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Introduction

Various episodes ofes Minister andYes Prime Minister may have inured us to the
machinations of the Permanent Secretary in Her sfidgeGovernment, but a deeper
message lies within the economics of public chaiwg bureaucracy. The process of
government has profound effects on the kinds ohewoc policies that emerge from
democratic governments and how they are implemented

Political decision making in the economic sphermines a balancing of views of
different interests to find some common denominalbe final decision in a given
case is likely to be influenced by those who bbardosts and those who share the
benefits of the policy decision. This article saegtg that the transaction costs
involved in the political process itself are alsgpiortant.

Public choice economics has focused attention amyrparts of the political process
such as the role of constitutions, the use of rulesearning of economic rents,
principal-agency relationships and capture of irgelent government-owned
organisations by interest groups. The meeting pldesre these issues are resolved is
known in public choice circles as the “politicalnket’. The political market can be
seen as the collective expression of individual gmodip preferences through an
aggregate decision-making process, the governmpoligy.* Less attention has been
paid to the economics of political processes thatuged to formulate economic
policy. "Transaction cost' economics, a branchef hew institutional economics’,
has some potential in this regard which is disaigse¢his article.

Working from the writings of Buchanan, Williamsamd North, it is possible to
construct a transaction cost model of the polititadision process and its effects on
the formation of economic policy. The model sedgipmns and interest groups
resolving their differences by adopting policy maas that suit both parties.
Politicians favour policies which extend the lifetioe party[ies] in power while
interest groups favour policies which deliver béiseb them now and in the future.
Interest groups are powerful precisely because ¢hayinfluence voting patterns and
party finances. Major transaction costs arise fthendifficulties and uncertainties of
maintaining control of the process over time.

In the first part of the article | review receriehature in this area, and follow that with
a discussion of some of the implications for puplblicy analysis.

Transaction cost economics
Transaction cost economics derives from the worRarfald Coaseho first posited
thatwhen it is costless to transact, the efficient cetitipe solution of neoclassical

! See D.B.Johnson (199Bublic Choice: An Introduction to the New Political
Economy, Bristlecone Books, California.



economics obtaifslt does so because the competitive structure afiefit markets
leads the parties to arrive costlessly at the mwlwhich maximises aggregate income
regardless of the institutional arrangements. Bth wformation deficiencies and
imperfections in input and product markets furttnansaction costs are incurred by
the firm in the conduct of its business. It is nonder costless to transact and the
institutional arrangements have a bearing on theome as the base line is no longer
the neoclassical solution.

As a result, proponents of the institutional applotherefore focus on alternative
governance structures in firms and ask what aredhgains after costs of
information gathering and maintaining contractsehbeen taken into accodnThe
focus is on organisational alternatives rather th@marginal conditiong.he
marginal conditions are seen as some ‘ideal' beadhwhich can never be achieved
in the real world.

This approach is the basis of Oliver Williamsomialgisis of hierarchical
organisations and the economics of vertical anizbotal integratiofi It stresses the
role of a number of transaction costs that prettempure model of competition
working in an imperfect world. In particular, cosfsmaintaining and policing
contractual obligations and asset specificity heedeterminants of the final outcome.

Government policy formation

Can this reasoning be applied to government paheking and organisation?
Douglass North, Murray Horn and Avinash Dixit areang those who have applied
transaction cost economics to political decisiorkimgin the realm of economic
policy®. There is a new recognition of the role of gover®structures in policy
making institutions. In turn, these constructs ém@bolicy formation and
implementation to be identified separately from ploétical process of which they are
part.

The study of alternative institutional arrangemestésted with the work of Coase. He
observed that the conventional approach in wekammomics was to consider an

2R. H. Coase (1960), The Problem of Social Camtrnal of Law and Economics 3,
1-44.

% This follows D.C. North (1990a)nstitutions, Institutional Change and Economic
Performance, Cambridge.

* The most recent statement is that of Oliver Willg@n (2000), The New Institutional
Economics: Taking Stock/Looking Ahead, Invited Rgmesented to Annual
Conference of the Australian Agricultural and ReselEconomics Society, Sydney,
January 23-25.

® Main references are North, D.C. (1990b), A TratisadCost Theory of Politics,
Journal of Theoretical Palitics 2, 355-67: Horn, M. (1995)The Palitical Economy of
Public Administration, New York, Cambridge University Press; and Dixit, KA.
(1996), The Making of Economic Policy: A Transaction-Cost Politics Perspective,
MIT Press, Cambridge, Massachusetts.



ideal economic system and then prescribe whatdessary to achieve the ideal. The
recognition of the importance of transaction coistesferred analytic interest to
alternate systems of governance, whether privapeiblic. Public policy involves a
choice between alternative social institutions,clibare created by law or are
dependent on it. Without knowledge of what couldabkieved under alternative
institutional arrangements, it is impossible to@®wisely among theén

This approach is consistent with classical econsmigere the primary objective of
political economy was to contrast alternative [cditand frameworks in order that
choice among these institutional arrangements ntigltetter informed The

economist following the Pigouvian approach in thalgsis of market failure

problems is likely to prescribe government actidreve none is warranted because the
method has an implicit bias toward interventiosisiution$.

The US economist Pasour reasons that the Pigoapjaroach is flawed precisely
because it ignores transaction costs. If one egplorany actual exchange situations it
is soon found that they are characterised by ineperharkets, deficiencies of
information and unequal bargaining power. As Avin&sxit puts it: "As a crude but
effective caricature, one can say that normatideypanalysis began by supposing
that the policy was made by an omnipotent (haufigiite power), omniscient

(infinite knowledge), and benevolent dictator. Mmark on second best removed the
omnipotence. That on information removed the omers®. However, the
assumptions of benevolence and dictatorship hawaired unaffected by all these
improvements in our understanding of the limitsrstruments and information....In
reality, a policy proposal is merely the beginnaig process that wlitical at every
stage - not merely the process of legislation abed the implementation, including the
choice or formation of an administrative agency #resubsequent operation of this
agency'(italicsin original).

Dixit's approach
Dixit develops an organisational approach as prechby the likes of Buchanan,
North®, and Williamsof’. In terms of the political process, Dixit puts the standard

® As stated in Coase, R. H. (1988he Firm, The Market and the Law, Chicago, The
University of Chicago Press.

" This is set out in Buchanan, J.M. (198plorations into Constitutional
Economics, R.D.Tollison and V.J.Vanberg (eds), College Statitexas A & M
University Press.

8 pasour, E.C. (1993), Economics and the Public@#liocess: What Can
Economists DoM\ew Zealand Economic Papers 27, 1-17.

® According to Williamson (1999, p.309), North suggethat the efficiency of politics
is to be judged by examining how closely an acbaditical market “approximates a
zero transaction cost result'.

19 williamson (1999) does not offer an analysis, wknowledge, of the economic-
political system. He appears to be diverted bypibsibly more interesting question,
to him, of whether private bureaucracies replithésattributes of public
bureaucracies: The discrete structural atributasdefine and distinguish the public



normative approach to policy analysis views thi®lelprocess as a social-welfare-
maximising black box, exactly as the neoclassivabty of production and supply
viewed the firm as a profit-maximising black boxEconomists studying business and
industrial organisation have long recognised tlael@guacy of the neoclassical view
of the firm and developed richer paradigms and risooi@gsed on the concepts of
various transaction costs'. Dixit therefore sugg#sit a better model of the policy
forming process should be based on an analysteafievant transaction costs.

Dixit asks what organisational forms will overcothe monopoly of information held
by bureaucrats, the opportunistic behaviour ofl ggrvants, the problem of divided
principals, and government-owned asset specifi¢itgZlearly derives his approach
from the writings of Oliver Williamson and Douglassrth. Dixit identifies
transaction costs involved in overcoming the asymmadistribution of information
between parties (signaling and screening costss ocdsnonitoring and incentives,
auditing costs and costs of misrepresentation}seogolved in managing agents
(monitoring, incentives, and contractual obligasiprcosts of agents responding to
multiple principals (coordination of policies, plag off one principal against another)
and costs related to asset specificity (irreveesifwestments and lack of durability).

Following a Williamson approach, Dixit takes thewithat the election process
creates a contrabietween the politicians (individuals or partiespdministrators
(regulatory agencies etc), and the citizens (intdigls or interest group organisations).
The contract is a promise of a policy (or prograhmeeturn for votes (or
contributions). Unlike private contracts, such ppicontracts are difficult to enforte

First, political contracts are rarely between tweady identifiable contractors; they
have multiple parties (voters or lobbyists) oneatst one side of the relationship.
Second, their terms are generally much more vagngppken) than those of
economic contracts. They leave much room for imetgtion, and many loopholes for
escape and opportunities to blame third partiderae majeure for failure to deliver.
Thus a promise to cut taxes rarely specifies by hmweh, and can be rescinded when
the budget situation turns out to be much worse #xaected. In the electoral
contract, the citizens have granted the electeckseptatives certain powers to collect
taxes and make decisions on their behalf, the sadflgguards in this process remains
the free vote and, if this goes, abuse of powkkeasy to follow.

A Westminster approach

A similar approach has been put forward by ex Ne&l@nd Treasury official,
Murray Horn. He spells out some of the detailshef ¢éxchange the two parties enter
into?. His interpretation is also driven by boundedaradility, opportunism, agency

bureau and are responsible for its powers anddtrits thus need to be identified and
explicated' (Williamson, op cit, p.307).

2 Williamson (1999, p.310) summarises the Dixit vi@int; “[he} works out of an
incomplete contracting setup in which bounded retiity and opportunism are
featured and holds that the object is "to undedskeow the combined economic-
political system evolves mechanisms to cope wighvdiriey of transaction costs that it
must face' (Dixit 1996, p.xv)'".

2 Horn does not specifically refer to the relatidpsis a contract, nor to incomplete
contracts. He states (1995, p.13) that legislaindstheir constituencies engage in



theory and transaction costs in a parliamentaméwork. He introduces some of the

specifics of the political process and the accomgipantransaction costs, including the
cost of durability or lasting impacts. This is adet definition of transaction costs than
described by Dixit above.

Horn's transactions approach examines the reldtipraenong three sets of actors with
different roles and motivations. "Legislators' #re elected representatives who
perform both legislative and executive functionsgislation can only be enacted by
an “enacting coalition' of individual legislatorthat is, a group of legislators that is
large enough to guarantee the passage of a lmllamt. Constitutional differences
between countries affect such groupings and thdieak they might seek.
"Administrators' are appointed rather than eleciégy answer to the legislature.
Horn assumes that they do not bring policy prefegsro their work! “Constituents'
conveys the idea of particular groups in sociesy tlave a [vested] interest in the
policy making process. Constituents enjoy the benebr suffer the costs - of
legislation, offer support or opposition to legtsias, and, ultimately, elect legislators
to office. While these stereotypes tend to simgliy complexity of the
political/administrative process in any one countgrn maintains that they are
sufficiently general to explain decisions legistatmake about the organisation of
public administration on a broad front.

The approach focuses on the difficulties politdatision makers have in securing
continued electoral support on a longer term basigislators are regarded as self-
seeking in their use of legislation to increasearthet political support and lasting
power. Their opportunities are limited by the traetgon costs of achieving agreement
on their proposals. These are the time and efftakes to reach agreement on
legislative refinements and any time and effort #ffected private interests
subsequently have to devote to participating inlemgntation and administration;
political uncertainty that the legislation will lasincertainty that the legislation will be
administered as intended; and uncertainty aboutligtebution of private benefits and
costs. If such relationships are regarded as thartia of the “exchange' between the
respective actors, then they are generically simdlaVilliamson's “far-sighted but
incomplete contracting'.

The elected/political appointees who are mostyikelremain in power are those who
are most successful in overcoming these transaptimsiems in the political process,
such as those who are best able to reassure tipgiogers that the benefits of
legislation will not be lost to administrators mplementation, or undone by
subsequent legislatures. Successful implementatibdepend on administrative
agents who do not necessarily share the objeatifvlbge enacting coalition and its
constituents; these divergences create transamists to do with monitoring the
performance of such agents and devising a systeewairds and sanctions that
improve performance. There is no reference to agstificity in this version of the
model though government administrations are litelgiepend on labour specificity in
the administrative staff. Williamsdhnotes that asset specificity is negligible in most

exchange. Legislators want electoral support amdtdaents want the private benefits
- or to reduce the private costs - of legislatiéailure to deliver is measured at the
voting booth and through other means of politicgdsort.

13 Williamson (1999, p.322, 339)



public sector departments but human assets in maloljc bureaucracies involve
considerable specificity (for example, nontranddégdraining and social
conditioning).

Furthermore, the amount of net electoral suppgislators receive from promoting a
piece of legislation depends on the net flow otgasd benefits that private interests
expect it to generate over time. Implementationr$ea this calculus because private
interests are sufficiently forward looking to aip@te how decisions on
implementation will affect the flow of benefits andsts Political support will cease
unless they are well pleased (over time).

Horn's model supplements Dixit's model and bringskithe broader concepts of
public choice into main focus. The uncertaintiesnidfied by Dixit (information
asymmetry, monitoring of agents and opportunisreqi costs in the political process
that have to be overcome if lasting control of Tmneasury benches is to be achieved.
The model posits that the endeavours of the ldgisigooliticians will continuously be
directed to their own survival. This will be acheevby paying greater attention to the
wishes of their supporters in a longer term framdéwOne term of office is never
sufficient.

Now in a certain sense, these endeavours can belezhas an optimal arrangement
of the nation's affairs. The model posits thataffe public administration requires
that the transaction costs be minimised in detangiand pursuing society's goals.
There will be pressure from constituents to finaskecost solutions to the problems of
the day.There will be limits on the revenue and challeniges alternative
expenditure items including government programrbehate and bargaining will tend
toward least cost solutions.

Discussion

The insight from the transaction cost model ofgbétical market is that it mimicks
how policy decisions are reached in governmentipslrather better than previous
constructions. Outcomes are based on the balan€ingerests and the respective
power bases of the participants. The balancingtefésts extends to policy
implementation and performance. Participants hawested interest in who is to
implement a policy and on what terms and will iefhge the political decision
accordingly.

The model recognises that power is unequally tisteid and that silent majorities
tend to be forgotten. The balancing process asstimédaterested participants can
anticipate future benefits and costs that affegir tivelfare and that they will act in
this light. The model assumes that self-interedbiginant to the national interest in
most circumstances.

The model does not requia@y deep analysis of political motives but rathregs ®ut a
useful framework that explains the process in wigicbnomic policy is conceived and
executed. It clearly posits that decision making twabe a political process subject to
electoral demands and interest group pressureeoorté hand, and national interest
concerns contained in rational advice from civivaats (who may or may not be
disinterested) on the other.



It can be utilised to examine the structure of goreent bureaucratic organisations.
Oliver Williamson offers a detailed analysis of {i8 Department of Statk He asks:
could the organisation of foreign affairs by thepBgment of State be replaced by a
private bureau? Not surprisingly, perhaps, he caimése conclusion that it cannot
and that there are specific tasks for which a guwent bureau is more suited. These
tasks include situations where hazards of prolaiyk(of honesty) are to be avoided
and organisational matters such as dependencdourlasset specificity (social
conditioning and reliance).

The model indicates that blackboard exercises winglproducer and consumer
surpluses are of limited use in policy making. Phesence of transaction costs will
suggest different solutions to a policy problemeatepng where they fall. The case for
government intervention in the market failure ciaseot clearcut if the costs of
intervention outweigh the possible benefits. Thraeg be little or no relationship
between the costs and benefits estimated by tisedeutbserver and the evaluations
that individuals place on alternatives in actualich situation¥.

Another application is to ask whether haicy advice function in a government
bureau could be contracted out? The Canadian ae@airof agriculture, Agriculture
Canada, explored this option and sponsored a stiuaimilar proposal in New
Zealand®. While the study recognised that alternative sesiaf advice should be
sought, for informational reasons, it came to thiectusion that confidentiality and
probity concerns made the function more suitabl@fpublic bureau.

More widely, the international flavour of the ansis/overcomes the dominance of US
writing on the subject dependent as it is on intgtions of the US constitutibh
Murray Horn, in particular, while drinking at theuntain at Harvard, has incorporated
the Westminster tradition into his version of thedal and broadened its application
to include state-owned profit-making organisatiaasvell as government-financed
bureaus.

While there is still an emphasis on democratic govental decision making,
particularly with regard to maintaining electorapgort, the focus on institutional
economics broadens the application to non-demearegimes and offers a fruitful

14 See Williamson, O.E. (1999), Public and PrivatecBucracies: A Transaction Cost
Economics Perspectivéournal of Law, Economics, and Organisation 15, 306-42.

15 A case where such costs exceed benefits [soilogrds discussed by E.C. Pasour
(1993), Economics and the Public Policy ProcBies; Zealand Economic Papers 27,
1-17.

16 See Storey, G.G. (1996), Investigation on the icatibns of Government Reform
in New Zealand for Obtaining Economic and Policyalysis for the Agri-food Sector,
Department of Agricultural Economics, UniversitySdskatchewan , for Agriculture
Canada.

" For a comparison of Westminster with the US paréiatary system, see Weaver,
R.K. and Rockman, B.A. (19930 Institutions Matter? Gover nment Capabilitiesin
the United States and Abroad, The Brookings Institution, Washington.



avenue of further resear@hlt also provides an entry point to the analysis o
malfeasance and corruption in government admitistrst®

Another application is in the distribution and adisiration of foreign aid. Many IMF
and World Bank programmes are focused on particidaonal policy programmes or
projects which depend on local initiatives and eiec’’. The strengths and
weaknesses of national administrations very soomedo the fore when visiting
economists seek answers to poor response ratesssive aid packages. Institutional
economics offers useful guidance to those seelifym in E. Europ®.

A powerful analysis of EU milk policy in this traitin has been published by FAO
In this study, Roland Williams, an ex-official dfa Milk Marketing Board, shows
how the details of the policy emanated from thengeof the Treaties establishing the
European Community. The Treaties providedbestitution of the Union for making
individual acts otommon policy, but the individual constitutions of the migen states
(in all their diversity) provide for the implemetitan of policy where governments
and agencies are dependent on the traditions bppéisies and national legislatith
Williams suggests that little can be changed invtag of “policy’ without first
changing the constitutional arrangements whichnabbthem to develop as they have
in the first plac&. He explicitly rejects “a marginalist approactwinich judgement is
passed on the system in relation to what the wdkeves would be the oucome of a
free-market situationlt@licsin original).

| have argued elsewhere for a more realistic patiaking framework as a guide to
better policy making. National and international advisors in ministrnesuld benefit
from a better understanding of the institutionatkgaound. University training could
benefit from the teaching of more institutional eomics and its practical
applications. More university people could with adtage work in the civil service.
General economists could re-assess their welfadelm@and voluminous writings in
the professional literature and pay greater regatbe conditions under which their
policy recommendations will have to operate. Thelavof Pigou would then find its
proper place.

13 | have discussed this elsewhere, see JohnsonMR {4990), The Role of Political
and Economic Institutions in Rural Strategy Forrtiala and Implementation
(http://WBLNO0018.worldbank.org/trade/decagridoc/referencedocuments).

19 Johnson (199%p. cit.)

20 Johnson (199%p. cit.)

1 See Williamson, O.E. (1995), The Institutions &wlernance of Economic
Development and ReforrRyoceedings of the World Bank Annual Conference on
Development Economics 1994, Washington, 171-197.

22 Williams, R. (1997)The Political Economy of the Common Market in Milk and
Dairy Products in the European Union, FAO Economic and Social Development
Paper 142, FAO, Rome.

23 See Williams (1997), p.7.

24 Williams, op.cit., p.107.

% See Johnson, R.W.M. (1994), The National Intek&ststminster and Public
Choice,Australian Journal of Agricultural Economics 38, 1-30.



