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1. Introduction

I have recently finished reading the reminiscences of Zhou Ziyang, the Chinese Premier who contributed so much to the liberalisation of the Chinese economy in the 1980s, and who was removed from office in 1989 after refusing to send troops into Tiananmen Square.

Zhou described the process by which he came to understand the flaws inherent in central management of the Chinese economy:

I . . . reviewed the problems of our economic development since the establishment of the People’s Republic of China. In 1980, as compared with 1952, . . . industrial output had grown 8.1 times, GDP had grown 4.2 times, and industrial fixed assets had grown 26 times. However, average consumption had only doubled. . .

Over 30 years, inputs had increased 26 times. Outputs had increased 8 times. And consumption – one measure of outcomes – had mere doubled. China had become obsessed with maximising production and lost sight of productivity – the ratio of inputs to outputs, while the interests of consumers – the way in which outputs delivered ultimate outcomes – were barely recognised.
Zhou realised that if they were not manufacturing products that consumers, at home and abroad, actually wanted, then increased production just meant increased waste. At a conference in 1982, he said: “Often we have fallen into the situation of ‘good news from industry, bad news from sales’”.

In reflecting on Zhou’s recollections, I was struck by the similarities to the public service economy. Right around the industrialised world, governments have organised their public service economies on the same ‘productionist’ model employed by the Chinese government up to the 1980s.

In fact, the Chinese system was somewhat more sophisticated. Their managers were at least measured on their outputs, while our public service managers are largely measured on their inputs – the number of hospital beds, the number of police, the amount being spent on infrastructure.
And yet, we know virtually nothing about whether public wellbeing has improved, because we aren’t seriously measuring outputs, let alone individual and social outcomes.

2. A Producer Monopoly

In most countries, for most of the last century, the public service economy has been organised as a producer monopoly, so it shouldn’t come as a surprise to discover that public services manifest many of the same characteristics as other producer monopolies: a reluctance to focus on the needs of consumers; poor productivity; an inability to compare the relative performance of producers; and a paucity of innovation.
Let me briefly discuss each of these in turn.

(i) Consumer interest: Al Gore argued more than a decade ago that we are customers of government as well as citizens. The two concepts are not incompatible.

And yet, there is still a great deal of reluctance in the public service sector about using the word, ‘customer’, in spite of the fact that ‘citizen’ and ‘client’ carry with them none of the rich traditions of choice and consumer sovereignty. 
Of course, I understand the difficulties involved in treating people as ‘customers’ in some public services. Prisons are the obvious example. And yet in many public services, users do think of themselves as customers and expect to be treated as such.
They will queue for five minutes at McDonalds, and can’t understand why they must wait for thirty-five minutes to have their driving licence renewed. There were good reasons why the queue at the driving licence authority was so difficult to remove. However, public service providers have also been reluctant to acknowledge changing attitudes to customer service.

Hospital beds and police numbers are poor measures of the quality of healthcare and the level of community safety. They remain the primary measures of performance, not because they make sense to service beneficiaries, but because of their significance to service providers.
And even when the producer monopoly does turn its attention to customer interests, it does so in a ham-fisted way. The week before last, as I was preparing to leave for Australia, London Transport – the body charged with managing the traffic system in London – was conducting a ‘traffic census’. It was attempting to learn something about how people use the roads.

A laudable ambition. And yet the way in which it chose to acquire this information was to employ police officers to forcibly detain road users as they made their way about the city, and oblige them to stop and answer questions. Imagine if a private firm sought to obtain information about consumer preferences in that way!

Unsurprisingly, given that this is a producer monopoly, there is very little user choice. Again, I know that there are some public services where it is difficult to offer meaningful choice. I don’t know that prison vouchers would be a great idea.

However in many public services – and particularly in social services such as health, education, social housing and disability services – there is significant scope for user choice.
In the UK, there has been a long debate over this issue, and for some time, producers maintained that service users didn’t really want choice, or they argued that choice was only important to the middle class. What ultimately mattered, they argued, was the quality of public services.

In fact, the research shows that the beneficiaries of public services do value choice in education, health and social services – in its own right and for the way in which it makes providers more responsive to their needs – and it turns out that the disadvantaged value choice even more than the middle class (for the obvious reason that the middle class already have more choice).
(ii) Productivity: Another defining characteristic of this producer monopoly is the lack of interest in measuring productivity, with the unsurprising result that productivity tends to be exceptionally poor.
In the UK, the Office for National Statistics has just published an analysis of public sector productivity over the past decade. The numbers are still rough, but these are by far the best that government has been able to produce to date. The ONS found that productivity had declined, on average, by 3.2 percent over that period.

Say it quickly and that doesn’t sound so bad. However, in the private sector, over that same period, productivity rose by 25 percent, and in the traded sector by 40 percent. A decline of 3.2 percent means that as a result of delivering public services, government had consumed social savings.

Again, I understand the arguments about the difficult of measuring productivity in the public service sector in the absence of market mechanisms. But that is my point. This lack of focus on productivity was one of the inevitable consequences of organising the public service economy in the way that we did.

(iii) Comparative economy: Another common characteristic of producer monopolies is the blandness and uniformity of their outputs. Think of China and the Soviet Union until the late 1980s.
Much the same can be said about the public service sector – its outputs are typically uniform and bland. In comparison with the private sector, the public service economy is marked by a lack of diversity, and thus an inability on the part of the public – citizens or customers – to engage in what someone has called ‘comparative economy’.

Producer interests are implacably opposed to the introduction of alternative providers and the publication of league tables. That governments have sometimes been clumsy in the way that they have gone about measuring performance, is a comment on their lack of experience. In no way does it undermine the absolute necessity of comparative economy in seeking to construct more productive and responsive public services.

And while it is not unusual to identify human failure and vilify named individuals, there is a general reluctance (or inability) to identify, and to reward or punish, institutional success or failure. For all of the talk about public accountability in the public service sector, the mechanisms for sheeting home the consequences of poor performance in a producer monopoly are very weak.

 (iv) Innovation: Finally, there is virtually no investment in innovation in this producer monopoly, and when it does occur, there are major difficulties in ‘scaling up’.
A lot could be said about this, but in the interests of time, let me give just one example. Compared with the private sector, virtually nothing is invested in the search for what someone has called ‘efficient boundaries’.

One of the striking differences between the public and private economies is the vast sums that the private sector spends in mergers and acquisitions, rationalisation and divestment. Unless the market system is completely irrational, one can only conclude that there must be the potential for massive efficiency gains to justify this ongoing search for different organisational boundaries, for alternative scale and scope.

There is no equivalent search mechanism in the public service economy – because we have organised it as a producer monopoly. Indeed, one of the few tools available to government for the exploration of ‘efficient borders’ is competition and contracting.
3. Liberalising the Public Service Economy

Of course, the situation is not quite as stark as I have argued. Over the past two decades, right across the industrialised world, reformers have been chipping away at the edges of the producer monopoly.

They have made some progress. However, one country has persisted through successive administrations in its attempts to break down the ‘Old Monopoly’, to create a mixed economy in public services – the United Kingdom.
For the last twelve years, this process has been driven by a social democratic administration, and this has resulted in a somewhat different set of policies and institutions, a different narrative, than might have developed under a government of the centre right. It has probably contributed to the reforms becoming bipartisan and thus more sustainable.

My impression is that the scale and scope of these reforms are little understood outside of the United Kingdom. External reporting has focused overwhelmingly on the use of public-private partnerships in the procurement of physical infrastructure. And while that is probably an accurate reflection of the political debate, it fails to capture the breadth and depth of the reforms to the public service economy under New Labour.

Reform has been piecemeal. Progress has been inconsistent. When they encountered public concerns or entrenched opposition from producer interests, Blair and Brown slowed the reforms. However, they have kept coming back to this agenda – driving in greater choice and competition; breaking up the industrial monopolies on the supply side; introducing greater devolution, and thus diversity, into the demand side.
So that as Britain prepares for a closely-fought election over the next twelve months, both sides are talking about radical new models for introducing choice and personalisation into public services. Both sides are exploring ways of contracting for outcomes, rather than just inputs or outputs. And policymakers are at ease in discussing the introduction of market instruments in the reform of public services.

4. A Mature Public Service Market

The liberalisation of the public service economy remains a work in progress.

 However, because of the reforms now taking place in the United Kingdom, we can now dimly discern what a mature public service market might look like.

(i) A variety of market models: We can expect that there will be a variety of different market models used in different sectors.

In some cases, the provision of services will be left to private and third sector providers operating within the framework of government regulation. Residential care for the aged seems to be one such example.

In other cases, government will be able to provide service users with a great deal of choice amongst alternative providers, addressing questions of equity and affordability through direct public funding of individuals or families.

(We are speaking here about vouchers, although politicians will be extremely reluctant to actually use the ‘v’ word. The UK has a long way to go before it has caught up with Australia’s partial voucher system in secondary education and primary healthcare. However, it seems reasonable to expect that in both countries, choice will be extended to a much wider range of public services, most notably in human services.)
Other markets will be tightly controlled by government, through the use of competitive tendering and contracting – competition for the market, rather than competition in the market, as someone has described it.

But even there, we will see a diversity of models – many-to-many markets, such as exists in local government, where a multiplicity of customers buys services from a multiplicity of suppliers; and one-to-many markets, such as exists in the custodial sector, where a single public sector organisation buys from multiple providers.

(ii) A mixed economy: In my view, the mature public service market will be a mixed economy, populated by public, private and voluntary sector providers.
In the UK, high-performing NHS hospitals have been established as ‘foundation trusts’, with greater commercial freedom.

And there is already a variety of social enterprises competing in the marketplace that began life as ‘direct service organisations’ of a local authority. Perhaps the most striking example is Greenwich Leisure Limited, a not-for-profit social enterprise that manages 65 public leisure centres within the M25.
Government has invested significant resources into building the management capability of third sector organisations, and passed legislation facilitating the creation of new commercial structures.

Over time, government has helped to develop additional capacity in the private sector, encouraging new entrants from overseas and from related sectors, and facilitating joint ventures between small specialist providers and large corporations with a greater capacity for managing risks. At the same time, government has engaged in an educative process, encouraging private sector firms to develop the public service ethos that is so vital in the delivery of core public services.

In a mature public service market, we will see the emergence of hybrids: public-private, private-voluntary and public-private-voluntary sector joint ventures. Indeed, in the UK, we are already doing so.
Working Links – one of the leading providers in the new welfare-to-work market in the UK – is a joint venture between the Shareholder Executive of the UK government, an employment services firm, a BPO provider, and a third sector organisation, Mission Australia. Private and voluntary sector providers are now working closely together in the delivery of prison and probation services in the UK.

And perhaps the most striking example in recent months is a public-private joint venture, a limited liability partnership created by Guys and St Thomas’s Hospital – one of Britain’s leading hospital trusts – for the management of its pathology services. Months after its creation, GSTS Pathology has already leveraged Guys and St Thomas’s powerful brand to deliver services to other hospital trusts throughout Britain.

This is not privatisation. This is not mere outsourcing. It is not an asset-driven PPP. This is something quite new – a commercial arrangement created by a world-class public organisation to export its service offering into the wider market – an intelligent exploration of ‘efficient borders’.

Of course, the creation of a mixed economy, where public, private and voluntary sector providers both compete and collaborate, means that policymakers and regulators must allow public enterprises appropriate commercial freedom, whilst ensuring that there is competitive neutrality between providers from different sectors.

(iii) A diversity of business models: It also follows that with the maturation of the public service economy, we will see the emergence of a diversity of business models.
At present, the policy debate is focused on two dominant models – simple outsourcing and the much more complex PPPs. However, as one looks at the more sophisticated markets around the world, one sees quite different arrangements starting to emerge.

In Ontario, Canada, the provincial government issued a ten-year franchise for the management of its driver examination service, securitising the franchise fee, which was collected up front – resulting in something that might be described as a non-asset based PPP.

At Tama Hospital in Japan, an innovative PPP has the supplier working alongside hospital management to re-engineer clinical and non-clinical functions, whilst managing existing suppliers and the construction of new facilities.

An integrator model similar to Tama has been used with the Atomic Weapons Establishment in the UK, where a consortium of private corporations works in close collaboration with the customer to manage scientists, contractors and the procurement of PPPs under flexible and highly complex governance arrangements.
This kind of experimentation and diversification is exactly what we would expect to see as the market matures and firms start the search for efficient borders. And, looked at in this way, we should be unsurprised that PPPs models are adapting in light of the global financial crisis.

(iv) Exporting Public Services: One of the things that I find most interesting about organisations such as Greenwich Leisure Limited and GSTS Pathology is that government seems to have found a way of scaling up best practice so that it is capable of expanding across organisational and jurisdictional boundaries. 
In a mature public service market, we should expect to see a great deal more dissemination of excellence from one provider to another; from one government to another; from one service sector to another; indeed, from one country to another.
It will happen through the creation of social enterprises, through the establishment of joint ventures, through the privatisation and ‘spinning off’ of pockets of best practice, and through the transfer and recruitment of individual public service managers.

Spinoffs are one of the most common ways in which new markets are created – the BPO (business process outsourcing) market in India has been created and developed over the last decade, largely through international service providers such as airlines and insurance companies hiving off their corporate support functions.

If these individuals, teams and organisations were being permanently lost to the public service sector, then we might have cause for concern. However, since commercialisation provides us with a way of scaling up best practice, and since the inter-sectoral and inter-jurisdictional transfer of organisations and staff seems to be two-way, this promises to be a positive sum game.

6. Liberalising the Public Service Economy in Australia

Let me conclude by offering some thoughts on the implications of these developments for Australia.
(i) I don’t believe that the producer monopolies that Australia constructed in its public service economy over the course of the twentieth century are sustainable.

In part this is because of budgetary pressures. In part, it is because of changing public expectations. And with the globalisation of the services sector, governments will increasingly be presented with alternative providers offering world’s best practice in public services.

We now have a reasonable idea of what public service markets will look like – in just about any public service that you can think of, there is a precedent, somewhere in the industrialised world, of alternative provision.

And over time, governments have developed the capability to manage alternative providers and the regulatory environment within which they operate. Yes, there are examples of failure. There are also many examples, over many years, of governments successfully engaging alternative providers in the delivery of public services.

The question for Australian politicians and policymakers, and for Australian business leaders, is whether we struggle to hang on to the producer monopolies, whether we adjust to these changing circumstances grudgingly, or whether we seek a strategic advantage in these emerging international markets.
(ii) There are great advantages for Australia in pursuing a strategic approach.

Those countries that reform their public service economies first, those governments that find a way of successfully commercialising their public services, will enjoy a competitive edge in international markets.

There is a first mover advantage in these markets – those countries that move first tend to dominate the market, at least in the first round of reform. Australia led the world in transforming its job placement services, breaking up a producer monopoly and creating a diverse market populated by public, private and third sector providers.

A number of European countries have since adopted similar reforms, and since they have modelled themselves on the Australian experience, Australian firms have enjoyed a competitive advantage. Therese Rein is the best known example of this phenomenon. Mission Australia is another.
Much the same has happened in road management – Australia has been a world leader in PPP toll roads, with the result the Transurban has successfully exported its service model into the North American market.

By refusing to overhaul our public service monopolies, Australian governments are keeping public services locked away in non-commercial structures that are virtually impossible to export.

(iii) As much as possible, reform of the public service economy should be undertaken on a bipartisan basis. These producer monopolies will not be reconstructed overnight. The creation of mature public service markets will take several decades – well beyond the life of any individual government.

If we wish to attract overseas investment, if we wish to convince major Australian companies to invest in the development of new capabilities, it is important that governments provide a stable and predictable policy environment over the long term.

Australia has some experience with bipartisan reform of this kind. The corporatisation of government business enterprises, the creation of a national electricity market, and the development of national competition policy provide us with precedents.
(iv) Reform of this kind poses interesting challenges in a federal system, where the public service economy is fragmented among the different states, and where the national government controls many of the levers through funding and regulation.

While individual state governments can commence this reform process on their own, inevitably, the creation of a mature public service economy will require serious attention of the national government and the Council of Australian Governments.
(v) Finally, this debate cannot be left to politicians and policymakers. There is an important role for the business community in creating a climate for change, in building expectations of collaborative reform and in contributing to the emergence of a socially responsible public service industry.

7. Good news from sales. . .
At some point in the 1980s, Zhou Ziyang managed to convince the Political Standing Committee to stop talking about the Chinese economy as a ‘product economy’ and to start speaking of it as a ‘commodity economy’. The footnotes to the book explain that ‘commodity economy’ was a euphemism for ‘market economy’, but I believe that Zhou was making a different point.

The adoption of the concept of a commodity economy involved a shift on the part of the Chinese leaders from a ‘productionist’ mentality that focused on the quantity of units coming out of the factory gate, to one that responded to the commodities that the public actually wanted.
That is the challenge ahead of us, here in Australia and throughout the industrialised world – how to move the public service sector from a ‘product economy’ to a ‘service economy’, from one preoccupied with inputs and, at best, outputs, to one focused on outcomes.
� Bao Pu, Renee Chiang and Adi Ignatius (trans. & ed.), Prisoner of the State: The Secret Journal of Zhao Ziyang, London: Simon & Schuster, 2009, p.112.


� Al Gore, From Red Tape to Results: Creating a Government that Works Better and Costs Less, 1993, Introduction, located at � HYPERLINK "http://govinfo.library.unt.edu/npr/library/nprrpt/annrpt/redtpe93/index.html" ��http://govinfo.library.unt.edu/npr/library/nprrpt/annrpt/redtpe93/index.html� 


� UK Centre for the Measurement of Government Activity, ‘Total Public Service Output and Productivity’, Office for National Statistics, June 1009, located at � HYPERLINK "http://www.statistics.gov.uk/articles/nojournal/TotalPublicServiceFinalv5.pdf" ��http://www.statistics.gov.uk/articles/nojournal/TotalPublicServiceFinalv5.pdf� 


� The term was coined by Samuel Bentham, brother of the father of Utilitarianism, Jeremy Bentham in the early 19th century. Samuel was employed by the Admiralty as an in-house management consultant and introduced major organisational reforms. On this term, see Samuel Bentham, Financial Reform Scrutinized, London: J. Hatchard and Son, 1830, p.7.


� The term ‘efficient boundaries’ was first used by William G. Ouchi in 1980, and later adopted by Oliver Williamson – William G. Ouchi, ‘Efficient Boundaries’, Los Angeles: University of California, Mimeographed, 1980; Oliver E. Williamson, The Economic Institutions of Capitalism, New York: The Free Press, 1985, pp.96-98.


� Pu, Chiang and Ignatius, Prisoner of the State, op,cit., p.119.





PAGE  
1

