and not disquised behind economic palicies. £
expenditure on state-building is a dead weight cost it should not be disguised as a
beneficial economic investment.,
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Chapter 7
The productivity of government expenditure

The economic approach

At the mest general level of inquiry, we must ask whether a particular government
expenditure achieves the aims of the activity underlying it. The economic approach
starts to emerge when we ask what would be the effect of altering the plan and
spending a little less, To answer that question we must know the relationship between
the input (the resources used and the way they are used) and the output (the benefits
ar the extent to which the aims are achieved). It helps if the output can be quantitied
and valued in money terms, but that is not essential to the economic approach.

It is from the relationship between input and cutput that costs and benefits can be
estimated and compared, and summary measures, like cost-benefit ratios ar rates of
returmn, calculated and used in decisions about expenditures. For instance, it is
standard practice to select a minimum rate of retwn (based on rates of return
elsewhere) which projects must meet if they are to be undertaken. From what has
been said above, it will be appreciated that a calculated rate of return is no more
reliable, ar unreliable, than the underlying data on inputs and outputs, and on costs and
benefits, and in particular the relationship assumed to exist between inputs and
outputs. For instance, if you are uncertain whether a particular medical activity has
any observable or measurable effect on health, no additiconal insight is gained by
caloulating a rate of return. On the other hand, if the relationship is known with a
reasonable degree of certainty, it IS possible by giving insurance values to warking
life, to calculate the rate of return on the medical activity to see if it is wasteful of
resouwrces or warth undertaking, When resources are scarce, there is no other rational

way of proceeding,

The assessment procedure, cutlined above, must be a continucus process. New
propasals to spend ar invest must be assessed as they arise, and activities under way
must be reassessed as part of the learning process. The information generated by
assessing activities in operation is very aoften the only way of obtaining accurate
information which can be used to assess new proposals.

It is certain that the assessment of existing activities (or the reassessment of a
proposal once it is under way) is never done for most - perhaps any - of the activities
of the departments of the Papua New Guinean gowarnment, That in itseif makes any
suppcosed assessment of a new activity suspect, In fact, only a few departments
attempt to provide an economic appraisal of new activities.

In what follows we review two examples of economic appraisals as case studies. The
tirst is transpart projects, which are economically appraised as a normal approach by
the Department of Transport, and ranked according to their expected rate of return,
The second is some private research into the rates of return on different stages of
education, which if accepted would lead to some radical changes in the allocation of
resources to education.




-32 -

Two examples of economic appraisals

1, Roading:l The Department of Transport makes eCONOMIC appraisals, calculating
expected rates of retumn, of most proposals far developing or extending the national
road system. It has used international teams of consultants to make the ariginal
appraisals and rank the projects. At the present time, with existing information, very
tew proposals ofrer a rate of return greater than 10 per cent per annum, In most
cases these appraisals have been acceptea by the government, but in some cases
political reasons cause a project to be promoted,

While the ranking of road works on the basis of aconomic appraisals 15 a normal
process in most countries, the practice is enforced on Papua New Guinea by the
foreign ar international lenders or aid domors who provide part of the rinance for road
warks, whether new, upgrading or maintenance.

Maintenance is becoming an important part ot road works in Papua New Guinea.
Maintenance 1 in general and in total regarded as a regular, continuous activity,
somewhat similar to a fixed overhead. One consideration is the need to maintain
regional private contractors' capacity, because of the high cost and other difficulties
of moving resources from region to region. However, within regional allocations,
particular projects are ranked by criteria such as traffic density.

In the Department of Transport, as in other departments, there is no follow up
monitaring of results. Consequently, appraisals of new mojects can only be based on
cld asumptions and guesses, and not on information provided by up-to—date
monitoring., The Department of Transport is well aware of the value of monitoring,
and explains its absence as due to lack of qualified people.

The appraisals are based on estimates of both the diversion of existing traffic to the
new a improved road, and the generation of new traffic. The estimates of new
traffic generated are the most difficult to make and are the most coniroversial. Some
of the infarmation used is cross-section data relating freight costs to production of
crops based on provincial studies. However, the methoddlogy can hardly be said to
take fully into account agricultural benefits. The Department of Transport's
consultants concluded that forestry benefits were far larger than those generated 1n
other sectors, largely because new roads in areas of low popalation density did nct
induce migration of agriculturalists.

There is apparently very little cdllabaration between the Departments of Transport
and Agriculture in making roading appraisals. From Hime to time, the Depart ment of
Agnculture asks for an appraisal to be reviewed in the light of proposed agriculrural
developments. However, the joint appraisal of combined transport and agriculfural
proposals, allowing far interaction between transport and agricultural changes, is nct
normally undertaken. More generally, jpint appraisal of developmental proects
embracing sSeveral interacting factors like transpart, health, education and
agriculture, are not undertaken. Of course, there is no guarantee that two
unprofitable ventures will become profitable if undertaken together, but the
dependence of agricultural development on infrastructure requires that a development
proposal be seen as a whale.

1. The information this example is based on was provided by discussions with
officials of the Departments of Warks, Transport and Agricutrure, and two
commissioned reports of the Department of Transpart: Provincial Rural
Transport Study (1981) and Transport Invest ment Programme Study (1984).




- 33—

It is not at all certain that more careful economic appraisal would proguce higher
rates of return, The rates of return on many proposals are low ar negative, It is a
generally held opinion that many rural roads have been built for reasons of prestige
and have no other value: the local people do not use them and have no plans to use
them. In fact the opinion has been strongly expressed that air and water access are
still more important to Papua New Guinea at its present stage of development than
road access.

There are twe basic criticisms of the assessment procedure adopted by the
Department of Transport : firstly, the assumption that little or no development takes
place alongside a road; and secondly, the railure to menitor the economic effects of
the road after the read is built ar improved, These two criticisms merge into cne : the
assumption that no ar little development takes place is a dangercus one because it is
nat based on up-to—date infarmation,

The following comments on roads and development are intended to illustrate the
importance of continuous monitaring of the economic effects of government. activities
and government expenditure. They are based on two brief inspections of rural roads
and their economic envircnment. in the Jirl&i Valley (Westarn Highlands Province) and
around Kimbe (West New Brtain Province),

Economic roads can be thought of as falling into two categories. In one category
roads are an integral part of a development scheme, and can not be thought of as
separate from the planned agricultural development, the schools, and so on. This is
clearly the case with the roads serving the smallhalder ail palm blocks around Kimbe
and Hoskins, The relevant economic test applies to the rate of returmn on the entire
scheme of which the road is part (assuming the best form of the scheme is chasen,
with the road along with the other parts related in an cptimal way to the whaole
scheme). The concept of a separate rate of return on the roads dlone is illogical.

In the other categary is the road built to service two termini, A and B. The primary
cbect 5 to move goods and people between A and B. However, the road could
stimulate development alongside the road between A and B, and a favourable
assessment of the likely development would mean the difference between an
acceptable or unacceptable rate of return, The road from Tabibuga over the Jimi
garge to Kainmbe is in this latter categary. Coffee had been planted and produced in
the Jimi area during the boom of the mid-1970s. The coffee was airlifted out, but
with the decline in prices air transport costs were too high and production
slackened. The road mentioned (and other similar roads in the area) has provided
sufficiently cheap transpart for production to have increased and new plantings to
have been undertaken. Furthermare, gardens have been planted ciose to the roads (so
close in some cases that the resulting ercsion has created an additicnal maintenance
prablem), and the village people use the roads to take their vegetables to market and
bring back cheaper tinned focd and milk than they can buy locally. Access by health
warkers has improved., The effect on education is not known because the area seems
to have been well served with missions.

Similar rural roads were visited near Hoekins. Here the developments were village
production of palm oil fruit, coffee, fruit and vegetables which indicated a deliberate
location of plantings alongside roads by the customary landowners.

2. My thanks go to the Department of Weorks officials who arranged the visits, the
Provincial Works Managers who suggested the routes, and the knowledgeable
"quides" who helped me understand what I was seeing. Of course, T alone am
responsible far the conclusions,
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It does nct appear that the Transport and Agniculture departments collaborate
sumciently to appraise and assess properly either categary ot roading project.
Discussions with otficials in both departments, together with the brief inspections
mentioned above, make it guite clear that while the panciple of economic appraisal is
acceptea, there is no adeguate, properly conaucted practice. In particular, there is no
monitoring ar completed projects to provide the data on which approvals of new
grojects must rest (and test of ald assumptions made).

Monitoring, on a sample basis of a variety of sarts of roads, needs to be undertaken by
a team consisting of transpart and agricultural economists, with assistance of road
engineers, education and health experts.

There is an assumption underlying the Department of Transpart's thinking, held also by
other officials concerned with roads - an assumption contained in transport
consultants' reports, but not necessarily stemming from them - that Papua New
Guinea is unique because, unlike Africa, Malaysia and Indonesia, roads between A and
B do not generate setflement and development between A and B. The com monest
explanation given is the nature of customary landholding, i.e. the difficulty of
outsiders obtaining leases ar ownership. Such an explanation itself assumes of course
that the owners of the land fail themselves to appreciate the economic significance of
a road.

This assumption and its foundations appear to be both unproven, and on the evidence
of roads in the Jimi valley and around Kimbe it is quite false, More research walld be
needed to show whether the assumption halds for some roads and not fof others, Itis
possible that the foundation of the assumption is some badly sited roads!

1t should be noted that nothing said above implies that any particular existing road is
or is not economic, Nor would economic appraisals of the kind recom mended
necessarily show roads with high rates of return. The points being made are that
gowernment, if it is to decide economically, must provide itself with the information
required for rational decisions, and that the Transport and Agriculture depart ments
must callaborate in the assessment and monitoring procedures.

2. Education4 The share o resources gaing into education in 1986 from

government expenditure alone was 6.6 per cent of market GDF (see Table 3.1). This
figure excludes resources provided by parents, churches and other arganisations. It 15
the largest social welfare expenditure, and larger than expenditures on transport and
com munications (the largest economic service). The allocation of the total amongst
different types of education has been estimated to be -

3. Pprofessor L Livingstone has told me that the assumption does nat hald for the
Gazelle Peninsula. Supply responses of people living along roads there are
narmal in relation to their distance from a market.

4. This example is based almost entirely on K. Gannicott : Education in Papua New
Guinea, Islands/Australia Working Paper No. 87/19 (NCDS, Australian National
University, 1987).
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Table 7.1
Expenditure on education
(per cent of total)
Primary &
secondary Other
schoals Universities tertiary
1978 57.9 17.1 25,0
1983 6l1.1 19.0 19.9

Source: Gannicott, Table 1.2.

Enralments in the educaticnal system are estimated to be -

Table 7.2

Enraiments in educational, institutions

Per cent of age

Enralments group enrolled
Primary
1975 256,991 55.7
1983 322,254 60.3
Lower secondary
1975 27,963 12.3
1983 41,702 13.6
Upper secondary
1975 1,243 1.0
1983 1,968 1.5
Tertiary education
1970 3,500 (722) <l.0
1983 8,700 (3,245) 1.0

Source: Gannicott, Table 1.1. Upper secondary indludes Goroka Teachers' Callege

and universities' preliminary year,
approximate (universities in krackets),

Tertiary education figures
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Enrdlments at all Jevels are increasing, but the percentage of the age group enrclied is
in each case very low by international standards, and even by the standards of
comparable developing countries. There is thus great pressure to invest mare
resclrces in education, and the government has as its aim universal pri mary education
in the near future.

The question of where to spend maoney in education has become a vital one.
U niversities accounted far 19 per cent of the education budget in 1983, but only 0.08
per cent of total enrclments. Gannicott comments "if education resources are
limited, as of course they always are, one extra university student means thirty—five
fewer pre—tertiary students {op.cit. p.7)".

Educational economists in attempting to find a rational basis of allocating
expenditures between different types of education, have devised a method of
calculating the rate of return to expenditure on education which relates type and
stage of education to subsequent. earnings (i.e. essential information is census o
sample data relating income to 1evel of education). It is also necessary to take into
account earnings faregone during the period of education. Furthermare, it is
necessary to distinguish the social retwn which includes all costs, and the prvate
return which excludes costs paid by the government.

Gannicott has calculated rates of return to investment in education in Papua New
Guinea, His paper contains a wealth of data and useful commentary, and a very
limited summary of his results is attempted here. Far tuil explanation the reader is
referred to the ariginal source.

Table 7.3 reproduces Gannicott's sammary rresentation. The rates of return reter to
one full cycle of education compared to the previous oycle. Thus, for example, the
social return to a completed provincial high cycle (grade 10), instead of stopping at
the end of grade 8, is 13.3 per cent.

Table 7.3
Rates of return to invest ment in education
Papua New Guinean citizens only, 1979 (per cent)

Level of educational Social Private
invest ment return return
Primary/illiterate 19.9 29.4
Grade 8 (farce—out')/primary 15,2 19.2
Completed provincial high/grade 8 13.3 17.5
Provincial high/prdmary 13.9 17.6
National high/provincial high 9.5 16.1
University/national high <1 11.4
Prmary/illiterate 19.% 29.4
Secondary/primary 11.3 15,7
University/secondary <1 11.4

Source: Gannicott, Table 3.4
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Gannicott's first major conclusion is that mvestment in Papua New Guinean education
after provincial high (atter Grade 10) 15 uneconomic, yvielding social rates of return
less than 10 per cent. (Note that the private return is still economic tor post—grade 10
education.) Furthermore, "the calculated social rate of return of less than one per
cent is the lowest that has ever been reparted for any country's university system
(opcit. p.43)". (It should, however, be remembered that these rates of return are
based on future earnings of students, and do nct take into account the less quantifiable
benefits, e.g. research, contribution of universities to the economy,)

The second majr conclusion of the study is that at all levels of education the social
rates of return are low by the standards of other countries. Gannicott demonstrates
this with the data of Table 7.4. He also points out that Papua New Guinea's rates are
particularly low when compared with developing countries with similar low
enrcalments,

Table 7.4
Sccial returns to education: Papua New Guinea in
international perspective
‘ Social return
Country/region Primary Secondary Higher
(per cent)

Papua New Guinea 19.9 1i.3 <1
Africa 26 17 13
Asia 27 15 13
Latin America 26 is 16
Source: Gannicott, Table 3.5, giving his source as G. Psacharopoulcs, " Returns to

education: a further international update and implications!, Journal of
Human Resources, 1985, 20: Table 1.

We have chosen education and Gannicott's research results to flustrate how decisions
about the allocation of resources can be assisted by economic appraisais. In the
present example, there is a strong implication that society would benefit from
increasing the resources going into primary and early secondary education, and that
these resources could come from universities. However, as well as following up this
line of attack, palicy-makers shauld also ask why all rates are so low. Gannicott helrs
here also,

He attributes the low rates of return to high costs per pupil, the reasons being low
pupil-teacher ratics, relatively high teacher salaries, high proportion of highly paid
expatriate teachers in secondary schodls and universities, the prevalence of boarding,
and excess capacity and wide range of courses in the universities, If these causes of
high cost can be removed without altering the quality of education (and hence the
benefits), there is immediately an enarmous agenda for educational reform, which may
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es going into education, but may increase the proportion of young
from it (and raise the social rate of return). Gannicokt himself
presents some evidence that there are some economies of scale in education ie. costs
per papil are low the greater the numbers - but to take advantage ¢f these economies
it is necessary to overcome some of the rigidities in the present. systeru.

It has not been the intention of this example to show how the results of one research
report can be used to refarm Papua New Guinea's education system overnght. The
intention has been to show how economic appraisal can contrbute to an informed
palicy discussion about options in educaticnal policy and the allocation of scarce
resources to education. The general approach can be applied to most types of social

palicy.

Measuring and accounting for benefits: difficulties

In the roading and education examples above, the costs and benefits that entered into
the rates of return calculations were quantifiable and monetary. Other costs and
benefits, less easily guantified, are not S0 easily assessed. Examples of such costs are
pallution from motar vehicles which affects the health of people, plants and animals.

Examples of potential benefits which are difficult to quantify are the general
academic research output of universities (as distinct from contract research for public
or private interests) and the effect of i ural extension services on the
profitability of imvestment in agriculture. Because such potential benefits present

problems in the minds of palicy-makers which must be resdlved in practice, i is werth
exploring these two examples.

The general academic research output of universities, regarded as a contribution to
the stock of knowledge, provides three sorts of benefits, Firstly, it can, from time to
time, lead to practical cost—reducing economic innovation (cr equivalently, to raising
the rate of return on investment). Tt is never easy to attribute particular innovations
o invest ments to particular pieces of academic research, but it is cbviously eagler to
do this in technalogy and applied science than in the humanities and pure science.
secondly, academic research can be regarded both as a by-moduct of the educational
process and an inter mediate input into that process. In other words, research is part
of the educational process which can improve the effectiveness oar quality of
education. As such, it should be reflected in the rates of return calculations based on
students' future earnings. (Ncte that this has nothing todo with the assessment of the
efficiency of a university lecturer's performance by means of research publications :
that is an entirely separate matter of personal efficiency assessment which may o
may not be useful or sensible.) Hence these benefits do not regquire separate
assessment, but this argument shows clearly how a rate of return to an activity
depends cn the *production process” of the activity {as much as the monetary cost) and
the way that production [rocess affects quality of output. Educational cutput is
perhaps best thought of in guality terms, and most university lecturers would agree
that the best teaching is based at least in part on the personal research of the
lecturexr.

The third benefit of academic research is its diffused contribution to culture through
popularisation and academic contribution to public discussion, etc. This can be
regarded as the consi mption aspect of research, as distinct from its invest ment. aspect.
(the first and second benefits discussed above), and like the consa mption aspect of
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education as a whole (the personal pleasure cbtained from education) is probably best
treated as a beneficial by-product of eaucation which can be dirfused by pnivate
charity (the vduntary efforts of university lecturers), or as private househald
consumption, produced by profit-making enterprise. In either case these private
pleasures do not enter into the calculation of the social rate of return to pablic
education.

We turn to the benetits of agricultural extension sarvices, A straightfaorward approach
to the measurement of benefits would be to relate manhours of an extension officer's
time to subsequent increases in the value of production per unit cost in the district in
which the officer warked. However, in Jamett's view, "the extension dbjective would
seem to be to offer educational help, inclwding technical advice, to farmers which will
assist them...in deciding their goals and in making decisions which will be
compatible with these goals.” There has been much criticism, both overseas and in
Papua New Guinea, of the way in which extension services have operated and of the
fallure of the educational function (e.g. some extension officers have become in effect
managers of the farmer's activities). There are in fact several different perceptions
of the dbpctives of extension services. The straightfarward relation of inputs to
value of output would not capture the educational benefit unless the relation was
examined over a period of time long enough for the direct influence of the extension
service to be removed.

The extension service example thus appears to be difficult to resalve in terms of the
rates of retum to investment in those services, without detailed research into
particular cases, It is possible that the raw data exists in Department of Agriculture
recards, and needs analysing from the peint of view suggested here, Until past
experience is monitored in this way it is not possible to say whether further
development of extension services, or even their maintenance, is warthwhile ar not.

However, it could be argued that this is an example where an attempt at complete
quantification is neither practicable nor necessary. Case studiss carefully reviewed
by experienced experts, the argument would go, could provide the appraisal of the
economic warth of maintaining ar extending extension services, This is a dangerous
argument. Withcut quantification it may be possible to show that a particular
arganisation of extension services gives the best resilt in terms of dbijectves, but
without quantification it is not possible to show that those services are worthwhile.

The two examples of academic research and agricultural extension services were not
chosen to illustrate definitive answers, They were chosen to illustrate analytical
approaches that can be applied in some of the mare difficult aspects of project
appraisal to improve the quality of decision making. The economic appraisal of
projects is not a set of rales of procedure : it is in fact continuous economic research,

5. F. Jarrett : Inngvation in Papua New Guinea Agriculture, (LN.A, Discussion
Paper No. 23, 1985), p. 62.
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Chaptet 8
Delivery systems

When a service like roading, education or agricultural advice has been jidged to be a
good economic investment, the question arises as to what is the most efficient way to
deliver it to the people who are expected to use it, In fact, alternative delivery
systems usually show varying rates of return, and switching from one delivery system
to ancther can alter the overall economic and social value of a service.

Tt is useful to have a general classification of delivery systems. The fallowing is a
rough guide.

. Covernment enterprise selling the service commercially, The organisational
form can vary from tpint venture with private enterprise, to govermment
company and on to government department. If the enterprise is a monopaly (as
is likely) the management in the public interest must be constrained by price and
invest ment guidelines.

Government enterprise selling the service at less than cost, receiving in effect a
subsidy from the government. The organisational form can vary & in (a), the
price being fixed by the govern ment. The extreme, but impartant, case is where
the price is zero (or neminall. In this case the organisation is usually a
govemment department.,

The government providing a subsidy to a private supglier. The subsidy can take
various forms —

a direct subsidy on output, sales or inputs to enable mice to be below
cost..

-

. a voucher given by the government to the intending purchaser, entitling
the latter to a reimbursable purchase of the service (either in physical o
money terms), The private supplier receives his payment (1.e. the subsidy)
by presenting the vouchers to the government. The vouchers can
incorporate whatever degree of choice of supplier the government wishes
to encourage e.g. secondary education vouchers cauld be used in either
government or private schodls.

a tax rebate. Tax rebates are suitable for encouraging pecple to use a
private service, but obviously their use is limited in all countries and
especially in Papua New Guinea. One problem with tax rebates is that a
measure of ity effectiveness in terms of purchase of the service is
difficult. Although administratively very simple, the basic defects of this
form of subsidy Limit its use.

As an example of how these considerations can be applied to specific services,
consider the case of agricultural advisory services. Estate services have been judged
to be unsuitable for smallhclders (see Goldtharpe).™ However, advisary services are

1. C.C.Gdathorpe : Plantation Agriculture in Papua New Guinea,
{L.N.A. Discussion Paper No, 19, 1985).
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Judged to be of benetit to smallhalders (Jarrett)® although as pointed out above, there
appears to have been no attempt to guantify the benefit. The test would be to sell the
government services to smallhalders (and see whether private services emerged as
competing supgiiers, in which case the government could withdraw). The problem
remains of those smallhdders who, it is believed, would benefit from advice, but do
not know that they would benefit. This problem appears to be essentially educational,
and has traditionally justified a free service (i.e. a government subsidy),

the problem. A new method which placed the onus, with an incentive, on the
smalihdlder would be to issue vouchers, They could be cashed with prvate suppliers or
with the government. The government service could be partially com mercialised to
give the advisory officers some incentive to do what is wanted,

Delivery systems are the featwre of government services which are most likely to
reflect cut-of-date or irrelevant ideas, It is certain that effective delivery systems
for developing countries with large infarmal enterprise sectors are different from the
delivery systems suitable far developed economies with large formal enterprise
sectars. Untortunately the systems in place in Papua New Gilnea are transplants of
systems established successfully in Australia in the nineteenth century, relying very
much on the direct services of government departments. It shouid be noted that even
in Australia today (as in most developed countries) there is a move away from direct
government services towards privatisation or com mercialisation,

This report contains no recom mendation for privatisation or commercialisation. That
could only come from a detailed case-by—case inquiry of the economics of services and
their delivery systems., But there is one guiding principle stressed by Professor
Reddaway in an earliar LN.A, paper”. That is, that Papua New Guinea shauald use its
scarce resources to do the things that it does relatively well, This application of the
princigle of comparative advantage applies equally to government, Even a big
government like that of Papua New Guinea {big, in terms of share of resources it
commands), is limited and has to use very scarce factors, including in particular
skilled pecple and organisational talents. To spread these scarce rescurces over all
the government. services provided by the traditional development model is certainly
inefficient and prabably rdiculous.

It is better to limit direct government services to those where the government has a
clear comparative advantage, €.g. general palicy, roads and other transport facilities,
law and order, primary education, hospitals and puablic health (with continucus
monitoring of these services to make sure they are worth daing). Other possible
services, if they are warth doing on economic grounds, will surely be provided by the
infarmal and formal enterprise sectors. It needs to be repeatedly stressed that the
extravagant and wasteful govemment service delivery system of the developed
countries in Narth America, Eurcpe and the South Pacific in the middle of the
twentieth century is not a sound pattern for any developing country, least of all Papua
New Guinea, to adopt,

A sounder piece of advice for governments in today's developing countries would have
come from Britain in the early nineteenth century: concentrate on the small mamber
of things that only you can do well.,

2,  F. Jarrett op. cit.

3. Bran Reddaway : Some Key Imues for the Development of the Economy of
Papua New Guinea, (ILN.A. Discussion Paper No. 26, 1986).
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Chapter 9
Conclusinns

This study started with three basic questions -

. Doesgovemma:texpendinxehaveamtﬂﬁpﬁereffectmampmarﬂMmescr
does it crowd out private expenditures?

. Does it raise the productivity of private investment, or does it impcse a net
burden?

. Could government expenditure be increased, reduced, or better allocated, S0 as
to make a greater contribution to productivity and growth.

The study is a review of existing knowledge and thus inevitahly suffers from existing
gaps in infarmation, particularly statisrical infarmation. The condusions must
therefore be regarded as provisional, liahle to be altered if new information should
become available in the future.

The answer to the first question is a reasonably confident one. Government
expenditure does not have a multiplier effect on output and incomes. The main reason
is the very large leakage of expenditures into imports. This conclusion applies to
investment and exports as well. Investment booms and export booms, like rises in
government expenditure, do not have multiplied effects on output and incomes
because of the large leakages into imports.

The high propensity to import (proportion of an increase in expenditure that leaks into
imports) is the main explanation of the small mulfiplier, Crowding out effects, such
as price, interest rate and kina value increases, which reduce the profitability of
private invest ment, are present, but of much less impartance.

The low value of the multiglier and the import leakage means that a rise in
government expenditure will cause an increased deficit in the external balance of
payments and may put the kina under pressure. The link between the government's
budget deficit and the external current account deficit is very close. Both deficits
can of course be closed by foreign barrowing ar external aid, but not by domestic
barrowing. Tax increases, if sufficiently large to reduce prvate spending on imports,
could in theory close both deficits. The practical conclusion is that unless the
government is prepared to accept increased foreign indebtedness, or greater reliance
on aid, it must accept the situation that its expenditures are constrained by their
etfacts on the balance of payments and the value of the kina.

A less firm but equally impartant conclusion is that the particular structure of
expenditures and taxation invalves a large redistribution of resources from the formal
enterprise sector to househalds. Househdlds comprise the informal enterprise sectar
about whose growth little is known, This growth must benefit from the
redistribution. However, consumption also benefits from the redistribution, especially
when the consumption of 48,000 public servants and their families is taken into
account. It is likely that on balance the redistribution retards growth.
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The second gquestion is concerned with the economic proeductivity of government
activities. This study's conclusion is that the govemment does not have enough
infarmation to know whether any of its activities are economically worthwhile, In
particular, it does not monitar its existing activities to get the infarmation to decide
either whether the activities are productive ar whether new activities are worth
undertaking. This conclusion is based partly on inquiries made in the course of the
study in roading and education, but it can be reinfarced wherever one locks at
government activities. Government will never know whether it is wasting valuable
resources — depriving the private sectar of resources to invest productively - unless it
starts to monitor its existing activities. A sensible conclusion would be to avaoid any
new activities and limit existing cnes until better information is available, The
resources the government uses are scarce, and it must concentrate on daing only the
things it can do effectively. If it doesn't know how effective an activity is, and can
not find out, surely the sensihie thing is to stop that activity.

Because of financial constraints over the last few years, the govarmment has in fact
attempted to evaluate and curtail its activities. Tt is important that this attempt be
maintained even if the financial constraint should weaken in the future due to, tar
example, increased mineral revenues. The argument for curtailing government
activities does not depend on financial constraints (although they are important) @ it
depends on the understanding that a government's managerial and executive skills are
a very scarce resource, and shoild only be used to provide highly productive and
essential services.

Is government expenditure too great overall? The conclusion here is that Papua New
Guinea has a high ratio of government expenditure to GDP by the standards ot
develpping countries. In fact she falls within a very small group of low-income, open,
agricultural economies with poor growth rates and very high ratics of government
expenditure. Al of these countries receive ralatively large amounts of external aid
which undoubtedly swells government expenditure especially if it is project aid. The
low GDP and its slow growth inevitably give a large ratic of government expenditure
to GDP, but, quite apart from this arithmetical effect, aid itself encourages high
levels of government spending and activities. There is a strong suspicion that aid in
Papua New Guinea is so large that it forces government to over-extend itself, spreaa
its resources too thinly and undertake inetficient and ineffective activities. There can
be no direct proof of this suspicion, but Papua New Guinea's poor growth performance
and her relatively large government sector start to make a case to be answered, Just
as the government needs to limit its activities to the highly productive and essential,
so it should limit aid projects to not only the highly productive and essential, but also
those that do not absorb too many scarce Papua New Guinean resources,

The final guestion overlaps with the others : could government expenditure be altered
to improve productivity and growth? As has been pointed ocut above, government
neeis mare infarmation if it is to be sure that anything that it does is economically
warthwhile, Big government must be under suspicion,

The present trends of reducing the share of government expenditure in GDP should be
continued. But it is not enough to adopt acros-the-board proportionate cuts. That
may be pdlitically safe and easy, but it is dangerously inefficient. If vested interests
are far the tme being toe powerful to severely cut or abolish a service, different
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methods of delivering the service can be tried, Subsidies to private providers ot
services (e.g. agricultural extension services) could be more efficient and enable
greater contral and monitoring of the service to be undertaken. The delivery systems
inherited from the past should not be regarded as sacred, but as one set of alternatives
amongst many.

At the beginning of this study it was stated that it was hot concerned with a detailed
analysis of the financing of expenditures, i.e,-with taxation, barrowing aor aid.
Neverthless, in analysing the effects of expenditures reference has been made to
taxation and aid, and the multiplier and crowding ocut analyses depend upon the
methods of fihancing, A more complex politico-economic issue is govermment
expenditure over a period of time which relies on rising government indebtedness.
This is inevitably a palitical issue because one generation is shifting the burden aof
finance on to a succeeding generation.

The normal approach to this government indebtedness, as to all types of indebtedness,
is to compare the costs of increased indebtedness with the benefits arising from the
expenditures, If the rate of return is greater than the interest rate, the increased
indebtedness is justified, (This rule is of course the same as what should be the normal
yardstick for any government activity. As we have said, any government expenditure
should show a rate of retum in excess of a minimum related to the level of an
appropriate interest rate.)

This approach to increased government indebtedness brings the issue clearly back to
the question whether the government knows what is the productivity of the particular
investment, Our conclusion is that the govenment usually does not have adequate
information. Hence it is not possible at this stage to either approve or criticise the
rising level of government indebtedness in Papua New Guinea.

Finally, it must be said that Papua New Guinea has inherited a governmental structure
and a philosophy of the rale of government in development that is probably out of
date, even if it was ever relevant to Papua New Guinea's prablems. It is a structure
and philosphy derived from Australians' (and New Zealanders') experiences in their own
countries. Tt fitted in well with the international development ideclogy of the 1950s
and 1960s, It is very likely that Papua New Guinea will achieve its goals mare easily
if it forges a structure and philosophy of s own. If successful, this will almost
certainly mean a smaller and more selective rdle for government, with fewer but more
effective activities.
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Appendix
1. Government expenditure statistics

Saurces of data of Tahble 2.1

Tctal

aJd. &1ii

=3

d

GDP (market}

1980-84 Government Finance Statistics (National Statistical
Office),
National plus provincial total expenditure and net lending,
less national transfers to other levels of government
{(cuzrent and capital),
1985-86 IMF Financial Statistcs : Central government total
expenditure and net lending,
1987-88 1988 Estimates of Revenue & Expenditure : Total
expenditure less debt principal repay ments (rounded down).

1981-86 National Statistical Office unpublished.

1980 Government Finance Statistics raised with 1981 ratio of
National Statistical Office unpublished to Government Finance
Statistics,

1987-88 1988 Budget Document No. 1, Appendix 1, Tahle 8.

1980-84 Govarnment Finance Statistics.
1985-86 IMF Financial Statistics
1987-88 1988 Estimates of Revenue and Expenditure,

Residual.

1980-84 National Accounts.

1985-88 1988 Budget Document No. 1 (198586 Table 2.1;
1987-88 Appendix 1, Table 8; non-market production
estimated at K384 million (1987) and K 413 million (1988)).

The total for 1980-84 includes provincial expenditures cutside
the national budget, but not for later years. Local government
expenditures outside national and provincial budgets are nct
indluded. a and b inciudes estimates of provincial and local
government expenditures, but the latter are regarded as
unreliable, Errors will appear in the residual "d®,

Current and capital expenditures on goods and services in
Government Finance Statistics (unlike the National Accounts)
exclide the expenditures of non—commercial statutory bodies
{e.g. universities); these expenditures are indluded as transfers
to non-profit institutions,
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Bppendix Table A
Market GDP at 1981 values (linked Series)

(K million)
Imports Exports Private Gross fixed Government Real income
of goods of gocds final capital final (GDP with terms
GDP & services & services consumption farmation consumption of trade adjustment}

1972/3 13749 672.0 551.6 592.2 334.0 461.9 1249.6
1973/4 1443.2 648.1 676.4 567.9 314.2 469.1 1516.8
1974/5 1450.5 837.3 718.7 602.9 360.0 498.1 12128
1975/6 14145 679.6 628.2 620.7 266.2 499.8 1148.5
1976/7 1328.0 740.8 6011 648.8 301.2 441.3 1247.5

1977 1277.0 818.8 560.7 709.0 307.7 448.9 1274.5
1978 1403.6 §35.8 613.6 757.0 335.2 462.8 1317.1

1979 1435.6 900.2 612.0 810.3 386,7 477.3 1457,6
1980 1405.6 986.0 610.0 B6l.1 436.6 464.6 1346,2

1981 1395.0 987.6 642.9 821.2 447.5 443.9 1195.7

1982 1393.5 976.0 632.5 784.8 528.3 418.8 1158.1
1983 1451.6 968.7 643.5 829.8 543.9 414.1 1187.1

1984 1463.0 949.4 642.6 874.6 430.1 407.1 1289.6
1985 1543.0 9503.4 743.9 895.4 36l.1 410.0 1296.1
Revised

1984 1432.6 433.3 424,7 1259.4

1985 1534.1 364.3 429.3 1287.6
Preliminary

1986 1588.9 395.5 419.0 1318.0



(iii)

—47 -

2. The national acoounts

Constant price linked series 1972/3 to 1986

Far several of the calculations in this report constant price series of market
GDP and its expenditure components were required, Linked series for 1972/73
to 1976/67 (June year) and 1977 to 1985 (December year} were constructed
from the successive National Statistical Office series at 1972/73, 1977 and
1981 values, The linked series is based on 1981 values, with the 1972/73 and
1977 series raised in the ratios of 1971/73 and 1977 prices to 1981 prices, The
series to 1985 are given in Appendix Table A, based on successive National
Accounts Statistics Bulletins up to No. 26, January 1987. 1988 Budget
Decument No. 1 contains revised estimates of market GDP and government
consumption for 1984 and 1985, and first estimates for 1986, which have been
used in Tables 2.2 and 3.6 above,

Real income series : correction for the terms of trade

R. Goodman, C. Lepani & D, Marawetz The Economy of Papua New Guinea
{Development Studies Centre, ANU, 1985) give estimates of "a terms of trade
adpstment to reflect real purchasing power of the GDP" (their Table A8,
prepared by Dr. J, Guest). The final edlumn of Appendix Table A gives a
linked series in 1981 mrices of market GDP adjusted for change in the terms of
trade, using the method of Dr. Guest,

Real enterprise GDP

Real GDP includes the cutput of government activities : the non-com mercial
o non-profit-making services measured in the National Accounts as
government final consumption, defined as the government. wage and salary bill
(discussed above) and the cther government current purchases, (In other
wards, government services are included in GDP at cost.) If we want to
examine the relationship of government expenditure and real GDP it is
sensible to exclude government services from real GDP. We have done this by
defining real enterprise GDP, which i5 real GDP less real government current
consumption (see Diagram 1.1). This real enterprise GDP is in essence an
index of enterprise (profit-making) output, produced by both the private and
public sectars (including joint ventures). The estimates of real enterprise
GDP, with and without the terms of trade correction, are given in Table B,
together with estimates of related formal wage empgloyment.,
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Appendix Table B
Enterprise real GDP, income and employment
Real enterprise Real enterprise Enterprise
GDP income wage employment
K(1981) million K(1981) million (numbers)
1978 940.8 854.3 135,013
1979 958.3 980.3 141,004
1980 941.0 881.6 157,394
1981 945.1 745.8 149,429
1982 974.7 739.3 : 138,923
1983 1037.5 773.0 142,255
1984 1007.9 864.9 138,637
1985 1104.8 866.8 141,976
1986 1169.9 891.0 148,283
Source: Real enterprise GDP : market GDP at constant prices, less government
final consumption.
Real enterprise income : market GDP at constant prices, carected far

terms of trade, less government final consamption,

Wage employment : P, A. McGavin : The Labour Market in Papua New
Guinea : A Survey and Analysis, (L.N.A. Discussion Paper No. 24, 1986)
updated from Bank of Papua Rew Guinea.

Real enterprise GDP had a trend rate of growth of 2.6 per cent per anmum aver the
period 1976-86. The effect of the changes in the terms of trade is seen when we
compare real enterprise income : the large fall during 1980-82, and the subsequent.
rise; in 1986 real enterprise income had barely risen above the 1978 level, and was
gtill well below the average of 1978-80. :
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3. The marginal propensity to import and the multiplier

Estimates of the maryinal propensity to impart were obtained from the annual time
series data in Appendix Tahle A with 14 observations from 1972/73 to 1985. The
fallowing are the results (imparts are the dependent variable) ;

Parameter Standard
estimate error

(a) Intercept —-423.336 525,776
E Exports 0.073 0.219
C Prvate consumption 0.742 0.144
IInvestment 0.737 0.182
G Government consumpticn 0.875 0.054
AdjR ~sq. 0.890
Durbin-W atson 2,283

(b) Intercept -831.410 213,596
Total i
(E+C+I+G) 0.743 0.094
AdjiR - 5q. 0.825
Durbin-W atson 1,016

(c) Intercept 158,450 772.352
GDP 0.490 0.546
AdjR -8&q. ~(.0153
Durbin-Watson 0.553

Cbviously, GDP itself does net provide a satisfactory independent variable, However,
totalexperﬂitureprmﬂdesasensih]erauh:,espeda]lymtheﬁghtcfthe
disaggregated version (a), (The parameter estimate of G is suspicioudly high and (like
that of E) not significant according to the T-test), If we assume the disagqregated
marginal propensities to impart are -

C 0.74
I 0.74 as in equation (a)
E 0.07
& G 0.25 L.e. one quarter of government consumpticn expenditure

jsspentdirectlyonimports(ﬂﬁsisove:GOpercmtof
expenditure on goods and services other than wages and
salaries)

Propensity to impert out of GDP of 0,75, Even if the cther leakages at the margin are
no mare than 0,25, this implies a multiplier of about unity,

These conclusions receive some suppart from "reduced form® equations explaining
GDP in terms of Exparts, Investment and Govemnment conmumption ie. asmaming the
latter are exngenous and not interdependent. W:‘i’lmtlags,therem]tss.howﬂ:atmly
Exports have a significant effect an GDP, but the "multiplier" does not exceed unity,

None of these results should be regarded as mare than indicative, but supparting the
arqument in the text of Chapter 6, '
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List of persons interviewed

R. Allan, Kina Securities, Part Maresby

B. Alpis, Department of Works, Kimbe

K. Amoako, Department of Transport, Part Mcaresby

N. Bokas, Bank of Papua New Guinea, Part Maresby

M. Carr, Department of Works, Port Maoresby

R. Crothers, Department of Finance & Planning, Part Maresby
L. di Silva, New Zealand High Com mission, Port Moresby

W. Dutton, Ningerum Transport Pty. Ltd., Part Moresby

T. Gigataras, Department of Warks, Kimbe

R. Grynberg, University of Papua New Guinea, Part Maresby

J. Guest, Bank of Papua New Guinea, Port Moresby

. Hall, Westpac Bank - PNG - Limited, Part Maresby

G. Harding, Willing & Partners, Pat Maresby

K. Hori, Department of Works, Pat Maresby

C. Howells, Department of Works, Mt, Hagen

p. Kochanec, Taxation Office, Port Moresby

p. Lichwark, National Statistical Office, Part Maresby

J. Lohberger, Internal Revenue, Part Mareshy

G. McGhie, New Zealand High Com missicn, Part Maresby

W. McLellan, Steamships Trading Company, Part Maresby

7. Millett, Tnstitute of National Affairs, Part Moresby

G. Mara, Department of Warks, Pert Moresby

5. Peiris, National Statistical Office, Port Maresby

P. Sai1, Department of Agriculture and Livestock, Part Mareshy
T. Seta, Department of Education, Port Mareshy

D. Smith, Department of pPearsonnel Management, Part Maresby
. Vickerman, Department of the Prime Minister, Port Maresby
D. Willies, Bank of Papua New Guinea, Part Maresby
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