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Preface

Restrictions on entry into a profession or pccupation raise the
Incomes of practitioners by limiting thelr supply and, II the
restrictions [nvolve an increase In the real or percelved
quality ol the services offered, by increasing demand as
well. Those pursuing the occupation at the time mtry Il-
resiricted clearly benefit - especially since existing practl
tioners are invariably exempted [rom having t© acguire 'lhl
high qualifications usually required of new entrants. The case
of the latier s diflerent. Entry into the occupation has
becomes & valuable right, and normally, one way or another,
new entrants have to pay for It. The various ways of
rationing entry, and their consequences, is a theme of several
papers in this collectian.

Where occupational licences are translerabie, and eligibi-
lity requlrements minlmal, the method of entry Is simple: one
buys one's way in Taxicabs are a cass in point, which was
analysed In Peter Swan's On Buying o Job, the first Policy
Monograph of the Centre for Independent Studies. The price
of a taxi licence reflects the expecied rents lrom operating &
cab. Hence the original beneliciaries lrom closure of the
industry are able o retain their benefit when they leave tha
Industry, while new entrants gain only & pnormal return on
thelr investment. In some clties, the taxi industry has
secured arrangements  whereby existing owmers not only
receive the bereflts of their licences, but alse of the new
licences that, with population growth and increasing demand,
are issued from time 1o time, This s done by allocating new
licences o non-owner drivers with lang service. The prospect
of galning a plece of paper worth, perhaps, 530,000 induces
drivers to work lor lower wages and on a more permaneni
basis than they otherwise would, to the berefit of their
employers.,

If entry i restricted to those achieving high qualifica-
tions and serving some period of apprenticeship - as s
common In the professions = ﬂummﬁmimmhhhr
subsimi to a l train period in which

tﬁn{o' - uuuljn'htimum benelit from ﬂu
immiddnwdlnrﬂ-lrwﬂﬁn.ummﬂﬂu
profession from the cheap labour ol apprentices. John Logan

wil



Christopher Findlay, In thelr chapters dealing with
tors and airline pllots respectively, present evidence
the

e that recelved members ol
thess wh:huin muﬂm full in Ih:’l-m ol hl:h
training costs. In the case of pilots, Findlay that the

general aviation sector of the Industry benefits from the

papers
delivered at a CI5 conference on occupational regulation held
at the University of New South Wales In March 1982, The

CI5 s particularly gmteful to Dr Albon for bringing together
a lormidable group of authors with wide expertise, and, ol
course, t© the authors themselves for thelr stimulating
contributions.

Rosa Parish
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INTRODUCTION
Robert Albon
and Greg Lindsay

As Miton Friedman observes in Caopitolism and Freedom,
types ol occupational regulation form a hierarchy in terms of
degree of restrictions: from |east to most, they are
registration, certification, and lcemaing. These types of
regulation are the principal subject matter of the first elght
papers In this volume, However we have taken a rather

view ol occupational regulation, snd this encompasses the
final two papers, dealing with academics (by Frank Milne) and
taxi operators (by David Willlams and Michasl Aitken),

The contents and organBation of this volume make a
lengthy introduction unnecessary. The first paper, by John
Misuwenhuysen and Marina Willlams-Wymn, b itself a good
introduction to the toplc, as it reviews many of the general
(ssues involved In regulation of the professions. Other papers
discuss the advantages and disadvantages of occupational
regulation. This is particularly true of John Logan's study of
the medical professlon, Don Anderson’s examination of the
accounting profession, Ray Ball's review ol regulation of
stockbrokers, Robert Officer's paper on real estate agents,
and Peter Swan's review of the lssuss surrounding the
regulation of insurance brokers. All ol these authors consider
the arguments put forward W support tion (lor
example, the asymmetric information allegation) and the
basic case against regulation (that is, monopolisstion),

Gary Sturgess's contribution will be of Interest to
many readers as it deals with the regulation of an extremely
important profession - the practice of law. In reviewing and
discussing the actual regulatioms of Australlan lawyers and
amessing the various arguments lor government controls,
Sturgess ranges a lttle more widely than some of the other

Mtl;hmmﬂur Findlay's Is also of lal |
paper of special Imerest
as it examines a case of occupational ﬂmh:
context of & highly regulated industry. argues that
government Intervention in the airline Industry has given rise

3



Occupational Regulation

to rents o alrllee pilots which In tum has svoked rent-
seeking behaviour by pllot in general aviation. Flndlay's
paper contains descriptions of the wvarious regulations,
analysis of their ellects, estimates of the rents and a
discumlon of the palicy options.

The contributors 1o this volume are not oo kindly
disposed towards occupational regulation and tend to argue
for significant dersgulation In the occupations they
consider, In each case the authors have performed an
Informal cost-benefit analysis of the regulation and have
wﬂrﬁ.nﬁulhmmmthnmmumw
banefits.

It may be useful at this stage 0 set out, in general
terma, the benefits and costs of cocupational regulation. To

tervention,

of beneficiaries s those who are licensed.
The licensing results in state-imposed barriers to
entry which allows operators to attain incomes above what
would be avallable in their absence. However, it is usually
prudent to make a distinction between existing and new
agents, When tion i introduced, existing operators
usually receive a licence sutomatically, while new entrants
are obliged o undertake training andfor satisfy other
requirements belare admission. Many existing agents would

Another set of pomsible gainers are the bureaucrats
who regulate the occupation. The [ssues here are very
complex and are alluded to at a number of points in this
walumes,

Purchasers of the commodities supplied by persoms in
rmﬁmampnh‘mﬁ:tmmﬂtlnmm
conveyed by the licensing p + This ls the asymmetric
information argument. Because [nformation about the
activities of certain suppliers of services i costly o attain,
CoMnuMmeTs be advantaged by the knowledge that, for
example, mnl practitioners must have successiully
Mwhltﬂlpﬂﬁmmninwmwmmu!

care.



Albon & Lindsyy: Introduction

Informational asymmetry i3 the most credible
argument for occupational licensure. Where traders are
thought 1o have a superior knowledge of service quality than
thelr customers, the state, by licensing only competent

search costs when choosing a supplier.

However, the protection afforded ithe consumer by
licensing & only partial. The setting of minimlum entry
requirements does not ensure that minimum standards of
practice are maintained. Licensing does nothing to inform
consumers about dilferences In pmactitioners' levels al
competence, over and above the possession of minimum
qualifications. In fact, professional ethics and regulations
(such as bans on advertising) often seem designed to suppress
information of this sort.

Further, It B not clear that licensing does anything
that cannat be achieved by certification. As Swan points out
in his analysis of the insurance brokers issue, certification
(perhaps private) is sufficient In coaveying information to
consumers. Swan also notes that "in a free market without
ncmm:mnmlﬁ:ﬂrhhlwmwlmh
disti hing the quality characteristics of doctors or . . .
imurance brokers'.

Another possible argument for Hoensure has been
mentioned by Friedman. This is the possible exlstence ol
externalities {or what Friedman calls ‘neighbourhood effects’)
that may flow Irom incompetence. To quote [rom Capitallsmn
and Fresdam

The main argument that ia relevant to a liberal is the
existence of neighborhood effects. The simplest and
most obvious example i the 'incompetent’ physlcian
wha produces an epldemic. Insolsr as he harmas only
his patient, that is simply a question of veluntary
contract and exchange between the patient and his
physician. On this score, there s mo ground for
intervention. However, it can be argued that | the
physician treats his patient badly, he may unleash an
epidemic that will cause harm to third parties who
are not involved in the immediate transaction, In
such a case, it is conceivable that everybody . . .
would be w to submit to the restrictisn of the

practice of 1o ‘competent’ people. . .

imltmrhnudmmﬂmmmﬁh-r;ﬁwnmt
only seems to be of very limited application in that mistakes

3



Jecupational Hegulation

by suppliers of services will not usumally have ellects beyond
the immediate customer,

Agalmst these possible advantages, it has 10 be noted
that licensing has the adverse consequence of giving suppliers
monopoly power not svallable under either registration or
certfification. Agaln to quote Friedman:

The most obvious social cost is that any one of these
misasires, whether it be tion, certification, or
licensure, almost inev y becomes a tool in the
hands of a speclal producer group to obtain a
monopoly position at the expense ol the rest of the
public, There ls no way to avold this result. One can
devise one o another s=t ol procedural controls
designed to avert this outcome, but none s likely to
overcome the problem that arises out of the greater
concentration of producer than ol consumer
interest. The people who are most concerned with
any such arrangement, who will press most for its
enlorcement and be most concerned with its admind-
stration, will be the people in the particular
cccupation o trade Involved. They will inevitabily
prems  for the extension of reglstration to
certillcation and of certification to Uoensure. Once
licersure B attalned, the psople who might develop
an interest in undermining the ions are kept
from exerting their inlluence. y don't get a
license, must thersfore go into other accupations,
and will loss interest. The result is invariably control
over entry by members of the occupation itsell and
hence the astablishment of a monopoly posltion.

Perhaps the best evidence in lavour of the view that
eccupational regulation i for the bensfit ol the regulated

The demand does not come from users of services as might be
expected [, as some suggest, it truly is In the interests of
customers. Rather the pressure emanates from the groups
who are regulated. This is a theme running through many of
the papers in this volume. It is perhaps best exemplified in
Otficer's paper on real estale agents.

The private interest theory has a long tradition
stretching back at least as far back as Adam Smith. The
following oft-quoted passage from TI'he Wealth of Nations
contalrs an important saming.



ends In a coaspiracy against the public or |n same
contrivance to ralse prices. It is indeed 1o
law which elther could

The [undamental s that “conspiracy the
public’ should not mlm':.nlﬂ:hl backing in the MI the
toercive power ol the state. Under most circumstances
ivate agreements without support will either
down or serve a useful purpose (for example, private
certification). The demand for regulation from self-
interested groups should not find & sympathetle ear In

government.
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COMPETITION FOR
THE PROFESSIONS

John Nieuwenhuysen and Marina WilliamsWynn

L INTRODUCTION

Professional association attitudes towards pricing, adver Using
and competition appear to be Intimately linksd with the vlew
these associations have - and seek to project - of themselves
and their members. Those who object 19 advertising
(particularly price advertising) by the professions often do w0
on the grounds that it would be improper for individuals of
integrity 1o so blatantly seek to sell services which call forth
ol trust between practitioner and client, Mast profes-
sional amociation codes ol ethics In Australia suggest a
widaspread adherence (o these sentiments. However, a
strong case can be made for competition which in no way
denies or decries the high degree of integrity and the personal
loyalty that is calied for In practitioner-client relationships,
On another level, there is an equally widespread view
that a prosperous appearance is required to persuade the
public that the members of a profession are capable. In The
Wealth of Nations Adam Smith observed that

We trust our health to the physician, our [orture and
sometimes our life and reputation to the lawyer and
attorney, Such conlidence could not safely be
reposed in people of a very low or mean condition.
Their reward must be such, therelore, as may give
them that. |

As in Adam Smith's time, profewions like law and
medicine still enjoy high pay and status. Sir Henry Pheips-
Brown takes the argument one stage further when he states
that it may be necessary 'to pay comsultants highly in order to
be assured that we are getting value for our money,'?

Professional associations are able to builld on the view
that relative pay should enable the maintenance of a suitable

1)



Jecupational Aegulation

statlon in Hfe. As Lady Barbara Wootton writes, ‘pay and

are ciosely linked; and (in spite ol some exceptions)
itis rule that the high preatige person should also be the
highly paid person; and vice versa’.! 1l so, what better reason

. THE PROFESSIONAL IMAGE

It is with this object in view that professions try to crea
special image of themselves. This image often includes the
[ollowing supposed atiribubes:

1. Professions must be distinguished from trades.

2. Professions are not engaged In "selling’ but in providing a
service,

3. Professions consider the clients (not the custoner's)
wellare [lrst:  prolessions are not primarlly money
makers,

&, Members of the profession are [oyal 1o the group.

5. Members do not compete with colleagues by price
cutt

G. Members do not tout for busimess.

7. A member will usually not accept business offered which
he knows, or with ordinary care could have ascertalned,
waa in the hands of another member.

. Members do not emociate in practice with ‘unqualified’

persons.

9, Members conduct thelr personal and business life In ways
reflecting no discredit on the profession.

10. Members submit to disciplinary procedures which in
extreme cases may ruln them as professional persoms.

To cultivate this Iimage, professional associations
regulate the behaviour of thelr members. Much ol this
regulation has besn anti-competitive: it has restricted the
behaviour of association members on fee fixing, advert
and other market activities; limited the avallabllity o
substitutes for the services of the group as a whole; and
occasionally influenced market structure by limiting the
eflective supply of graduates 1o the profesion.

The claim that professional association regulation ks anti-
competitive would probably not be denled by many of the
assaciations concerned. The representations from profes-
sional associations to the (Swanson) Trade Practices Act
Review Committes,* argues that they should be Iree to

12



Niouwsnhuysen & Willlams-Wynn: Competition

engage in self-regulation. Certain agreements within
professions were sald to be meritorious per se and in the
public interest, giving prolessions the right t© fix or
recommend [oes or prices to be charged by members, and to
establish and police codes of ethics.?

In & letter from the Australian Council of Professions to
the Prime Minister in 1980, similar sentiments were
eupressed. The Council maintained that ‘the provision of
professional services Is fundamentally different from the
supply of other goods and servicesy that 'the application of
trade (practices) provisions to the delivery ol professional
services militates against optimal professional practice’; and
that ‘self-regulation is a cost effective way of maintaining
prolessional standards and of progressively improving the
quality of professional practice’.

Anather explicit view of professional regulation and
competition wai made by the Association of Consulting
Actuaries of Australiaz

We agree that . . . codes of conduct interfere with
competition. However we believe that the public
interest s better served by members of the profes-
sion acting according to the principles of & code of
conduct than by acting in unrestrained competition
with one another. A professonal relationship
between the adviser and his client cannot be
governed by the [orces of competition alonet but
should be conducted in & manner which encourages
the adviser to give and the cliemt to expect
uninfluenced advice.”

The same report gives a telling exampile of a professional
association's definition of professional conduci:

We think that In the community's view the real
difference between acting professonally and acting
unprofessionally lles in whether or not the organi-
sation actively promotes, markets, canvasses or sells
its products. U a firm of consulting actuaries

in active promation . . . of actuarial advice,
its activities would be as unprofsssional,
both by the community the rest of the actuarial
profession.

The implication i3 that competition nesds 1 be
eliminated or severely conflined where the professions are
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concerned, even Il it i soclally benelicial when applied 1o
producers in This theme recurs n very many
reguiations down by professional associations in different
parts ol the world. One classic statement comes Irom the
British Optical Amsociation. In answering the question "What
ia professional conduct? it sayn

A professional man will not accept another's patient
while such a patient ia receiving advice, without the
previous practitioner's permission. He will not say
one word to a patient or client to detract from
another member of the profession. He practises

singly or In partnership and submits to rigid control
over adveriising.

The Asmocistion added that the relationship between the
consul tant and patient must be one of

« « « rue confidence, To achieve this he must have
coosulted the practitioner because of his accredited
knowledge. Il his motive in :nnnlﬂrt'ﬁu practi=
tioner 15 that be I3 cheaper or because he advertises
petier than someone olse, he will not have his troe
confidence, Above all, the consultant will consider
his p:ﬂ-u and his welfare and only secondarily his
leey,

M. THE MYTH OF DIFFERENCE

Despite this Image, however, It seems unjustified that the
professions should be immune from the competition laws
which Australlan business corporations in general are directed
1o cbserve under the Trade Practices Act. One way of
Illustrating the myth of dillerence purveyed by the profes-
sional associations is to consider dulrrnmmumprhdc‘i.m
Professional associations argue that price competit
their members will erode standards. But why are
prolessional services so different Irom others that "cheapness’
should imply poor quality? Competition in other markets
does not generally induce a decline in quality. Tha
assoclation view probably fails to distingulsh between average
quality and dispersion sbout the average: restrictions ralse
minimum standards and constrain reward for outstanding
performers, but competition raises average quality,
it s also claimed that competition on quality is
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encouraged by the absence of price competition In the
profession. But there are no reasonable grounds for saying
that quality and price competition are mutually exclusive.
And the absence ol price competition can [orce too much
quality on consumers by limi thelr clwice between
difference combinations of price service.

Another s that common fees prevent discrim-
ination against smaller users of services. But il fees are
bassd on & user cost-per-unit principle, there are sound
economic grounds [or discrimination between consumers who
cost less to wupply (say per hour of service) and those who
cost more. A related issue is whether commen prices reduce
administrative costs - the expense of costing every trans-
actlon Is said by prolessional associations to be »o great that
consumers would be worse off than under a flat-rate system.
But administrative ewpenses are unlikely to be greatly
increased, and any additional costs might lead to each

actitioner devising a fOat-rate system. The posibility of
Ef;h administrative costs doss not provide justification for
fixed fee scale.

The claim that price unliormity protects new entrants to
a profession by preventing undercutting by established
practitioners i & familiar one. But it is more likely that new
entries would be encouraged by price competitlon, slncs
lower advertised prices would presumably induce potential
clients to consider trying a newcomer of unestablished
reputation.

Professional associations also argue that fixed [ees
provide the consumer with certalnty about transactions
cofts. It B presumably preferable for consumers to know In
advance the cost of a conveyancing job, or of an appendec-
tomy. But would price competition reduce this certainty?
Under price competition, binding quotes an same services can
eertalnly be provided. [t B true, however, that il the
comumer aswames all professional services o be equal in
quality, the presence of fixed {ees removes the reed to shift
from one practitioner to another. Since quality is difficult to
judge, and servicea are often subject to fixed fees, mobllity
of clients betwesn practitioners s reduced. But this outcome
is more cosy than eflicient. And consumers might preler a
combination of price flexibility with some uncertainty, to
lined prices and certainly, at least from some professional
services,

A [urther argument concerns equity, and the cross-
subsidiaation often provided by fixed prices. In some
services, such as conveyancing, it is predicted that costs as a

13
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proportion of wransaction value would fall relatively heavily
an low income earners (who purchase properties
of low walue), It is also claimed that if each transaction were
separately priced, the more difficult would be ‘unfairly
expensive’ 1o the buyer. But (1o use the conveyancing
example) it b both the property and its transier difficulties
which are belng purchased. [t s not clear why the purchasers
ol property which is cheap to transfer should subsidise other
purchasers., Equity is probably better pursued by devices
other than cross-subsidisation (such as unconcealed
governmen! subsidies). In particular, the practice of charging
a relatively high fee lor services used mainly by the rich and
a relatively low lee for those used mainly by the poor distorts
elficient resources allocation. It is not clear whether cross-
subsidisation helps some consumery at the expense of others
or h&ua-d assists providers ol the service 1o reap a manopoly
profit.

Another claim is that cross-subsidisation occurs under
comman {ees 0 as W increase the number and geographical
dispersion of those ollering services. Client convenience s
sald to be increased by readier access to more supply
sources, With price competition, it Is said that some
localities could suffer reduced service. [f common f(ees
increase outlet dispersion, the less mablle clients benefit, but
at the expense of the more mobile.

It is also suggested that one service subsidises another -
for Instance, the returns of conveyancing are sald to be used
by wlicitors 1o provide (sub-economically) other services of &
'‘worthy' or merit kind, such as legal advice to the poor. But
this outcome seems to presuppose that prolessions have some

interest in providing certaln services.
Common scales do not alone ensure that the margin allowed
on the service will actually be used to subsidise another.
Rather, the over-generous rewarding of some services seems
likely to encourage & concentration in their provislon and the
subdidisation of the prolession.

InMﬂllkﬂrhlmmh?hﬁm
protects less efficient {(and prevents expansion more
elficient] firms. It also rmakes avallable o consumers a
smaller range of price-service combinations, and creates
power ful inducements to set wide margins, since the price has
to comprehend high and low-cost distributors. Price fixing
can retard structural changes on which improved efficiency
depends, and It can inhibit the creation of firms prepared to
experiment with new methods.
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I¥. THE CASE FOR COMPETITION

The professions olten clalm that chaos and disorder will
result I restrictions on advertising and price competition are

Ited. However, tion is unlikely to impair elther the
special nature ol pro skills or the personal nature of
practitloner-client relati Competition Is also unlikely

to make practitioners feel a diminlshed senae of responsibility
in the maintenance of standards, or to threaten saleguards on
the life;, health, salety, property or freedom of the individual
client. ([In any case, some professions are covered by
compulsory indemnity insurance which alfers sdequate client
protection.)

Competition for the professions does not imply complete
freedom of entry. There is & clear need for qualifications
which the publlc can acknowledge and recognise as prere-
quisites for professional practice. But, seli-regulation has
permitted professional sssociations to uss entry barrlers to
serve monopoly proflts rather than the public Interest. The
ungualified should be debarred from offering & service only
where the risks concerned are especially ser clients are
unable 1o assess the danger ol using the services of
ungualified practitioners and insurance is nat 2 viahle
option. Determination of the sandard of gqualification
appropriate o a profession should pot be alfected by the
presence or absence of unqualifisd practitioner.

The most eflective restraint on competition ls probably a
collective obligation not to compete on price, including a bar
on advertising. Ecomomic reform in the profession must
therefore alm malnly at price competition and individual
advert One British study concluded, that the intro-
duction of price competition in the supply of a professional
service where It s not at present permitied is likely 1o be
most effective single stimulant o greater efficiency and to
innovation and variety ol service.

The qualitative case for competition relates o the
criteria of applied wellare sconomics e the sxtent 1o
which prices reflect the resource costs of meeting Consumer
prelerences (a notion of static allocative elficiency in which
each firm is earning only normal or non-monopoly profita). It
also concerns managerial efficiency ssmetimes relerred o as

w-efificiency or tion efficiency, and dynamic
elficiency which is ment of technical change to lower
mhmmenlwﬁm

But however strong the qualitative case for competition,
it Is difficult if not impessible to quantify these advantages.
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For examnple, It is obviously hazardous to forecsst the extent
to which prices for dental services might decline following
the introduction of individual and pr:l:
competition - It would be pure guesswork.

difticulties of quantification do not In my view detract from
the case for an end 10 restrictive practices, Including price

fixi
?.mnimmﬂhd-itpﬂummmmd
advertising are permitied in all the prolessions appear
groundless. In the United States the Introduction ol
negotiated rates of brokerage in the securities market really
bene fited the consumers did not result, so we are told, in
the harmiul and disruptive elfects anticipated by the
opponents of competitive rates. Similarly the abandonment
ol accountants’ agreed fee scales in Australia does not seem
o have destroyed professional health or vitality In this
fizld; There & an even more telling exampls, one that s
written by Warren Pengllley on the Professions and Trade
Practices Act, and that concerns the ACT lawyer who
sctually had the option of voting in the 1979 Annual General

Meeting an the lsllowing motion:

. That it is desirable and in the interest of both the public
and the E:}lﬂlim that a scale of costs be re-introduced
fiar d conveyancing matters.

This motion was deleated by 77 votes to 3L Al l=ast one
group in the prolession has decided that it prefers 1o live
withaut what is elsewhere regarded a3 & sacred restraing.

¥. HOW TO ESTABLISH GREATER COMPETITION

There are three ways in which greater competition might be
established In the professions. Firstly, there might be
constitutional amendment and the application of the Trade
Praclices Act o the prolessions together with court rulings
sccepting that the professions are in trade and
commerce. Secondly, change may come the pressure of
public opinion, media exposure and the various reform bodles
such as the Law Reform Commission. Finally, there ls the
impetus of internal reform in the professional associations
Thee e [ ves.

At present, scope for application of the Trade Practices
Act to the professions is limited. However, Commission and
Tribunal guidelines indicate the treatment which could be
expec ted f;lul professions came under the Act.

I8
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in 1981, the Trade Practices Tribunal confirmed a Trade
Practices Commission decision to deny authorisation for the
Amociation of Comsulting Engineers Australin’s oode of
ethics, scale of [ees, conduct of proflessonal practice and
binding rules. This decision showed current regulations on fee
competition, advertising, and available typss of contract
would generally be caught by Section 83, This prohibits
contracts, arrangements and understandings which are lkely
substantially to lessen competition in a market for ar
services. Provisons f[or expulsion from prolessional
avsociations are also lkely to (all foul of Section &3, The
Commission has commented that ‘such clauses allow certain
members of the organisation unfettered powers over other
members {or undeflined or vaguely defined ‘olfences’ and the
code can thus be imed to stop members engaging in price (or
other) competition’, 19

Section 83D on secondary boycotts could cover incidents
fuch as the Roger Steverson cmse. The Commission has
determined that the Law Society of New South Wales and the
Law Institute of Victoria would be in breach of Section 83D !
they disciplined molicitors acting for the cients of discount
conveyancing companies. ! 1

Monopolisation is covered by Section &5: & corporation
substantially in control of a market [or goods and services
may not take advantage of Its positlen ta ellminmate or
substantially damage a competitor, or prevent or deter entry
o & market or competitive conduct In it. Many professional
associations substantially control & market for services -
much of the work of lawyers, doctors and dentists is reserved
for them by staiule. Professional association undoubtedly
engage in practices prohibited [or corporations by this
sectiom solicitors who advertise or make it known that they
are willing to charge less than the schedule fee are liable to
disciplinary action, including the cancellation of practising
certificates. Another Ulustration is the de- tration that
can resut in medicine and dentistry [rom indvidual adver-
tlddng. Eniry of competitors can alse be prevented by the
medical and dental associations.

Bar sssociations rules seem likely alss to contravens
Section 46 of the Act (exciusive dealing) were competition
law to apply to the legal profession. Section AT(E) prohibits
third line forcing, i.e. corporations may not supply goods or
services on condition that prospective purclasers acquire
apacilied or services [rom another person. Bar asso-
ciatlon prevent barristers [rom taking Imstructions
directly [rom clients, who are required [irst 1o obtaln the

1%
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services of a solicitor. The rules aiso prevent l‘.}l:: from
mldrumluuml:-ljmdnr Is employed as well.'?

ﬁh:n {RPM) ia prohibited absolutely
wsu:um RPM cannot generally be practised by profes-
sional assaciations since they supply services, not goods. But
wme professions use fixed [ee scales w similar aifect.

Under Section #9 - price discrimimation - corporations
may not distinguish between purchasers of llke in prices
charged, discounts allowed or services prov if the discri-
mination is Hkely substantially to lessen competition. But
wome prolessional assoclation fee scales such as the Victorlan
scale of conveyancing charges have precissly thia ellect.
Andinmwuhmhnhﬂmrwt;mmh
varles with the amount under contest.

VL. CONCLUSION
Competition law need not remove the right 1o prolessional
sell tisn provided acceptable boundaries are

law, whether In Australis or the LUnited Siates, has never
hampeoed sell-regulation aimed at achieving unambiguous and
1T ie standards, widely ted in the community,
Wﬁﬁ e in terms than those of hl}-
serving motive' *[his emphasis),

Competition law nesd not stop reasoned, Impartial
sthical standards suitable to any speclal aspects of supplier-
clisnt relstionships., Unfortunately, however, many
associstions see sell-regulstion as & right to prevent
individual advertising and price competition. But competition
law cannot cross this border. As the Chairman of the
Commlssion, Mr R.M, Bannerman, has sald, 'It 8 hard to
accep! that professional integrity . . . nesds to be based on
restriction al competition which are the same time serves the

collective seli-interest of the group. This seems . . . 10
ascribe too much fragllity to professional imtegrity . . . 11:-&
should [not] be the sole criterion of selection [or prol

services . . . [t does not I-pp-unuhl-‘l'lrz.lﬂlt mldh

least likely of all to happen with professions.”®

Prlior to the Introduction of the Trade Practices Act in
1973, industry spokesmen protested that the Act would
undermine business confidence. The protests of thess
spokeimen are now history, The Trade Practices Act has not
prevented scale economies or benelits of size. Calls for the
retention of prolesslonal sthical restraints will increasingly
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sound like the worn-out arguments of industry in the |960s.
They will eventually receive the same evaluation.

* Based on John Misuwenhuysen and Marina Willlams-Wynn
Professions (n the Market Place, Melbourne University Press,
1982, chapters I, 3, 5 The book b a study of doctors,
dentists, accountants and lawyers and thelr prolesslonal
associations in Australia. It is prefaced with an introduction
by the Chairman of the Australian Law Eelorm Commission,
Mr Justice Michael Kirby.
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PROCESS AND CONSEQUENCES
OF REGULATION OF A PROFESSION
WITH SPECIAL REFERENCE

TO REAL ESTATE AGENTS

R. A. Officer

L INTRODUCTION

What conditions lead to regulation of the prolessiom? 1|
propose to show that what starts out as an intent to regulate
in the public interest often - some would argue inevitably -
leads to the antithesis of the intent. Regulation serves the
interest of narrow sectional groups and is to the general
detriment of the public, particularly the clienta of the
regulated profession.

3o that | do not appear to be simply %mocking' the efforts
ol well-meaning citizens and politicians, | will suggest
alternative ways of tackling the problem that b perceived to
require statutory control. Finally, | will [llustrate the general
scenario by reference to the regulation of real estate agents,
:I.“h specific relerence to the regulation that oocurs in

ctoria.

. THE CONDITION FOR REGULATION OF A PROFESSION

It is the sentiment that caveal emplor (et the buyer beware),
when applied to clients of the professions, ls unfalr, even
uncivilised, that has led to the public's acceptance of much of
the regulation of professions that has occurred. [t b
consldered that the public at large Is at a dintinct disad-
vantage because ol the obvious skills of the other party - the
professional - [n the interchange of services lor payment. To
correct the Imbalance, It |s usually argued that the public
needs to be protected by specilic statutes regulating codes of
behaviour (ethics) of the profession. To achleve this end,
regulations often go to the extent of specilying tralning
requirements lor membera ol the profesaion.

When pressed to provide details of the problem, the
regulators, politicians, spokesmen for the profession or public
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(sometimes these all emanate from the same sourcel, give
specific instances of [raud and/or deception of clients by
members of the Industry. The examples usually involve &
fringe member of the profession (almost never a member of
the professional association) and the victim i often someone
whose financial or intellectual circumstances are causes for
compasion. It is nat long before countless other examples of
frand or deception or simply a poor quality of service are
documented in the press and elsewhere, The caise celebre is
taken up by semitive and/or perceptive politiclans and
regulation of the profession is the usual conseguence.

Statutory regulation of the profession rarely develops
from the groundswell of public opinion. As Stigler and others
have pointed out,! the party responsible for the regulation is
often the profession itself - the tion s -
although this is certainly not the only route by which the
process of regulation B Instigated. Sometimes, political
Egures will act as entrepreneurs for what they perceive to be
the public interest, publicising deficiencies in the profession
and then offering solutions by regulation. In other instances,
social reformers may lead the cause for regulation.

. STRUCTURE OF REGULATION
The dralting of the regulation

A government, recognising the political benefits of legislating
in an area where there s littie organised opposition
{governments are never hudidhhh?mﬂim.nﬂ-t
legislation per se is good), proceed to draft the or bills.
In order to dralt the legislation they will, of course, require
expert advice on the substance of the legislation. The
government typically can only get such expert advice from
existing professional associations or their members. Further,
no matter how well intentioned, such experts inevitably will
have a hiased perspective of the problem, in that their
experience has been as the seller of the service.

These biases are not offset, in most instances, by repre-
sentations from consumer groups, simply because i they are
made at all, such groups rarely have the authority or the

i
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the politician has little encouragement to recognise such
ramifications when he perceives little or no  formal

opposiLion,
The board of experts

The legislation, ance drafted, will require managing and once
again the governmeni will turn to experis to make up a
substantial component of the statutory board set up for this
sk, It ls; of course, unusual for such experts, previous or
existing members af the prolession, to have a majority on the
board. However, they do not reguire it to dominate the
proceedings. This is particulariy trus when other members of
the board come from similarly striectured professions and the
lay members usmlly have imsufficient knowledge or
confidence o oppose or even gquestion the opinlorns of the
axperty,

The nature of the management task confronting the board
means that often it is left with considerable discretionary
suthority. The power to enforce the legisiation and also the
discretionary judgments that can be legitimately made by the
board resides with their abillty to refuss or to terminate
icences that they grant under the Act to members af the
prolession, However, governments, the
possibility of abuse of pawer by a board, have usmlly drafted
inte the Act appeals to some higher authority, such as the
courts.,

Speciflic conatralnts
l. Heswictions on entry

The problerms of a profession, at least those that have
given public airing, will be atiributed in large part
unscrupulous operators operating on the fringe of the profes-
sion and naive, unskilled, new entrants. The obvious solution
is to control the conditions of entry into the industry, vetting
each new entrant and barring from the industry those who do
not abide by the regulations,

Under the new regulations, those who can show that they
have operated in the profession for some specific time are

o
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From the viewpolnt of the prolession, the full burden of
uumﬂ:ﬂmmmw:rhump;untm-\mu. The
restrictions inevitably require some formal train
with the appropriate qualifications {mmm
an apprenticeship. These conditions can be wrapped together
in the one set of training,

Existing members ol the profession and most soclal
commeniators agree that the higher the gualification, the

profession and Its clients. Attention is rarely given to the
fact that most of the existing members of the profession
competently carry out their dutles, without such qualifi-
cations. Any guestioning of the need for such formal training
is usually justified by 'the advanced state of the profession's
development’. This is also supported by alder members of the
profession who vigorously complain of the lack of oppor-
tunities lor ‘that sort of education' when they entered. The
apprenaticeship ls considered essential to show how the theory
(principles’) can be put into practice.

In times of economic downturn, the entry conditions are
often raised to slow the growth ol the prolemion. Although
this is often not publicly admitted, it is justified by ar
that a ‘reasonable income’ must be obtalned lor members o
the profession, particularly in the light of their training and
experiance. Occaslonally, the grester restrictions will be
dremed up a3 4 need to Increase the standard of service
affered, particularly in times of economic adversity.

2. The code of behaviour (ethics)

The customers or clients must be protected from zealous
marketing practices by members of the prolession.
Therefore, it & common o find constraints placed on how
professionals can market their services.

[t s unseemly for &8 member of the professlon o be
involved in eclaborate and attention-seeiing forms ol
adverthiing. Moreover, as i1 was often pointed out at the
Prices Justification Tribunal (PIT) enquiries, such advertising
will umamily only lead to customers or clients circula
within the profession without Increasing the profe 1
client base; it is, therefore, wasteful. Similarly. marketing
practices which involve a direct poaching o competitor's
clients are also unethical as this can lead fo "excessive’
competition amongst members of the profemlon to the
confusion and ultimate detriment of the client. The statutory
Board set up 1o monitor and guide the path of the prolession
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can be expected to regulate, Umit or restrict these lorms ol
behaviour,

In addition, members of the profession who work with
nan- of sub-prolessionals have the potential for subw
the code of betaviour adopted by the profession and ent
by the board. It s consldered important that such
relationships be clmely controlled or preferably eliminated.
It s also pointed out that such working relationships,
Emecuadi franchising, oan effectively dismantle the
restrictiors on entry, to the obvioms detriment of the
standards of the prolession. The boards can be expected to

act against such developments.
3. Qumlity and price of service

In perjods of intense price competition, it Is inevitable that
the quality of service will fall. Therefore; In order to
maintain a level ol service that the public requires (as Inter-
preted by the regulators), it s essential that a ‘reasonable’
return be obtai by members of the profession. To protect
against the comequences of this type of price or commission
competition, the board can be expected to set a level for
commissions that s commemurate with the level ol service
required, taking into account a reward for the skilly of the
profess on.

It is also arpued that a set price or commission will
prevent uninformed clients from paying too much for
services. This can lead to a board setting a maximumn rate
that the profession can charge. However, with the con-
giraints on eniry and specificatiom of quality of service,
these maximum rates frequently become the sel rate. The
justification for the board setting the quallty of service |y
that it mplifies the decision for the client so that he is less
likely to be taken advantage of when there is little discretion
in the range of service offered. Also, although it is rarely
publicly admitted, where a standard of service can be set it
makes the task of the board very much sasier to monitor and
regulate the proleslon,

&, The compemation fund

In situntions where a profession's members sre responsible for
holding a client's money in trost, the |egislation usually
specifies how such money is to be held and managed. In the
event of default by a member whose personal assets cannot
compensate the client(s), a fidelity fund o indemnity
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Insurance scheme is used to make good the losses, These
schemes or funds are often supported by contributions [rom
members and by interest earned on money held in trust.

¥. THE SIMILARITY BETWEEN THE STRUCTURE OF
REGULATION AND THE RULES OF A CARTEL

To recapitulate, the regulations usually invoked to control a
profession include the lollowing:

|. bamriers to entry In the form of qualifications and

apprenticeship;

2. constraints on advertising;

1. constraints on how clients may be approached;

4. constraints on price and quality of service;

5. the establlshment of a fund to compensate clients who
have suffered financially in dealing with members of the
profession.

Economists would immediately recognise the similarity
between this list and the usual requirements for a cartel to
operate elfectively and extract monopoly profit from ita
customers. The major difference is that an effective cartel
will usually have to allocate production Quotas fo prevent
members competing each other and undercutting the
monopoly power of the group. Also, a cartel will rarely have
a compensation fund, although If it is concerned with its
public image (It may derive lta power lrom statutes), it will.
However, where a cartel cannot effectively allocate
production quotas - and in the case of selling services, it
usually cannat because the guotas cannot be easily measured
or policed - its rules will be almost identical to those above.

From the viewpoint of a cartel, the most critical require-
ment s ellective barrlers to entry that It can control or
influence. Without these, the cartel will not be able to
develop and extract the benefits of monopaly power.
However, once these barrlers are established, the main
concern of the cartel will be to prevent competition amongst
members from eroding the benefits of the monopoly and this
s ultimately tied up with allocating the monapoly profits of
the cartel amongst members. |f quotas for members can be
eifectively set and policed by the cartel, [t will have little
need to police other areas of members' behaviour since no
other activity of members can increase their individual share
of the profits. However, |I thess gquotas cannot be set then
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the cartel will have to accept rules for members that limit
nmuumuumumwmnumrmmmq

the monopoly profits in competition. Such rules usually
relate o how clients are to be approached, charged, the type
ol service to be provided, and constrainis on advertising - the
same type of rules we have discussed above in relation to
regulation of a profession.

¥. THE S50CIAL COSTS OF REGULATING PROFESSIONS

Having considered the supposed benelits, let us now examine
the possible social costs of the rules typically imposed by
professional regulation. These are additional to the direct

costs of managing and policing regulations.
Restrictions on entry

The higher the education and apprenticeship requirements,
the [ewer entrants, and the greater the compensation
required by entrants, with the inevitable result of a greater
cost to clients of the prolession. These costs will be imposed
on clients irrespective of whether or not they want a benefit
from the increased standards for entry. Moreover, existing
members ol the prolession - those who did not have to meet
the new requirements - are able to capitalise on the higher
costs of duty and service. We do not [ind older members of
the prolession decrying the increased standandss quite the
reverse, they applaud them because they stand 1o benelit
from them in a way that neither the consumer nor the new
entrant benelit: they do not pay for them.

Comstraints on attracting clients, including advertising

The costs to the community are reflected in & number of
ways when there are restrictions on the marketing of
services, Firstly, it disadvantages new entrants to the
prolession to the benefit of older members. | new entrants
are prevented from artracting clients In the meost effective
wiy, the existing members of the profession, who have
established a client base, benefit. Also, this inhibits the
attractiveness of entering the profession to the benelit of the
existing members.

Constraints on advertising restrict the information
available o consumers. It I8 argued, of courie, that miuch of
this advertising is misleading or even unnecessary. Even [f

1!



Occupational Regulation

the charges are true, it denles the consumer the aption to
decide for himssll, It is the sort of paternalistic arttitude
taken by socialist and totalitarian regimes that implies the
regulators know what [s better for the consumer than he does
himsell; it denies consumer soversignty. In a competitive
market, information (advertising) that is not valued by the
consumer will be a cost o the producer without any compen-
sation: in short, unprofitable. Such advertising could be
expecied to disappear; to argue otherwise is to lmpose ethical
and value | ts that are [nconsistent with consumer
ety jour. only time we can justifiably question this
stance is when the strategy imposes costs on those
not involved in sale and of the service,

Constraints on price and quality

Such constraints prevent the consumer from being ollered a
full range of services, another example of the
sovereigniy of the consumer. He can only purchase that
range allowed by the regulators. It does, of course, make it
easy loc the regulators to police their regulations but at this
level the debate reduces to whether regulation is an end in
itsell.

The establishment of a compensation fund

This will have a social cost If the contributions by members
or the Iiﬂh‘lﬂ!hhﬂhnﬁlmhﬂdhﬂ'ﬂrhﬁ:
I[prmhﬁma{ﬁrM1 or other {raudulent practices that may

ted on the public. In many casss where the fund is
regulated without meeting market tests of similar ‘insurance’
schemes, this will indeed be the case.

VL ALTERNATIVES TO SPECIFIC REGULATIONS

The above-mentioned costs are rarely discussed when
regulation of a profemion Is considered. Il they were, it Is
likely that the problems as percelved by the regulators would
be tackled in other ways which would ameliorate or
preferably eliminate these costs. With this in mind let us
turn to possible alternative solutions to the problem of clients
sulfering unnecessarily at the hands of the providers ol

I we accept the principle of consumer sovereignty (that
ks, we do not accepl that the state through regulatory autho-
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rities knows what s better for us than we know for
ourselves), then there are alternatives to imposing regulations
of the type described,

There are several generallsed circumstances where thers
is justification for Intervening in the market for professional
[or any other) services. Firstly, there may be a market
imperfection such that the efficiemt [ow of resources into
and out of the industry is impeded. Typically this occurs
when, lor one resson or other, an individual or achieves
market power that is not commensurate of ent with its
elliciency of operation. An example s when the [ull costs of
fraud and deception are not brought o bear on the
perpeirators because the high cost ol litigation discourages
clients 10 seek redress. The efficient way of handling this
problem s to reduce litigation costs;, which could be
accomplished by setting up a body comparable to the small
clalms twibunals that some states have established. [t does
mot reguire the full and costly armoury of regulation.

Another justilication for intervening - which involves a
soclal judgment about wellare or Income distribution - occurs
m:mh:wanmimmmwpmin;
power, not related to issues raised above, between the
prolessional and his client. The typical example is when the
client la much less well-informed about the services he b
acquiring and their wvalue, than the provider of these
sorvices. The most eflective way of handling this is to
subsidise the cost ol informing the consumer. This may
involve accreditation of prolessionals, even to the extent of
different classes, but [t does not require lcensing with the
attendant barriers o entry.

The final e circumstance for intervention s when a
group of professionals achieves a natural monopoly in the
profession., Space dosi nol permit me to discusa how to
handle this complex problem. However, the solution is not
for a set of regulations along the lines that one generally
finds {or a profession.

VE. HOW THE ESTATE AGENTS ACT 1980 (VICTORIA)
FITS THE MODEL
The Estate Agents Board

Part 1 af the Act sets out the compoaition and terms of
ntment for the Board. It conaists of eight members,

ﬂu: of the eight needing the following qualifications:
k3 ]
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&, One shall be a barrister and solicltor of not less than five

yeary standing.

one shall be a member of sither the Australian Soclety of
Accountants or the Institute of Chartered Accountants.
Two shall come {rom the Real Estate and Stock Inatitute
(RESI) of Victoria,

One shall come [rom the Real Extate Agents Association
(REAA) of Victoria.

One shall come from the Victorian Stock Agents
Association,

AR F

two members will be nted by the
also can specily the and Deputy

l'll:h half the Board coming from the real estate
prolession, even though the Chalrman has a casting vole, It la
clear the Board fits the model outlined for the typical
composition of such a board. Tt b inevitable, even with the
most well intentioned of members, that such a board s going
to have & perspective on conduct and events that is blased In
favour ol the professzion w the cost of the public. The
arguments supporting this statement have been outlined and
some of the evidence s presented below.

Licensing: barrlers to entry

Part Il sets out the condition for licensling agents and sub-
agents. In summary, these requirements for an agent are:

of the course 5 two years [ull time or four years part
€. T‘lﬂﬂlliﬁ-llmﬂﬂﬂlﬂiﬂ' four years and besn

in full time tasa t.
2. Alternatively, held wi the Immediate fve years, an
estate agent's locence.

1. Under section 18(3), the Board can walve the require-
ments {or someone they believe is fit to hold a licence,

b 1]
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The requirements for a sub-agent's licence are critical as
it can be scen that this iz the common, perhaps the only,
route t© becoming an agent. The requirements are also
onerousy I summary, they are:

l. Passed the prescribed coursie.

2. Certification that an estate agent proposes to employ the
applicant in full-time employment if the licence b
Branted.

The barriers to entry into the profession are consider-
able, The requirement for a sub-agent to spend four years in
that capacity under a licenced real estate agent Is
particularly onerous as it constitutes an apprenticeship
requirement of & duration that [ew other professions
require. Difficulty in Onding a position as & sub-agent can
l=ad to licenced lE'luﬁﬂk'pnMHMM1m
not necessarily the best suited for the job. One could
that nmepotism would be rile in times of downturmns in the
housing market and, in 50 [ar a3 these occur 4t more [reguent
intervals than four years, one could generalise the statement
to nepolism is likely o be commaon.

It could be ar; that section 1§({3) enables the Board 1o
relax some of the severity in the lcensing constraints,
particularly for, say, interstate real estate agents or mub-
agenis who have been in practice for many years, From all
reports, this is not the case; | believe there are cases of
inter-state agents being told that they must do the prescribed
course belore they can be considersd. Recently, the Board
wrote to all sub-agents pointing out section (8(3). There
immediately followed an outcry from lcenced agents,
Including the executive director of the RESI (which has two
members on the Board), objecting to the Board's initlative.
Hearsay evidence suggests that there (i considerable
heightening of requirments and Tew, I any, will be licensed
under section 14(3).

Specific powers of the Board (specific constralnts)

Section 10 of the Act sets out many ol the specilic powers af
the Board that correspond in large part to those outlined
under Specific Conatraints.,

Il The Board has the power Lo prescribe maximism commis-
sion rates. [ believe these are the standard rates for

13
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nearly all house sales,

2. The Board has power to regulate advertising by agents
and sub-agents.

3. It can prescribe standard {orm contracts and they can
allow or prohiblt wvariationa In the terms of such
contracts.

. It can prescribe rules of professional conduct
(unspecified) lor agents and sub-agents.

3. Agenis and sub-agents are prevented f[rom sharing
commizsions except with lcensed agenta or sub-agenti.

It b clear that the rules as they stand are perfectly
consistent with the rules we could expect of a cartel. It ls
little wonder that politicians are so much in favour of profes-
sional organisations joining together - it makes them so much
easier to regulate, What |s surprising ls that some (for
example, the accountants) still elect 1o remain apart, as a
pre-requisite for an effective cartel is almost always
statutory control of members.,
Thhrdhmmhuﬂndhlupnur The

ment can revoke any rules of the Board and clitlzens, |
mﬁmmm- lh-lrmntl‘ul:mr'l:ﬁ:t.

to enforce these rules the Board can impose fines
of up h&iﬂm-ﬂ,n!m.ml Ilnmnn.

Estate agent's guarantee fund

The Act specifies in some detall (part V1) how an agent la to
manage and have audlted trust accounts.

Part VO of the Act outlines the funding and role of the
Estate Agents’ Guarantee Fund. The fund is to be used to
compensate persons who sulfer pecuniary loss by reason ol
delalcation commitied by an estate agent of an emploves ol
an agent. The fund s also used to pay the general expenses
ol the Board.

The Fund is financed by licence {ees (5400 per annum for
an agent], fines imposed by the Board and other moneys that
accrue to the Board. It is clearly an intention that the Act be
sell-financing, although there are allowances made for funds
1o be advanced by the government.

The Fund, as a form ol indemnity insurance, sulfers from
the disabllities already referred to. [t s open o "Iree-
|oading', in the sense that the cost o agents i3 not necemarily
rela o the risk of them belng seccessfully susd by
clients. An ideal indemnity insurance scheme would charge
premiums according to this risk.

%
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Whether the Act is self-financing or not does not directly
affect the social costs of the Someone has to pay,
whether one section of society or another. The social
arise from the misallocation of resources through the
straints on the services oflered or the options open o
clents. Seli-financing simply implies that the costs of the
regulation are kept to the industry and lts clients.

VIL CONCLUSION

If we were to design rules for successiully operating a cartel,
where it was difficult 1o monitor and allocate the quantity of
goods sold by members, then we would finish up with a set of
rules closely resembling those that are usually applied for the
regulation of a profession. Such a cartel is never as
successful as the one in which there can be strict quantity
control, as members tend o compete with each other,
reducing their profits in order to sell more. In order to limit
the amount of competition between members of the cartel, it
must establish and palice rules on the amount of competi-
tion. Such rules Include restraints on advertising, on poaching
clients, on dealing with people cutside the profession, and on
setting prices and quality of service.

The cartel cannot exist unless there are significant
barrjers to entry. The most successiul barriers are statutory
ones. Because the state has substantial authority and power
it is difficult in a well-developed economy to get around such
barriers. Moreover, in many instances, the state bears the
cost of policing and enforcing the rules of the cartel
Clearly, there are many benefits to a profession in inducing
the state to act on its behall, providing the profession keeps
control. The Boards established by the Acts for regulating
professions are usually dominated by members of the
profession and, although they may geruinely believe they are
acting In the best interest of the public, they nevitably
percelve problems from the viewpolnt of the profession.
They fall 1o recognise the full ramifications of the rules they
are required o administer,

The Estate Agents Act 1980 of Victoria, designed to

ate the activities ol those Involved in the real estate
industry, fits the model for regulating a cartel remarkably
well. This does not necesarily imply agents in Yictoria are
earning monopaly profits. We would expect new enirants to
be atracted o the industry untll the compensation s equal
to what they might expect [rom alternative sccupations - the

v
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retums they expect to get from real estate are commensur-
ate with thelr qualifications and skills. [t s the agents who
did not have to meet the increased requirements for entry
who could be expected o eam hi than normal returns,
l.2. the meturns commenaurate with thelr qualifications and

However, ithe cartel structure of the industry, In
particular the barrlers to entry, will restrict the range of
services offered and the range of costs. Also, the restrictions
on competition can be expected to (nhibit innovation and the
amount of information available to clients, which together
can lead to excessive costs relative o a more open and
competitive system. The argument that these restrictions
protect clients from malicasance i3 true; o a degres, but it
is o high cost to pay when there are better alternatives for
tackling this problem that do not unnecessarily restrict
ComgeTition.

I. G.), Stigler, 'The Theory of Economic Regulation', Bell
Journal of Economics 2, Spring 1971.



A BRIEF EXPLORATION

INTO THE ANATOMY OF

THE MEDICAL PROFESSION:
THE MARKET FOR GP SERVICES



John Logan lectures In economice at the Australian Mational
University, He graduated from the Univeraity of MNew South
Wales (Newcastle University Callege) in 1963 with a B.Comm.
(Hons). He has also lectured at the University of Western
Ontario. He recently became interested in the health
economics area - in particular, the implications of gowern-
ment Intervention lor elficiency in health services,



A BRIEF EXPLORATION

INTO THE ANATOMY OF

THE MEDICAL PROFESSION:
THE MARKET FOR GP SERVICES

John Logan

L INTRODUCTION

This paper i3 concerned with some ol the consequences of
regulation by licensing in medical markets. In any market for

led labour where successful entry requires the expenditure
ol resources to acquire the skill, the market clearing wage
will, ceteris poribus, be competed o that level which just
compersates for the cost of the skill-acquisition, all flows
being capitalised 1o the date at which the decision to enter is
made. [f regulation of the market is in the dimension of
certification, the result of which s to Increase the cost to
mew entfants of acquiring the skill, then gquasi-rents are
created and accrue to established workers. Competition for
access to the market redistributes part of the rent to those
resource owners supplylng the certification function, and part
is dissipated in non-transferable rent-sesicing costs such as
the costs of extra time spent in seeking mariet entry. The
net result is higher wages (or prices for services directly sold
o ultimate consumeris) which again just compensates, In
terms of present value, the cost of the now regulated skill-
acquisition. Ultimately sellers make zero economic profit,
arc receive virtually none of the market-closure rent.

it s claimed that the process of registration of medical
practitioners has generated just such a situation - doctors
earn ‘high' current incomes, but in terms of wealth, are no
better off than they would have been in sorme oiher
occupation, all costs considered. Thus it ia as sensible to
blame the individual doctor for high fees and high incomes aa
it is to blame the taxi owner/driver for high cab fares and
high incomes (grosa of the opportunity cost of acquiring the
licencel, when the cause of each ol these is the legal market-
closure,

The material concentrates on the market for general
practitioner (GP) services, since GPs constitute about hall of

Ll
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the registerad medical practitioners, and there are enough ol
them w0 avold running Into open-ended discussions of
oligopolistic price-setting. First, the market structure s
descr jved, the informational ms associated with the
particular kind of service which a GP are h
lighted. Then follows an outline of the registrat
requirements, and the special difficulties with which the
medical practitioner is confronted when sesking entry to the
profession. The effects on variables such as price and wealth
are derived, and this is followed by sundry comments on
registration In the light of the (public interest) concern over
consumer risk and uncertainty.

. THE MARKET

The structure of ‘the market’ for medical services is iDvell
:Elrmummmgummmmw
marketss markets for the services of
specialists, and suxiliary
Ep-m:]. 'I'l:hhudin-tﬂilntmmmm
are further levels of division into the various areas of
an, and, in addition, there is some overlap between
t Mnﬂmmuuﬁhlll;..nﬂlmn::hph
t-graduate specialist gualifications areas as
:h?-mri:p The three sub-markets are themselves lnked in
various ways through complementary relationships - flor
example the referral of a patient to one or more specialisis,
co-operation in surgical and s forth, For the

remainder of this paper, | will mysell specialise in exploring
the economics ol GP services.
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Approximate numbers of medical practitioners, specia-
lists, and general practitioners for selected years since | 966
are shown in Table 1. From this it can be seen that GPs have
constituted slightly less than one-hall of the population of
total medical practitioners, and have grown in numbers at an
annual average rate of about 13 per cent since 1966,
accelerating to 10 per cent over the three years to 1979, As
GP numbers have grown faster than ihe population, the GP 1o
population ratio has risen steadily over these years; & similar
trend is apparent for lalists (see Table 1)

The 11,000 odd (1979 estimaves) GPs In Australis are
essentlally organised as small businesses either as a solo
practice of as group practitioners, with the distribution
shewed toward the former. One reglonal study estimated
that almost %0 per cent of practices had four or fewer
doctors, and virtually mo groups had more than five
members,! The nature of general practice appears 1o lmvalve
low [imancial barriers 1o entry for the solo
practitioner, apart from the purchase or establishment of
‘goodwill', with many GPs choosing to aperate Irom their own
residences. In fact, the total practice cost for GP4 has &
large variable cost component (for example, about 50 per
cent for salary and wages - see Table 2}
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Presumably there are some economies from group practice -
for & +» those realised from division of labour into areas

GPs are differentially distributed over the
stave, and by location In metropolitan areas o otherwise,
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Table } shows that GP-population ratios differ between states
and that GP density is relatively higher in ‘city’
(metropolitan) areas. One can hypothesize that GP density

TABLE b L Pomstioe Estam, 1991
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will be determined by doctors' locational decisions which, in
the long run, can be expected to equalise net

across locations, taking into account non-pecuniary as well as
pecuniary retums. Thus it can be predicted that GF denaliy
will be determined by expected local demand for their
services, proximity to hospital facilities, non-pecuniary
attributes ol particular locations, all relative to anticipated
practice costs, including the cost of acquisition. That is, we
would expect GPs to gravitate, cetariy paribus, to areas with
higher family income! and t those areas which possess
modern hospital facilities.t The ‘goodwill’ component of
established practices at present waries across different
locations, with relatively higher values accruing to practices
in the metropolitan and some coastal areas as compared with
practices located in country towns. This may reflect disequi-
librlum |n the current distribution of GPs over various
reglons, or, if it is relatively more difficult to establish a new
practice ab inltio in city areas, the will component would
constitute & retum 1o investment in bullding up an established
clientele,

The demand side of the market leatures considerabie
informational problems, which are common o a greater or
lesser degree to other professional services, such as the
services of lawyers and even economists. First, the buyer
does not directly ‘demand’ a bundle of particular identifiable
mﬂmlmﬂumﬂu,mmmuh"ﬁrﬂ—
fessional with a ‘condition’ (iliness, Ilillﬁblﬂn.ltl:-l ich
the professional is expected to redress. prolessional then
applies his/her expertise to design a set of actions intended o
‘cure’ the condition. The significant informational costs to
buyers af Ing anywhere near the same expertise as the
pro consulted over time means that it pays to rely
on one's chosen professionals gquality of service, and

LT
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therefore to spend resources in initially searching for that
optimal professional. This search proces will generally
involve buyers speclalising in acquiring information via word
ol mouth, searches of relevant lterature, discovering the
professional’s track records (for example, a barrister's

higher producer 'quality’ In a general sense rather than for
high quality in any one specific product; and search for the
former may well prove more costly than search the
latter. Of course, parameters such as price,
convenience, sxpected gqueuveing times etc. will all influence
the buyer's ultimate choice. In addition, search i3 not

any casier in the case of professions where advertising is not
permitted, as in medicine and law. Friends and neighbours
may be consulted, and other more costly search procedures
-q;ﬁdh.hnprml quality ielf can, in these cases, only
b y evaluated through experience. In the event that the
experienced product is of lower quality than expected, the
buyer has the option of engaging anew in search for an
alternative professional. However, the fact that the search
costs for one's current professional have already been
incurred and hence are sunk, whereas the coats of search for
an alternative supplier are avoldable (by not uuehhﬁ
lessers the Incentive to ssarch; the more so, the higher t
search costs. From this we may predict that for professjional
services for which buyers have relatively hi quality
information and search costs, the elasticlty of for
individual sellers with respect to other varjables such as
net price o buyer, time costs, ete. will be lower than
otherwise.® In addition, we should observe a closer, more
durable relationship between individual buyers and sellery as
compared with most other markets, that is, the professional-
client 'relatiohship of trust’.

GP services qualify as just such a commedity; the major-
ity of patlents themseives (rationally) hawve little medical
knowledge, search costs are h and the product mual be
experienced for full buyer evaluation.® GPs' services are
ditferentiated not only by location and ‘guality’ (however
evaluated) but also by buyer-specilic intangibler such as the
doctor's personality and manner. In addition, there are a
large number of sellers In the markel, eniry o which s
restricted by law (see belowl In current parlance, GPs can
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b described as closed-market price searchers, selling a
‘reputation good'.* As above, we predict low price
elasticities and close doctor-patient relationships. In
addition, nrprh-lln'hr. reputation goods have the property that
an increase in the number of sellers may result in higher
prices as a consequence of less efficient consumer searchy the
so-called “Increasing monopoly' property.” We return o this
briefly below."

As for any price-searcher market with sizeable infor-
matlon and search costs, we would expect the market lor GP
services to clear, in the shert run, by adjustments in queue-
length and/or lengths of consultations, and in the long run by

price movemnents, modified by entry/exit o! medical
practitioners. It s these long run market clearing adjust-
ments which serve to eliminate the economic profits or losses
which are generated by pnmrh:unuhhrrwhnphu,u

occurs, for example, when there are in government
policy regarding the of feea covered by
third-party payers. adjustments are also the means by

which ‘monopoly’ rents created by market closure are re-
distributed amongst the competing claimants, as will be seen
below.

One of the variables relevant to long run adjustment in
the GP markets ls, as mentioned above, the entry/exit of
practitioners. Barriers to eniry are low, once the GP has

in

nl:l:—H hﬂnﬂa‘ registered mﬂl:ll“r m'-ﬂﬂ'ﬂm
Mrh‘pﬂcﬂﬂuurinlnm'nmd lengthy process of
acquiring education combined with practical experience. The
aforementioned buyers' limited information as to practitioner
quality is one of the justifications used lor certifying medical
practitioners In accordance with educational-practical
background. We turn now to the registration process [tself,
and then look at same of the effects that this has on Incomes
prices, Incomes and wealth, within the market for GP.

1 8 PRACTITIONER LICENSING; REGISTRATION OF

DOCTORS
Registration (llcensing) of medical practitioners in Australia
s over 100 years dating back to the first Medical

Practitioner Acts in the various States.® Medical
Practitioner Acts currently In force do not differ greatly
from State to State. Each essentially lays down the following
conditions necessary for registration, namely that a person
FrvLst s
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a) hoid a degree in medicine or

b) have obtained the from an Australlan university,
or from one in the UK, lreland or New Zealand. (Persons
with degrees from other countries have the optlon of
attempting the Australian Medical Examining Council's -
AMEC - series of stringent examinations. Otherwise they
are required to complete an Australian degree. )

€] have spent a pre-registration year as an ntern;

dl be of ‘good lame and character’,

The various Acts contain anti-quack sections which make [t

for unregistered practitioners to sell medical services
or to call themselves (medicall doctors. Finally, the Acts
provide [or de-registration in the case of, amongst other
things, ‘unprofessional conduct' - which is defined to include
advertising in order 1o '‘procure’ patients (the anti-touting
sections). Registration is administered by the Medical Board
in each state which are composed primarily of registered
practitioners.

Thus, the legal requirement ol registration lor entry Into
the medical prolession imposes significant pre-registration
training costs on the aspiring doctor. Courses in medicine at
all Australian universities, with the exception af Sydney and
Mew South Wales, are of six years' duration, at the end al
which the medical student graduates with the coveted MBBS
degree (Bachelor of Medicine, Bachelor of Surgeryl. In
comparison with other university degree requirements,
medicine is an intensive, exacting course of study. [t would
appear that, on average, students are required to work
‘harder' for relatively longer hours in medicine, particularly
during the last three (clinical) years. In addition to this,
assessment procedures are relatively more stringent in that
failure In part of a year's work may result in the student
being required 1o repeat the whole ysar.!? Entry to medicine
s by quota and the minimum selection (school) e is

¥ higher than for any other discipline. Aggre-
gates for entry Into selecied fessional' courses at the
University of Sydney (1 982) are listed in Table &, from which
it is clear that the HSC cut-ofl mark aggregate for medicine
wops the is tly higher than it s for law,
Thus the entry screen for medicine favours these who have
performed very well at school, and thus would tend to select
students who have or are willing to spend mere resources (lor
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disciplines, and 80 It would seem that the primary screen s
the mark aggregate entry requirement.t!
TABLE W  Tertiery Bducation (Universiny ol fyisey ) Seiecied Frodesies

m
edictyrm L1 L] Ml | pre-raglabralinn pmas
]
L s § M iiha e | wamri pilus
pruciionl ik
it lgmy !I;; ]
w L]
Archi b fisre LE 1] i 1y pracicad s
Eemreni s k! Cimener e p b )

et i o Aiversily of Tuinery Culendar. § WAL

At the time of graduation, the student would already
have undertaken part of his/her training in the practical side
of medicine at one or mare of the various teaching haspitals
in the vicinity of the particular university. The Acts require
that the graduand then spend another twelve months as an
intern, generally at a hospital, at the end of which time
registration as a medical practitioner is virtually assured

Following reglatration, the doctor may immediately go
into private practice as a GP, or continue on at a hospital as
a Resident Medical Officer (RMO) and eventually as

=

Registrar. In addition, he/she may acquire lurther post-
graduate qualilications, ultimately enter one ol the
md;un areas. For tum,ﬂtug!lw hw.i

ce are encouraged 1o year e
mﬂrhhﬂdui'rum Doctors in and GPs In

particular, are in any case involved in a process of (voluntary)
se|{-education throughout their working life, in an
effort 1o keep abreast of advances in medical knowledge and

m:huﬂng. The incentive loe this Is generated by com-
petition in the dimension of quality which is prevalent in the
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IV. THE EFFECTS OF REGISTRATION

Registration elfectively closes the supply side ol the
market(s) for madical mﬂmhulﬂmp!ﬂuu-ﬂllm
able o complete the registration requirements as out
sbove. Direct entry by immigrant doctors has been restricted
to those with eed from Commonwealth countries, i?
Unprofessional t, such as advertising. |s prohibited; for
example, telephone listings do not even provide the
information as to which doctor Is or is not a GP,

The practising of medicine (for a lee) by quacks s
outlawed, although some sellers of 'fringe medicine' services
such as homeopathy, osteopathy and so [orth compete with
the registered practitioners for custom. L ¥

However, there I3 no regulation of prices, and GPs and
other medical practitioners can charge "what the market will
bear'. This means that the long run effect of reduced doctor
supply for given levels of buyers' information, will be higher
prices.

Market closure of this kind, when initially introduced
{complete with grandlather clauses), can be expected,
therefore, to result in higher net incomes [or established
practitioners, and a potentisl markei-closure monopaly rent
to mew entrants. In o far aa mew entrants behave so as to
maxkmise their expected returns over the set of avallable
alternative occupations, they will compete for this rent by
investing in acquisition of whatever attributes permit them
entry - in this case the registration reguirements. This
competition will result In redistribution and dispersion of the
rent to the point that new entrants ultimately make nd more
than normal returns. 1 Registration has been around {or long

enough for this to be the case for medical practitioners.
Were doctors' Hcences [resly transferable but restricted

in pumber (just as are taxicab licences), then the market-
closure rent would be revealed in the market-clesring price

9
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of the rent could be captured by those whose fortunate choice
ol parents endowed them with a superior abliity to attaln the
university entrance requirements determined under the quota
system. The remainder will be dissipated as costs of extra
time spent in attaining medical qualifications (as compared
with an aspiring doctor's time costs in the next best cholce of
occupation), and in the administrative costs of the
buresucracy necemary to run the whole show. The paint of
this & that, apart from short run market periurbations, we
can expect medical practitioners currently in the market 1o
make no more than normal retern (that is, zero economic
profith, Short run disturbances, such as changes in govern-
ment policy as to health Indurance etc. will create guasi-rents
only. Ol course, the length of time necessary for training to
acquire registration means that full Jong run adjustment o a
new zero profit equilibriom may take several yearn.'' On the
other hand, long run adjustment might nat only be by way of
market entry, but alss by the professional bodies

to happier circumstances by raising 'standards’ (lor example,
tighter restrictions on immigrant doctors, compulsory post-
graduste training, e1c.). The latter device would preserve
rents [or established GPs.

One other implication is that doctors' chosen (weekly)
working time may tend to rise relative to 'other’ occupa-
tions. This is 80 because the market-closure ralses the net
hourly {(flow] income to practitioners, the cost of leisure Is
higher and thus less will be consumed at the margin, provided
the substitution elfect dominates.!” This is relevant to GPs
in private practice since they are ahle o choose their
prelerred working hours more easily than can, say, a salaried
professional. The evidence is that the average working week
for & GP is 30 to 3) hours.'®

Registration of medical practitioners has been with us in
its current form for long enough, one would think, for these
adjustments in the markets [or medical services to have been
fully worked out. As indicated below, the student entering
university with a view o eventually becoming & GF can
expect ultimately to sarn an income which may well be above
that earned in the other professions 1o which he/she would
otherwise have aspired, and it will certainly be above the
‘average' income measured, say, by average weekly sarnings.
Against this, on the other hand, the student can expect an
ardusus and lengthy period of training and, If eventually
entering private practice, additional costs (for example,
leisure time given up, provision of 28-hour call facilities) will
be incurred. The prediction is that the present value of these
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streams of outlays and incomes will be just about equal to the
present value of other occupations,!? minus the value of any
dif ferential non-pecuniary attractions of practising medicine.

¥. PRICES, INCOMES AND WEALTH

it is at present virtually impossible to obtain sulficient data -
especially on GP incomes - to adegquately test the hypothesls
that doctors' rents, other than those to differential ability In
medical practice, will be zero. However, some indications
can be had from the information that is currently available.
A glance at Table 3 reveals that in respect of average net
incomes [after expenses, but belore ax) calculated for max
purposes, medical practitioners head the list. It Is inte

that the ranking by Income of the professionals listed in Table
3 ia the same as their hrﬂnhlyllu!'lhtmﬂ!ﬂ
aggregate entry barrier to their respactive university courses
(see Table 8),
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Mote also that medical practitioners' mean income level
declined in real terms®® over the four years to |979-80 and
alie fell relative to the Incomes of all the other professionals
listed in Table 5. Ower that period, the supply of newly
graduated medical students rose sharply at the mame time as
the increase in the net inflow of immigrant doctors. Al the
same time, the well-known changes in government policy

It own subsidisation of health care expendlture and
health insurance meant that there was a (small) rise in the
part of gross medical lees directly paid by the patient. The
consegquent price effect on demand combined with the
increass in supply should have resulted in a fall in the markst
r.‘lurhx'pﬁ:ﬂ of medical services relative to other prices,
with low elasticity ol demand resulting ln reduced
Incames, Met real incomes would have been [urther reduced

by rises in practice costa, especially wagess. Both the Medical
M
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Benelit scheduled fees and the AMA listed lees in fact rose
by a little more than M per cent over this period, but the
proportion of medical services actually priced in excess of
the MBS schedule declined by over 30 per cent (see Tabie 6).
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It would appear that the market clearing price structure has
not kept pace with the two ‘official' schedules,®! as la so
often the case, and thus that market forces are alive and
well. It is dilfcult 1o determine whether medical practi-
tioners, particularly GPs, made economic losses [n the late
19708 - thus auguring for a reduced future growth rate in GP
numbers - or whether the adjustment has involved a reduction
in GPs* (real) earnings back to their long run equilibrium level
for the post-Medibank periad. In the former event, (real) fees
could well rise in the future, whereas this would not follow if
the latter were the case,

One can attempt to estimate the present value, as at
date of entry to university, of the expected life cycle costs
and sarnings of a representative GP by making guesses at
ihese streams (or & person who expects 1o Bix yoars in
an Intensive university course, followed by one year as an
Intem, and say, three 1o four years as an EMO belore
entering private practice. This person would expect low
Incame lor three to flve years while the practice is being
established and higher income therealter untl] retirement at,
say, age 63-70, Intern and RMO salaries are published
awards, it the unknowns sre the net earnings [rom private
practice, and the other additional coats of general practice -
such as the value of extra lelvure given up. With respect to
the first ol these, close substitutes for GP private practice
are the available salaried positions as Medical Officers in
hospitals and Eovernment areas, the salaries [or which
are abtalnable. ough and caleulations yield the
Inllowing sstimates of present wvalues using
constant 1981 prices,'? and assuming that ‘mowt’ of the direct

i
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university training costs are funded by a combination of an-
financed subsidies and parental support.2?
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If these calculations mean anything, they indicate that
the lypothesis that GPs' rents are zero canmet be rejected
without further evidence to Indicate the contrary, The GP
income [ligures may well be blased downward, but on the
other hand, the relatively arduous nature of both the Training
of a GP, and the length of hours that general practice entails,
have been gnored.ds o addition, private practice involves a
greater risk than do salaried positions, but on the other hand,
could yleld rewards ({or example, non-pecuniary returns, tax
advantages) not available elsewhere. In any case,
after-tax income during private practice by 50 per cent would
add roughly 530,000 to mid-range present value - bringing the
GF just up to the sconomist. This is becmuse the higher
Income is postponed so far into the future. Extending the
analysis to the cass of specialists, one would expect that

i

V. REGISTRATION, BUYER INFORMATION AND POLICY

As we have seen, the medical servioes are reputation

sald in a closed price searcher macket. One of the
implications of this is that an increase in the number (rather
than the doctor-population ratle) of GPs results in greater
search difficulty on the part of buyers. Buyer search

33
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becomes less ellicient and, as a result, the dermand schadules
facing sellers become less price elastic, Thus, a rise in price
is a possible consequence of an increase in GF supply.?* This
conclusion rests on the economics of information [lows and
consumer search patterna in these kinds of markets; and
provides an explanation of the often observed non-negative
relation between doctor-supply and price. It I8 thus an
alternative to the "supplier-induced demand® or "target
income' hypotheses, 14

Another aspect of the informational peculiarities of thess
markets B, a3 we have seen, (hat buyers have limited
knowledge of the quality of the producer, wherecas the
producer is relatively certain of his or her own expertise.
This &= referred o in the litersture a3 an imtance of
nformational asymmetry'., When informational asymmetry
occurs, the market can fall to produce a soclally optimal
level of quality of service, in the sense thai buyers" benefits
from higher quallty unita that could be produced but are not,
excesd the marginal cost of their To see this,
imagine 8 market in which anybody could set themelves up as
a ‘doctor’, but that patients cannot distinguish which doctor s
of which quality, and that there i a range of gualities
availsbls Irom the best’ 1o the ‘worst’. The market clearing
fee will then reflect the quality avallable.
quality 'doctors’ cannot & fes different lrom

s mot feasible, then quality 'doctors’ will leave the
market to the extent that their ability Is transferable and can
thus command a higher price elsewhere. In this way the
average quality of remaining 'doctors’ falls and so does the
m-'htdur fee. This process, I stable, continues toward
ium' in which it does not pay higher quality
*:h: tors” to uﬂhirmvl:unﬁ::mrunﬂwunm
nl:l-nl,-.h'l be positive.2?
Thus, one justification for the requirement that all GPs
pas through a prescribed course of training is that this has
ﬂ'l-l!ﬂﬂ:l:ﬂ-lrl the awerage quality of doctors, and thus
the {ee charged. is in turn attracts the entry of higher
quality GPs. Minimum ation requirements also provide
buyers with the information that all registersd GPy possess
‘quality’ of st least minimal standard, To the extent that
buyers trust that all GPs are alike in this respect, their gain
Irom searching amongst alternative GPs Is reduced. Location
and other parameters become relatively mare [mportant
determinants of buyer cholce.



Logan: Market for GP Services

Unfortunately, there is no guarantes that the level of
compulsory minimum standard chosen will be that which
maximises net social gain. Leland, for example, shows that
when standards are chosen by a body ol rent-seeking
professionals, the level ol minimum requirements ls likely to
be excessive in relation to a socially optimal level, because of
the influence of the market-closure quasi-rents potentially
avallable.

Oiher  justifications wesd [or oompulsssy fE‘hh'Illllﬂ
include the externality arguments pertaining to public health,
and the paternalist arguments that: (a) people should be
provided with high quality health care, even though they
would have chosen lower quality care at lower prices; and (b))
that, &s the consequences of many medical services are sunk
(the appendectomy, like the cashectomy, Is lrreversible);
peopie should be prevented from choosing medical services
supplied by lower-guality, high-riak sellers.

The extent 1o which the problem ol limited buyer
information can be met by the alternative course of (non-
compulsary)] certification has been discussed by Baird, e
among others. Whether the net gains, from the introduction
ol this kind ol certification, would be positive is & moot point
= pertainly the consumer choloe sst would be widened.
Currently practisng doctors would loss and we would observe
intensive lobbylng by the prolessional associations to prevent
such a change from taking place.

Firally, the economics of the GF market has led 1o the
conclusion that GP rents are competed to zero in the
run. The sources of high and rising health costs ('increasing
monopoly' apart) are largely to be found first, in the
separation of user and third-party pa

maintalned. It is the latter which determines the lormer.

13
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Roval Australian Coll ol General Practitioners

, General Practitioners (n Ihree Reglons of New
South Wales: A Servey Heport, Ressarch Commities,
MN.5.W. Paculty, 1977,
Studies reveal that medical service is a superior
S5ee ). Richardson, 'The Inducement Hypothesis: 1
Doctors Generate Demand for their Own Services', ed.
P.M. Tat Economica and Health, Proceedings of the
First Conference of Health Ecomomists, ANU
Press, 1980, pp. 9%-134; Richardson, ‘A Model of Doctor
Practices An Empirical Analysis using Survey
Data', ed. P.M. Tatchell, Economica and Health 1980,
Proceedings of the Second Australian Conference of
Health Economists’, AMU Press, 1981, pp. 17-53; 1.P.
Newhouse and C.E. Phelps, Price and Income Elasticities
for Medical Care', ed. M. Periman, The Economics of
Health and Medical Care, Wiley, 1974, pp. 139-161; and
the studies reported by P.). Feldste Health Care
Economios, Wiley, 1579, pp. 92-91.
Eelocation of doctors towards areas initially perceived as
relatively more advaniageous should have the effect ol
competing down the level of [ees there, relative to lees
charged in other areas. If this mechanism does not fully
operate, say by doctors' adhering to scheduled standard
fees, then competition in the dimension of ‘guality’ (lor
example, longer avallable wsurgery hours) will ralse
praclice costs. Elther way, net returns tend to equallty
across reglons, all factors taken into sccount.
Low price and time-cost elasticities of market demand
have besn observed for medical services; see the
relerences cited I Mote @,
Also, as s well known, the 'condition' from which a
patient suffers s olten revealed not directly, bui via
symptoms. The GP must then provide a diagnosis (or
failing this, referral to a specialist) and & course of
treatment. GPs presumably differ in their diagnostic
expertise;, and this adds another uncertainty o the
buyer's choice problem. One od the arguments put for the
RACGP's Pamily Medicine Program b that less well-
trained and less experienced (but risk-averse) GPs tend to
reler more frequently, and thus use up more expensive
resources, relative to FMP training.
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M.A. Satterthwaite, "Consumer Information, Equilibrium
Industry Price, and the Number of Sellers’, Mne Bell
Jourmal of Economics vol 10, 1979, pp. 483-302.
See  Satterthwaite, 197% and M.V, Pauly and
MLAL Satterthwaite, ‘The Pr of Primary Care
Physician's Servicess A Tesnt ol Role of Consumer
Information’, The Bell Journal of Ecenomica vol 12,
| 981, pp. H83-306.
Because of Emited arbitrage (it Is difficult to re-sell an
appendectomyl, il Indivi demand elasticities are
identifiable (for imtance; by income), then we can also
expect price discrimination. This was observed by
R.A. Kessel ('Price Discrimination in Medicine', Joumal
Law and Economics vol. |, 1938, pp. 21-31) for the
5. There is some evidence that this s also the case in
Australia (sundry evidence given to NSW  Price
Commisslon Inquiry into medical fees), although this
should be less [requently observed the less the proportion
af the ‘grass' price that is paid directly by the patient.
For example, see T.5. Permabene, he Rise of the Medical
Practitioner In Victoria Health Research Project
Monograph no. 2, chap. 2, ANU Press, 1980, Attempts at
lcensing and regulating the profession In the UK date
back to the time of Henry VI, and the establishment of
the Royal College of Physlcians in 1331, As lor sur
the Charter of The Mystery and Commonalty of the
Barbers and Surgeons of London' (1330) introduced
demarcation between surgeons and barbers; at this time,
and earlier, 'operations’ were often performed by the
local barber, supposedly because he had the sharpest
knives. Regulation by the state has an even more
venerable history, dating back to fes and comduct
regulation for Babylonlan physicians (2000 BC) with
quality control exercised wia rather drastic sanctlions
against physiclan/surgeons whose operations had less than
satisfac tory results.
Or, at Sydney, the particular set of courses leading to
ohe of the bariers' to further progress towards the

#ﬁmuu be efficient in the context of 'fres’
scarce education funded by the taxpayer-at-large, as
ﬂmdﬁmlﬁﬁgﬂmh‘ﬁﬂﬂhﬁrlr
and ng o escludlng many more
students at the end of, say, first year.

On the plight of Immigrant doctors from post-war
European countries, see E. Kunz, e Intruders: Refugee
mmhmnﬂgmlm.
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Chiropractic ia now a registerable practice in several
States.
fee A.O. Krueger, 'The Political Economy of the Rent-
Seekdng Society’, American Economic Review, Junec
1978, pp. 291-30); and R.A. Posner, 'The Soclal Costs of
Monopaly and Regulation', Journal of Political Economy,
vol 33, 1975, pp. BO7-827.
Posner gives an analysis of this for regulated industries
in It would be interesting to attempt to
calculate the deadweight losses in our particular case,
account being taken ol the extent o which compulsoty
mﬂnﬂlﬂmmmulwm-tﬂm
This contentlon is supported by Lelfler's for the
US (KB, Lefller, 'Physician Licensure: Competition and
Momopaly in American Medicine’;, Journal of Low and
Economics, vol. 21, 1978, pp. 163-186)
C.M. Lindsay, ‘Measuring Human Capital Returns’,
Jourmal of Political Economy, vol. 79, 1571, pp. 1193-
1215 This is also the case where access to any skilled
occupations requires an investment in training.
The Karmel Report (Committee on Medical Schools,
Expansion of Medical Education, 1973, pp. 37-a0;
evidence given to the NSW Prices Commission Incuiry
into Medical Fees, | 579-80.
See Lelller for confirmation of this for US data.
The CPI rase by 30 per cent over this period.
As pointed out previously, there i3 no regulation of
actual fees charged, except that changes in the Medical
Benefits scheduled fess directly alter the
which the patients pay direcily, for any groas
fee. Mor are there sanctions against doctors whe do not
follow the AMA listed fee schedule; rather, the
preamble to the AMA list appears to exhort docton o
regard these lees as upper bounds. Thus, set agalnst the
current in some quarters that the AMA attempis
i somehow "sdminiater’ prices in the medical profession
is the alternative proposition that the AMA list s a
device lor signalling individual members the AMA'
estimates of these upper bounds.  Price-searcher
information costs are thereby reduced and [ewer
mistakes are made by sellers In attempting to correctly
wmmuph‘
streams are calculated net of tax, as progressive
taxation will presumably affect occupational choice.
Using a combination of MO award salaries, anecdotal
evidence and the tax data yields a range of 528,700 to
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$36,000 for net income belore tax but after expenses,
with & mean income of 532,300 (1981-82). These could
well be biased downwards because of non-reporting etc.,
but on the other hand, the calculation ignores the cost
of extra leisure foregone and other hard-lo-measure
intangibles. The calculations of present values of 'GP
mid-range’ use an estimate of award salaries for MO
positlons which appear to be substitutes for private
practice. The 'GP low' and ‘GP high' calculations use
the extremes of the above range, for purposes of
COmipar oo,
A rough estimate of the upper bound on the cost of
leisure foregone can be found by multiplying the hourly
return (net of tax and expenses at the mar by the
number of hours worked by GPs in exces of their best
other occupation (lor instance, as an employee of the
public service)l, Considering only additional lelsure
given up while in practice (that is, ignoring that given
up during the training period), the present values as at
I8 ol this cost are $24,097, ‘Sll.m. and 57,511 at
rates of 5, B and 10 per cent respectively. This
places the l.lplrh‘ GP at & Terther relative disad-
vantage, although the disadvantage is here overesti-
mated because the figures are upper bounds on the cost
of lelsure foregone,
Satterthwaite, 1979,
See, [or example, Richardson, | 980,
For an analysis of this, together with the implications of
professional ulhr-mu-um see H.E. Leland, "“Quacks,
Lemons, and Llr:uui:? Theory of Minimum Quality
Standardy’, Jowmal nl'-lllnﬂ Economy, vol. 87, 1979,
pp- 132813406,
C.W. Baird, 'A Market Solution to Medical Inflation’,
Journal of Human Resources, Winter 1971,
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INTEGRATION, COMPETITION
AND THE AUSTRALIAN
ACCOUNTING INDUSTRY

L INTRODUCTION

It is a widely held belief among economists that regulation
has been sought by, and operates largely for, the benefit of
practitioners in a particular occcupation.! In Australia, the
provision ol accounting services I not determined In a fres
and unregulated market. Instead ol free interaction between
producers and consumers, there s substantial inter lerence by
government, regulatory bodies and the accounting profession
ltseld, relating to the nature of, and conditions under which,
producers operale. These Include the type of data, form and
regularity of accounting reports [or comsumers. Further, [t
has been predicted by both regulators and the accounting
profession that the degree of interference is llkely o
inCrease, ¥

The accounting industry In Australla then appears to
operate on a mixture of government regulation and self-
regulation. Entry to practice as an accountant b restricied?
and practitioners choose 10 [urther restrict competition by
imposing restrictions on advertisi by binding themselves 10
codes of ethics in the conduct of their service, by seeking
essentlally |dentical services under the ambit of 'accounting
standards’ and (il recent suggestions are coerrect) binding
themselves to ‘guldelines’ for the setting of fees. In so far
as the producers of accounting services are acting in concert
and barriers o enfry are malntained, thers exists the
poasibility of a cartel of producers with the potential to
charge higher than competitive prices, to price discriminate
and to restrict outpul to less than socially optimum. In a
prolemion of allegedly rational, wealth-maximising persons,
we would assume that individualy would react 1o the incentive
structure they face; to this end any observable antisoclal
behavior of the cartel reflects the “wlerance’ ol the rest of
socletv in allowing that group 1o be antisocial.

&3
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While the avowed imtention ol regulation is frequently
couched in terma of furthering the public Interest on the basls
that a freely operating market is apt w be [ragile or
Inelfective, the view ol regulatory authorities as mllu-l! or
ut-r_un actors in markets has been
counted.® The recent theoretical work of Peltzman n-hh:h
examines the behaviour of regulators who, It s presumed,
maximise their utility, raises skepticism as to the aingular
relevance of eithsr the public imerest theory or capiure
theory lprinhll results of regulation. Peltzman hypothesises
that ‘regulator -g-m:lu will not exclusively serve a single
lm'nn'i-: interest’.” In other words, the possibility exists
that testing either the capture bhypothesis or the public
interest hypothesis in (solation may generally provide
incomplete and misleading answers. On the other hand, it
may be rather empiy to demonstrate that members ol the
accounting industry simply react rationally to the incentives
they fsce, however anti-soclal. There is merit, at least on a
priori grounds, to analyse the structure ol Incentives and
explain consequent actions if for no other reason than
establlshing a justification as to why a society might allow
itsell 1o bear such costs.

It can be argued that at a time of EElml!ﬂ-l"!ll'w
within an eccupational cartel (either exogenous inspired
endogenous inspired change), the Incentive structure II:I‘I"
various partles becomes more observable in supporting or
oppasing the change. Rather than attempt to observe the
progression to the present regulated structure, this paper
secks to analyse the incentive siructure of the accounting
profession by analysing the structure ol interests in the
recent atlempl 10 te the profession from two
badies into one. The lity of a competing ‘competition’
hypothesis will not be ignored - that s the existence of two
bodies in the profession over a conslderable pericd has
reflected a desire for competition between producer groups.

. INTEGRATION OF THE PROFESSION

Bacig round

The accounting profession s organised into two main

professional groups: the Australian Society of Accountants
mmn&mnlm-dmmu. The history of
professional associations in Auitralia has been
characterised by a large number of amalgamations.® As early
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as 1952, publicity was given W the need for only one
accounting body; yet two recent attempts ln 1976 and 1951
both falled o produce an alllrmative result for integration
daspite strong statements from the sxecutives ol both bodien
urging members 1o support the integration proposals. Typical
of the type of argument presented over the period has beon:

Two professional bodies can only result in two delini-
tions of the basic pattern of intellectual intérest and
emphasizy in two sets of entrance standards; and in
tws methads of maintaining ethical and moral
codes. There B obvioualy & prima facle case for one
profession,

» » « It [integration] will strengthen the ability of
our profession o meet the many challenges facing its
members and [acilitate eflective action to develop
and enforce the standards of accounting appropriate
to the rapid economic expansion of Australia.?

In pursulng integration emphasis has been glven by both
boadies (Irequently in the form of joint statements] to the
need for protection of the public from imperfect knowledge
el the sccounting product * . . . caused by different profes-
sional designations sach claiming it own status',i®

It can be implied from statements of this type that the
bodies - at loast - believe there s a difference between
Society members and Inatitute members and the services
provided by each. This argument; I it is correct, would mean
that consumers would be forced to bear search costs in an
attempt to establish differences between the two groups, of
alternatively, In accepting the services of any practitioner
that they bear costs associated with any quality differences
betwesn the groups.

Consumers and quality

The idea of protec consumers ol accounting services by
implementing & uni standard of product from one
prolessional body may reflect & consumer demand for
licensure of accountants under one organisation. While
consumers face the considerable cost of organising
themselves Into an elfective cartel, they do drastically
dominate producers in numbers, wealth and votes. In short,
o dismis a public interest explanation outright may be
dangerous when a prior] it would be possible that integration
could offer gains (losses) for the consumer as well as the

&3
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producer. At least three rationales based on public interest
arguments have been made to explaln why consumers might
demand minlmum quality standards: from Moore, these are
‘Costly information as to quality’, 'Consumption externality’
and "Soclety kmows best' and are now briefly outlined.!!

([} Coatly information as o quality. [l the consumer
cannol judge the quality of a complex good, particularly I It
is purchased infrequently, then consumers will rationally
expend resources in search of desired quality. With scarce
resources, costly information also has the effect of shilting
the equilibrium distribution of guality supplied 1o lower
qualities directly as inlormation costa rise. Implicit in the
action of a sell regulated (or atate regulated) profession in
guaranteeing minimum quality s that they have a
comparative cost advantage over private entreprensurs who
might offer an information service.

(i) Consumption extermality. Consurmers may demand
minimum quality standards be set for all practitioners
because they cannot internallse the external benefits of high
quality. For example, if a firm chooses to use the services of
a8 ‘'guick and dirty’ accountant they may increase the
probability that others may lose from not having the ‘correct’
fimancial Information. In short, H there a paositive
externality in the provision of accounting services; there will
be under-investment in these services i this externality
cannol be internalised under a non-regulated system.

(UD) Society kows best. A final rationale for demanding
minlmum quality constralnts is based on the assumption that
individuals underestimate the risks [rom consuming low
quality services, but the same Individuals correctly anticipate
the expected resulta for the best of society. To illustrate, an
individual (firm) may correctly estimate that ‘improperly’
prepared [imancial statements will result in capital being
upplied 1o the firm in = per cent of cases, but the
same individual (firm) may evaluate his own chances of being
disadvantaged at less than x per cent.

Howewer, while it iz possible that certain public Interest
rationales may manifest themselves in demand for minimum
quality service, what Is not obvious [s why the system of
licensure currently operating in the two professional bodies
does not already ensure there are no 'quacks' in the
accounting market and further, why those minimum standards
of quality will not be provided in a [reely operating market.
The demand for quality standards per sp may conatitute
neither necessary nor sulficient conditions for the regulation
of quality standards because it has been implicitly assumed
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that there s market [allure. Ina [reely operating market for
accounting services, there are a number of ways consumers
are able o make decisions on the basis of quality even when
the good is complex in nature and (possibly) purchased

Innl'.lv?nnnny.

irstly, the fact that accounting firms have
themselves into professional organisations which impose and
enforce standards is some guarantee of quality. In fact there
is a positive incentive for lke producers 0 form such
organisations to share advertising costs about quality, partl-
cularly when consumer search costs are positive. In the case
of the accounting industry, each prolessional group will have
an incentive to advertise the quality of s product vis-a-vis
that offered by different groups. If qualities are different,
then comsumers are better off in that they are able 1o
purchase only the quality desired and not a minimum quality
which might be greater than that desired. Therefore, il the
accounting profession is interested in offer information
about quality, it is difficult to understand why exists an
almost total ban on advertising.

Secondly, a purchaser may hire the services ol an
Independent accountant to monitor the services provided by
any hired firm. However, again the profession is active in
dh:mr:ﬁr this type of activity by the impoaition of ethical
rules w prevent this type of service being offered. In a
free market, some accounting firms may specialise in this
evaluation function and other firms may welcome the oppor-
tunity to be evaluated and advertise their ‘ratings’ to reduce
the information costs of consumers.

Thirdly, consumers ol accounting services can protect
themselves through the contract they iate with the
accounting firm whose services they oy. Clauses to
cover such contingencies as specific performance,
nonperformance, damages or rights ol redress could be
written into contracts between accountant and client and the
price ol accounting services would reflect the contractusl
obligations. In the same way, consumers could ensure
the risk of loss through quality being less than expected. 12

Conspiring to competeT

While the avowed Intention of integration may be to further
the public interest, the actual effects by such proposals may
be dilferent. There exists prima [acle evidence that the
accounting profession has Intended to further  limic
competition by raing barriers 1o entry. In another decument

ar
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entitled [ntegration Proposals published jointly by the
Institute and Society, it s staved explicitly that following
integration:

It is part of the spirit of integration © move towards
the higher standard in each case. The rate of move-
ment will be dictated by decisions of the National
Council once Integration has been achieved.!?

It is alwo [nteresting to note that existing members of either
body would sutomatically be elevated to the status of the
Integrated body without having to satisly the new entry
requirements (grandfather clauses). It is not within the scope
ol this paper, however, 1o specilically record sach instance of
proposed increases in barriers to entry under the integration
arrangements, Suffice it to say that the proposals do, In
general, represent an increase over the status quo. Further,
the existence of barriers o entry Is a necessary, but not
sufficient; condition for the generation ol long run rents
{excess profit) and, in the absence of detailed information on
price and cost structures, to conclude that the members of
the industry sarn rents, whilst tempting, may be dangerous.

The accounting bodies give only tacit recognition to the
posslbility that two producers might [acilitate the provision
of a competitive environment in the industry. Instead,
competition ia interpreted by the prolession as the process by
which barriers can be erected to control ‘infiltrators’. Under
the heading ‘Competition' in the [niegration Propasals, the
lollowing policy statement appeared.

It has been suggested that two professional bodies
provide a degree ol competition which ia healthy in
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The opportunity for the test producer benefit from
integration s the possibility ol a reduction (or elimination) in
the coats of coll o malntain & cartel arrangement
between the two Cartels are inherently fragile
arrangements because of the incentive for an Individual to
‘cheat’ on an agreement and maximise his individual returns.
The problem for the members s exacerbated by the lact that
any agreement o collude cannot be written as an enforceable
contracit; the legal system Imposcs coats for the formation of
stable agreements by both limiting the power of an industry
to strike a collusive agreement (and enforce it against
cheaters) and restricting communication among members.!?
Arrangements a3 & result tend to be more implicit than
explicit.

From Machiup,'¥ implicit forms of collwion may be
supported in many ways: by tradition - a conslstent pattern of
responses to competitors actions permits competitors o
expect continued adherence to the same patiern: by ethics -
the implication s that one will adhere 1o a ‘standard of
fairnews’ in the conduct of trade; by 'informal’ talks between
competitors; by announcements ol “trade associations’ of
industry standards’; by announcements of frms indicating
compliance with trade assoclation announcements; and, by
participation of competitors in trade association meetings,
conferences etc.

The types of implicit collusion alluded o above are
directly observable In wvarying degrees in the accounting
profession. For example, both bodles maintaln comprehensive
codes of ethics lor their members; the bodies co-operate on
the running of the Australian Accounting Research
Foundation whase principal function is to publish standards of
accounting practice for use by members ol the two bodies
the bodies prepare joint submissions for, and elect commeon
delegates o serve on, government committees; and, the
bodies jointly sponsor conferences. The conclusions of
Machlup are important in alfering some peripective to the
type of collusion in accounting.

Mmu of these six forms of collusion includes

at best they inwvolve ‘unders
But.ltinddht:ﬁﬂuﬂ,ﬂumlird:mﬂ,
impersonal understanding will often achieve lar
betier compliance than the mosi formal and
pretentious covenant.!”
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Colluding In an Implicit way Is costly and the more
implicit the agreement the more costly enforcement will be.
And o & cartel is inherently unstable as the opportunity for

gain by & recalcitrant participant to the agresment i3 ever
present. Stigler succinctly summarises the position.

And this s the story of cartels' lives. When this
rivalry does not iake the [orm of imvestmeni, some
ather lorm achleves the same result. Thus some
states have had laws that no one could sell liquor, or
:ﬁ:ﬂ.wmﬂwmmﬂiwnhuﬂma
ted price (or mark-up). A.Hrmiﬂlﬂmnlﬂl
additional patronage by advertising maors, ¥
better service, or some such device. m.m’i‘.ﬂ'
cosl curves shidt upward, and In long-run equilibeium,
the long-run marginal cost eventually equals price, **

An advantage of the two bodies combining is that collusion
costs could be avoided. The accounting profession has not, of
course, overtly argued that It wishes o reduce colluslon costa
but instead maintains that integration would enahble the
professlon % . . to speak with one wvoice In the areas of
accounting and standards research, legislation review,
taxation submissions and professional development'!® but
sdmits: '. . . there can be no doubt that the jaint approach of
the two bodies speaking for the whole profession has been
more effective than approaches by individual bodies would
have been'. 19

It also seems possible that the collusion costs argument
might manifest itsell in an argument by the professlon about
‘wasteful replication’.

Aware of the degree of co-operation already existing,
some members  hawe the nesd for
hn-ﬂﬂmniu-m + Such a view overlooks
the fficient administration inseparable from the
reconciliation of the views ol the two bodies, and the
often almost insuperable difficulties achieving such
reconcillation with the constraints of an often tight
mnmm. The scparate preparation of
the elected representatives or
administrative stafl ol the two bodies must also be
regarded as a waste of resources which would be
employed in other fields, **
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However, the ‘wasteful replication’ argument whilst providing
an eicuse [or the reduction of collusion costs may represent a
saving I the probabllity of the cartel up I8 zero and
the dead weight loss is regarded as a "sunk' soclal cost.

The vate considered

While on a priori grounds it would appear that the effect of
integration would be o further reswict competition (or, at
least maintain the current restricted level at lower cost) and
generate rents for the Industry, the likely distribution aof
thase rents belween members of the cartel Is important in
Mp#ﬂirmﬁlg how individuals reacted to (and voted for) the
integrat proposals, LUnder the 1981 proposals, it was
planned to establish barriers 1 entry on the basis af the
higher of those ol either the Institute or Society. In absolute
terms this would mean that no members would be affected by
& lowering of barriers; but more importantly the possibiiity
exists that some members will be made relatively better or
worse ofl after integration.

Certain interests were declared both officially and
unoflicially during the negotiations. On a priori grounds, it
appoar that the executives of both bodies had
reason 10 open negotiations, notwithatanding the reduction in
collusion costs considered above. From the executive
position it would be easier (less costly) lor governments to
deal with one body and in tum easier for that body to lobby
the government if it has minimised the costs of lobbying. The
Society cbviously would receive a considerable elevation in
economic status in achieving barriers tw entry of at least
those of the Institute - which tend to be than those al
the Saciety. The Institute on the other ; it has been

ted, aaw the considerable advan in amalgama
with the member-rich (and fee-rich) mm as umﬂﬁlﬁ?ﬁ
to avold an embarrassing financial situation. The Financial
Heview reported during 197 3 negotiations:

ht;-urhl I':Euhl I:I e hﬁiuhl:u-mll to
L the e reapening tegration
discumion has besn the Institute’s weak [inancial
position, but very little has been smaid about this at
the Melbourne meetingst?

While the executives of the bodies might have incentives to
maximise the present value ol their memberships by an
amalgamated body, this action does not guaraniee that all

T
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categories aof members of either body are as well-catered
for. One group which was vocal in its opposition o the
amalgamation was thoss members of the Institute who had
graduated from satisfying a professional year requirement of
the Institute. Under the rules of the Institute, it i necessary
for any person seeking admission to attend twelve discussion
scssions of three hours' duration, complete an asignment
prior to the session, and sit an examination all within a nine
month peried. The candidate must have worked for a
chariered accountant for at least one year prior to the course
and remain in his employ during the course. The achlievement
al the qualification s considerad onerous and difficult,

The Society has nothing which compares with the
Institute, with the exception of a wery ‘watered down'
Professional Orientation Programme. Under the
amalgamation, it was proposed that all existing members of
the society would be elevated to a position in the joint body
where they would be regarded as having attained the
equivalent of the professional year requirements. As the
projessional year has been a relatively recent (since 1972)
requirement for Institute membership, those having to bear
the cost of passing the year look on the requirement as an
investment from which they expect a return over the perlod
of thelr memberihip. Opening the [oodgates would
elfectively erode their relative position in the cartel. The
rejection by the Institute of the recent integration proposals
and acceptance by society may well be explained by the
relative losses and gains to be borne by the respeciive bodies.

. CONCLUSION

This paper has attempted a review of aspects of the incentive
stricture facing both producers and consumers of accounting
information. A recent significant event - integration - was
comsidered 30 that the incentive structure might become
more apparent. In the absence of empirical ressarch in the
ared there can be no clear answers on the magnitude of the
regulatory effects. What does become apparent is that
national producers and consumers will react positively to the
incentive structure they Iace. While no support could be
found on a priorl grounds at least, for rejecting a market
solution as an optimal production strategy for accounting
information, Further, there is reason to believe (again on
a priori grounds) that the lation of accounting may be in
equilibrium where the gains pains) of the regulation are
shired between the regulated and consumer.
12
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The economic theory o regulation was [ormulated
). Stigler The Theory of Economic Regulation',
Journal of Economies 2, Spring 1971, pp. 3-21 and posits
regulation as an economic good with specifiable demand
and supply {unctiona.
For example the Attorney General for New South Wales
has warned: "Accountants | speak to seem to be ol the
consensus that sell-regulation is what they want, [t is, of
course, what they already have, but my thesis s that a
continuation of [ife as it Is in the prolssion can only
puarantes tThat the profession will not be left alone -
either by law enforcement agencies, by the judiciary, or
bureaucrats or, eventually, by our |egisiatures.
(F. Walker, The Accounting Profession: a Case lor
tion', Proceadings Regulation and the Accounting
ession, October, University of Quesmland, 1979, p.
118 And the accounting profession, anticipating an
increase in government regulation, ha  (obbled f(or
invalvernent.
It was submitted that the competency of the two bodies,
to undertake the responsibilites outlined, could be
gauged by reference to the objectives which conatarily
remain thelr goal: . . .to develop mutually benellcial
relationships with governmental, commerclal, Industrial
and educational bodiex (o assist governments in the
formulation ol legislation by analysis and examination of
drait proposals and to advise members ln relation o the
inerpretation of Acta and Regulatiom.' {Australian
Society of Accountants and Imstitute of Chartered
Accountanta In Australia. The Accountant and Statutory
Recognition’, Australion Accountard July |975%),
For & full deseription ol the barriers, see D. Anderson,
The A Profession in Australia’, Proceedings:
Regulation the Accounting m“lﬂm, October,
University of Quesnsiand, |93,
Sce (or example National Times, 12 April 1982,
See R.A. Posner, "Theories of Economic Regulation',
Journal of Law and Economics, 3 Autumn, 1974, pp. 313
38 for a description of the general assumptions on which
this, and other regulatory rationales are based,
See 5. Peltzman, Toward a More General Theory ol

73
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0.

I

14,
13,

Regulation', Jourmal of Law and Eceonomics, vol. 19(2),
August 1976, pp. 211-50.
Peltzman, p. 1.
See B.5, Gynther, Proctising Accountonts in Australia: an
Anaolytical Study, 5t Lucia, Queensland: University of
Cueensland Press, | 367,
Australian Society of Accountants mnd Iretitute of
Chartered Accountants in  Australia, Integration
Proposals, |967.
Australian Society of Accountants, Integration of the
Accounting Professlon’; Presldent's letter, 17 March
1573,
T.G. Moore, ‘The Purpose of Licensing', The Joumnal of
Low and Econounica, T, October 1961, pp. 93-117.
For the original application of these arguments in the
auditing profession, see F. Mine and R. Weber,
‘Reguiation and the Auwditing Profession in the USAY,
Accounting and Business Research, Summer 1981, pp.
| 97- 206,
Auatralian Soclety of Accountants and Imtitute of
Chartered Accountanis in  Auwstralia, Integration
Proposgls, November 1981.
Integration Proposals, |981.
The Trade Practices Act (197&) fically attempts
to deal (among other thinga) with restrictive
agreements. The applicability of the Act to both
explicit and implicit agresments is still yet to be
interpreted by the courts. Howewver [t does appear
that a broad Interpretation of restraint of trade’ is
intended. " think the Act covers exactly what it is
meant to: Le. any action which in this area is in
restraint of trade. If it did lesa it would fail in its
objectives.’ (W. Pengilley, "Trade Practices Act: Legal
and Other Implications’; unpublished, 1973 However
the applicability of the Act to mﬂmhlulutu
question. In d o the Und and Ui ted
States, l.Il;‘E,d L. sm&mw (Applied
Microsconomica, San Franciso: Day, 1973, p. 103)
notes:
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‘Under the English common law, agreements to flix
prices of to share profits (or markets) are not illegal,
but they cannot be enforced in court. The likellhood
ol stable collusive action s reduced when judicial
cannat be used to punish cheaters.
Hnduth!unmﬁ.miwnm,mrnm
agreement among firms which elther directly or
indirectly acis 1o restrict competition is illegal. U5,
firms can legally only attempt to Implicitly or wacitly
collude on price policles, and no legal sanctions can be
brought to bear on cheaters. Thus the American legal
structure works against the f[ormation of stable
collusive agreements both by limiting the power af an
industry to maintain pricing discipline and by
restricting communications among industry members.
Under the common law, firms could meet to discuss
and agree on pricess this b quite lllegal under the
Sherman Act,
F. Machiup, Economics of Sallers Competition,
Baltimore: John Hopkins Premss, 1932
Machlup, p. 81,
G.. Stigler, I'ha Fheory of Price, 3rd edn, New York:
Macmillan, | %66,
Australlan Society of Accountants, President's Letter.
ASA, President's Letter,
whartered Accountant in Austratia, March 1981, p. 17,
Firmmeial Reviaw, L7 July 1973,
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THE AUSTRALIAN

Ray Ball

L INTRODUCTION

Stockbroking in Australia has more of the features of several
colluding clubs than of a competitive industry. It possssses
the classic machinery of a cartel Recent decisions of the
Trade Practices Commission st that some of the
affending features will be nm:;?'w It i by no means
clear that the proposed changes will go far enough.

There are many offending features of stockbroking at
present. Entry 1o cach exchange is at the discretion of a
commities elected by existing members; members adhere to
a fixed schedule of fees and risk severe penalties [or charging
mon-schedule fessy there are severe restrictions on
advertising and on members competing for clients
competition [rom incorporated organisations is excluded; and
the committees that run the exchanges are given a wide
range ol discretion in policing these rules without having to
justily or even report their actions to the publiz. Such rules,
contalned In the Memoranda, Articles; Rules and Regulations
of the exchanges, closely resemble the rules one would expect
of a cartel.

In asdition to their individual features, the stock
exchanges have engaged in several forma of collective
action. The affiliated exchanges might ssem to be potential
sources of competition for each other, yet they charge
identical prices, olfer essentially identical services and have
almost ldentical rules and regulations. An Important
structure |3 the Australlan Associated Stock
Another is the Joint Commilites of the Melbourne m
Exchanges which; because those exchanges transact 92 per
cent n! all Australian tumover, I an extremely powerjul
body.! The Joimt Committee presumably Is a forerunner to
the proposed merger of the Sydney and Melbourne

This merger would In effect creats a monopoly on

the = of operating stock exchanges in Ausiralia.
e
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To operate a stock exchange, approval must be obtained
in terms of the Securities Industry Acts (SIA). In the past,
the Industry has scted as i such approval were difficult for
new entrants to ebtain, There has even been a beliel that the
‘affilisted® exchanges might exert political pressure upan
aspiring entrants to the stock industry.

The advent ol the National Companies and Securities
Commission (NCSC) probably adds regulatory pressure toward
tion of the business of running stock
The ﬁn‘:udhqﬂntﬂulhn&rmdtm&hiuunitha
regulstory mind for the (administrative) untidiness and
unpredictabllity of competition probably make it prefer o
deal with a single body. A new entrant might iment
with a new exchange technalogy, with promise amnwd
efficiency or improved service, and might discover thal the
NCSC had adapted its regulatory procedures and its way of
thinking to an ocbsolete technology. It might resist

innovation, preferring the cosiness of a fived 'club',

The industry thus can be seen as a mixture of government
regulation and self-regulation. From & social viewpoaint, the
incentives faced by members of the industry cannot be
acceptable. There |3 an incentive to use the power ol the
cartel 1o establish monopolistically high prices, to price
discriminate and to restrict output to levels that are less than
socially optimal, Furthermore; sheltering the industry from
the [l forée of competition reduces its Incentive to
innovate, to find elficlent solutions to problema in production
ol I services, 1o try new types ol services for (13 customers,
to use ressurces to their ummtﬂp-hl.lltr.mdmpmnltn-
meet the implications of

Illipﬂhhlnwm.hlmm:ﬂmm
industry are not concernsed for their own well-being and are
consumed by a passion for furthering the public interest. It is
concejvable that they Ignore the incentives of a cartel
structure, at their own expense. [t I3 possible that the
apparently coliusive practices of the industry are part of an
elaborate public-interest structure in which the industry has
exipended its own time and resources over the years on
charitable grounds. On the other hand, at least one coalition
of consumers of broking services claims that it is the victim
of price discrimination and that it has pald prices that
systematically excesd cost by a large - And In my
view it would require a vivid W bwent a
mioderately plausible public-interest sxplanation of many of
the Industry's features.
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Mevertheless, stockbrokers assure us that they have the
public Interest at heart. Brokers assure un that all ol the
tempiations to exploit the industry's elaborate collusive
machinery lor private purposes are resisted. In the AASE'
submission to the Trade Practices Commission, blanket
authorisation of all of the ments within and among
exchanges was sought on public Interest grounds.!

In viewing thess assurances with considerahle scepticiam,
care must be taken to disti deliberate, calculated well-
interest [rom wel-intentioned error and Irom  non-
deliberative, evolutionary adaptation. Even a well-
intentioned group can be expected to evolve a et of
practices over time that reflect the incentives it faces. No
doubt many members of the stockbroking community
genuinely believe that they act in the public interest,
particularly those who are les enquiring. The purpose of this
paper Is not to demonstrate that individual stockbrokers are
rational exploiters of the cartel structurs, sgain such
people undoubtedly exist. Rather the purpose ks to analyse
the structure of the incentives In the Industry, on the
asumption that there i3 no soclal justification for tempil
economic agents fo behave In an antl-social manner, even |
same of them can resst templation from time to time.

. AN INDUSTRY OVERVIEW

The this i
stockbroking In its purest sense ol arranging for buyers and

tants.,
Stockbroking [tself B an operation comprising rmany
activities, For convenience, they can be described as:

I. & market mechanism, In which an attempt is made to
match aspirant buyers and sellers;

Z. a retall mechanism, which locates and processes
Individual buyers and seliers whose allers are {ed into the
market mechanlsmg

3. a title exchange, in which the contract that i3 made in
the market ls executed (Le. money and title are in fact

exchanged as agresd), normally in a ‘clearing house; and
Bl
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4. melated client services, such as research and Investment
mivice.

For the present purpose, client services are of interest only in
terms of their role in non-price competition in the industry.
A wertically integrated structure s evolving. When the
clearing house system planned by the Melbourne and Sydney
exchanges s in operation; the first three sctivities listed
above will be an integrated package - integrated not only as a
package offered to the consumer but alse in terms of
ownenhip ol production.® That i, the producers of title
retall broking and market making will be vertically
integrated. To be a retall broker, one will also have &

title clearing, and so on,

Vertical integration is not undesirable In Itz own right
but It could be a means of continuing maonopoly power in
l1mn1t To emphasise this point, it Is necessary to
provide a brief sketch of the development of the industry.

The early development of the industry was influenced by
heavy costs of communication. Thus, we observe that stock
exchinges in the late ninetesnth century were located close
to the geographical points at which listed firmas and investors
were located. The markets [or stock exchanges were
wegmented by communication costs. As communication costs
have declined, stock exchanges have survived in centralised
locations, snd the likes of Charters Towers, Ballarat and
Bendigo have disasppearsd. The trend toward centralisation is
obvious and unavoidable. A single national exchange (s
implied by the proposed merger of Sydney and Melbourne

the disappearance of many smaller exchanges, and
the tiny proportion of rational trading done on the Perth,
Habart, Adelaide, and Brisbane

Given the substantinl [ixed costs of establishing an
exchange with physical (acilities, compuler mystems,
operating procedures and & complex set of rules that
inml-nnmtuﬁmuul'mrpru‘ it is reasonable to
view stock exchanges (o markets rather than retail broking
outlets) as ‘natural monopolies’ within thelr domalns.
initially, communication costs the marksis served
by the sxchanges on a basis, but the =teErm
decline in costs of both computing and communication has led
wﬂ-hﬂ#ﬂﬂpﬂrnﬂkwﬂmuﬂ-Mh
becoming (or has become) national.

Consequently, a 'natural monopoly' s emerging at the
national level, due to the intersection of two trends:



Ball: M Stockbroking Cartiel

1) declining unit costs ol computing over time have caused an
increass in optimum scale ol operationy and 1) dec
communication costs over time have led to a [alling cost o
poaling previously segmented markets Into a large scale
national market.

Institutionally, the AASE and the Joint Committee of the
Melbourne and Sydney Exchanges reflect the scale sconomies
in the market system. The planned national Clearing House
reflects the scale sconomies In the tile exchangs system.

In addition w the "‘natural’ monopoly power of the
incumbent due to persistent scale economies, an additional
{urmatural?) source of monopoly power lies in the SIA. Under
section I7 of that act, one cannot operate a regular market
for securities (l.e. as distinct from a casual transaction)
without approval of the Minister in the appropriate State.
While It Is not clear how this will operate in the futiure, It is
however clear that in the past either there has been or there
has been perceived to be & 'closed shop'.

Whether the perception s realistic or mot, It s so
widespread that it seems [air to say that most potential
entrants to that activity see entry as being expensive, if not
impossible, in the sense that the set of Ministerial approvals
required under section 27 for a national of any type
would be difficult or [mpossible to obtain, rraer chant
banking community is understood to believe that entry to the
business of running stock exchanges (s not competitive, even
for those who meet the standards of expertise, financial
security, reliability etc. envisaged by the Acts.

The advent of the MCSC certainly adds to the entry
costs, Most regulatory bodies find it easier and tidier to deal
with one body. The Australian Associated Stock Exchanges,
being well-established and administratively competent, would
be & likely candidate. | certainly sense this in private
discussions with the NC5C people. For example, there have
been several disapproving references about the Ballarat,

Hobart and Newcastle exchanges - which, while they
provide an untidy regulatory landscape and might not be up to
regulatory standards, do provide one of the few potential
entry points for an aggressive intermediary and therefore
offer at least a little promise for genuine competitivensss in
an ndustry that has advanced no strong reason [or being anti-

tlwve.

Regulators tend to regulate as I the world were [ixed
over time. They certainly do pot individually possess the
aggregate creativity and dynamism of a competitive
market. Mor are they likely to comprehend and sympathise



Grecupational Hegulafion

with the risk-taking behaviour of competition. In orienting
iheir rules, regulations and entire method of operation to &

particular type of stock they Incur costs of
adjustment when forced 1o to an innovation in the
market [or stock exchanges. They also impose costs upon the

immovation. Whether or not the NC3C fits this pattern of

have sought to resirict the scale &t the retall level
as a means of controlling industry output. The evidence of
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Restrictions on competition
Melbourne Rule 7.2 states:

A Member Firm may advertise provided that all such
advertisements are In good taste and do not contain
false or mizleading Information.

Advertisements that have appeared over the years reveal
what the exchange defines as ‘taste’; they are small, obacure
statements of broking firms' names and addresses. 1t would
be difficult to construe the few advertisaments we s=e as
competitive, the inference being that the Committes that
defines 'good taste’ elc. views competitive advertising as
violating Rule 7.2, They contain no information that would
assist consumers in their choices among broking frms, the
inference being that soch Information |8 seen by the
E‘.mnnﬂﬂw as being elther ‘tasteless’ or invariably ‘false or

M-Ihurnt Rule 7.9 states

The sve of a circular or umolicited business
communication by a Member or Member Firm to a
person other than a client or an employer pursuant to
Rule 7.5.5 s expresaly prohibited unless the consent
of the Committes is first cbtained.

Because other parts of Rule 7 describe a client in terms that
amount to ‘existing client', the elfect of 7.9 s to prohibit

of, or competing for, the clienty of other brokers.
In other words, Rule 7.9 attempts to create & monopoly over
each and every client.

Rule 7.3 does allow brokers to approach Institutions lor
business. Presumably, the scale and wide range of needs of
the Institutions are inconsistent with the concept ol an
institution as the captive clent of orne broker. The notion of
a single partnership servicing the needs of the AMP Society,
for example, would not be workable.

diess of the intent of Rule 7, which brokers no
doubt will say is to protect lnnocent investors [rom avaricious
brokers, the effect of the rule ls to give brokers an incentive
to offer their clients less serv than il they had

tion. And I brokers indeed are avariclous, they will
respond to that incentive.

a3
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Restricting entry to stockbroking

Among

the provisions governing membership of the Melbourne

exchange s Article 31:

Without otherwise restricting the absolute discretion
af the Commities to act in the public intersst o
decide whether an applicant for Membership has
suitable qualifications and experience, a candidate
must be not less than 21 years of age and must have
been employed for at least four years aggregate in

bl

)

the sharebroking business of one or more
Membersg
the sharebroking business of one or more

Members of a Recognised Stock Exchange in any
capital city of the Commonwealth of Australiag
or

ﬂ!ﬂmﬂrﬁ[hhﬂ#ﬂﬂlw
Stock Exchange in any capital clty of the
Commonwealth of Australia;

PROVIDED HOWEVER that the aforessld perlod of

may be reduced to not less than one year

employmient
if the Commities s satisfied that the candidate has
extensive experience In any one of the fallowing -

]
]
11}]
v}

Accountancyy

Banking or Finance;

Financial Journalismg

Law; or

Has successfully completed the examinations
conducted by The Securities Institute of
Australing

FPROVIDED FURTHER that in

Members concurring, may admit a candidate who has

not completed a period of employment as specifled
above.

Article 3| gives the existing participanta in the industry total
discretion over entry.

This is an Important feature of the industry. The
ultimate power of any cartel lies in its ability to protect its
members [rom entry. MNo matter how effectively the cartel

polices

the activities of Its members in order to stamp oul

competitive pricing practices, it cannot enforce cartel prices
In the long ron unless it can eliminate competition Irom mon=

member.,

.1
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In attempting to justify its exclusive contral over entry
to stockbroking, the AASE observes: In the lait ten years, no
Exchange has rejected an application [or membership.'s
Many interpretations of this interesting fact are possible.
The AASE clearly interprets the absence of rejections as
indicating the openness ol entry. A more likely
interpretation lles at the opposite extreme. This
interpretation Is that there is a heavy pre-screening of
potential applicants, with accurate signals of the Likelihood of
success available in the system, so that unfavoured applicants
never apply. One would expect stable organisations with a
‘club’ structure to provide accurate signals. Indeed, U the
formal application process were [0 be taken serjously as he
stage at which screening occurred, and U the Committee
were seriously interested In maintaining standards, then it
would be difllcult to explain the perfect acceptance record at
every exchange over a decade.

If there is a pre-screening as the evidence suggests, then
the question arises as to the grounds on which screening is
conducted. Il applicants are screened on the basis of their
past contributions to the welfare of existing members, or
even expecied future contributions, then the entrant ia paying
a monopgoly rent to the Incumbents, The mechanisms could be
many: for example;, to be nominated [or membership one
might be expected to have provided several years of solid
service to an existing firm, without having taken all the
rewards for one's effort (that is, having lelt a proportion with
the firm). There thus i3 a lkelihood that the truoe price of
entry s considerably in excess of the cash payment that
might be made at the point of entry.

The present aim (s not to speculate on thess malters, but
o observe that entry o stockbroking ia at the discretion of
itockbroker, who thereby have an incentive 1o use that
discretion to restrict entry for their own benefit, and that the
existence of this incentive s soclally unacceptable.

Restrictions on legal torm

Meibourne Article 6%(1) provides: No Member shall carry on
business unless he does se in partnership with ancther Member

Member of a Participa Exchange’. In particular, this
:’rﬂ:mmwfu ted stockbrokers. One possible

explanation is glven by the stock exchanges thermelves:

A stockbroker is personally liable to the extent of all
his assets for not only his own acts but for the acta of
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each of his partners. This unlimited personal liability
is a constant stimulus o promote the highest
standards of service and advice. Thia links intimately
with another aspect of membership; namely, the
requirement (o deal. Mutual trust and conlidence in
each other as members Is essential because & member
is required to deal with all other members. Thia
unique feature means that transactions must be
execuied whenever there Is a matching buyer or
selier. Any other arrangement would endanger the
efficiency aof the markst.
A consequence of the present rules of each
is that a corporation may nof be admitted
o hip of the Stock Exchange. Incorporation
would require a number of amendments to the
present Articles and Rules. The 5Stock Exchanges
have reviewed the maiter ol corporate membership
trom time to tme. Because it would constitute a
mdamental alteration to the present operations of
the Stock Exchanges and would have profound
consequences, they have agreed that no one Exchange
will change its rules o accept corporate members
without the agreement of the other Exchanges, This
matter has been considered seriously in the past but,
for reasons spelt out at length In this chapter, the
Exchanges have been wary of any relaxation In
present arrangements.

?ﬂmhhu-hmuuwiduhyuum t rules of the
game. On the other hand, limited liability can
raise more capital and might well put more capital at risk
than do partnerships. They certainly do
ecaonamy and thers 3 no reason to see

An intriguing alternative explanation s
of the corparate form i & means of controlling the output of
members. One cannot determine both the number of firme
and price without also determining firms' cutput. Potential
entrants, | incorporation were allowed, would include all of
the financial institutions (finance companies, banks, bullding
societies etc.) and retallers (Grace Bros., Myer etc., following
Sears Roebuck in the USA) and any other arganisation with a
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dispersed retall network. The competition they would give
brokers, at the retall level, could be formidable,

It seems reasonable w0 believe that the retailing of
equities, bonds, personal finance, mortgages, Insurance, cash
investment wvehicles, real estate and other financial
phenomena are complementary. For example, stockbrokers
now market ‘cash management ftrusts’, as retallers flor
merchant banking ‘wholesalers’. Why cannot retailers of
personal finance also retail equities? From the client's
perspective the artificial separation imposed by failure w
retall a range of securities in one network must be
inetficient.

By restricting brokers 1o the partnership form, the
industry could be restricting them 1o a small scale of output
and therefore could be preserving the incumbent brokers from
competition they cannot meet, and also restraining Individual
firms' outputs. The incentive certainly is there.

Powers 1o enforce provisions
Melbourne Article &5 provides:

any Article or Regulation of the Exc or any

£
3
g
8
8
-4
2
3
<
i
i
s
4

;
:
;



Oocupational Hegulation
upon such terms and conditions as the Committee

thinks fit; or
€) report the and the [linding and the
recommendation ol Committee to a Meeting

ol the Exchange specially convened [or the

may by resalution -
al Impose such fine nol exceeding the amount
recommended by the Committes as they think fit

transacting any business with or through another
Member or any Member of an Australian
Associated Stock Exchange for any period not
exceeding the period recommended by the
Committee upon such terms and conditions as the
Members think fit; or

b} on the recammendation of the Committes
expel the Member concerned from the Exchange.

Sub-article §3(7) confers powers of secrecy:

7) The Committee in its absojute discretion shall
decide whether any announcement of the decision be
inade 1o Members and I 50 In what [orm and manner
it should be mads,

and sub-article 4X3) attempts to reinforce the discretion of
the Committee by providing:

&) The Members of the Exchange undertake that
they will not, in any action arising under this Article,
take any legal proceedings either In equity or at law
with reference to the grounds or elfects ol any
decision af the Committee or of the Members, not-
withstanding any irregularity or any informality in
proceedingi.

These provislons pgive stockbrokers conilderable power,
evercised through their elected representatives, o enforce
thelr agreements to fix prices, restrict competition, fix

0
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eniry, restrict form etc. For all the public knows, this
power could be even wider. The width of the discretion and

depends critically upon (ts ability 1w police its pricing, output
and entry decisions. The provisions of Article &5 therefore
are an Ilmportant [eature of the cartel structure of the
industry. Even if they are not used in the private interests of
stockbrokers, which seems highly doubtful, the incentive to
explolt the lnvesting public s there.

The Trade Practices Commission determination

The stockbroking community refers to its various agreements,
articles, rules etc. as being determined on ‘public interest’
grounds. The credibility of these claima would be greater f
industry rules did not so closely resemble the price-fi
output-restricting and po provisions ol a cartel.? Is it
public Interest or self interest

The recent determination of the Trade Practices
Commission came down on the side of the self interest'
explanation of the industry’s present structure. The Trade
Practices Act 1974-8] automatically desema some of the
industry rules to be antl-competitive, but has an escape
provision il the rules are found to be in the lic interest,
The AASE t rellef from the Act, in form ol an
authorisation of industry practices [rom the Commission. To
the credit of the Trade Practices Commission, it resisted
substantial political pressure in deciding not o gram
authorisation. After all, the industry has been given a decade
in which to maintain its cartel structure since the
ntroduction of the Trade Practicss Act.

L. *COMPETITION POLICY" IN THE INDUSTRY
While the Trade Practices Commission has decided to phase
in negotiated broking commissions, the question of rules of

entry is unresolved and the policies that it should recommend
are not obvious,

21
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Here | do not refer to the issve of the linancial and other
qualifications required for entry: the varicus markets
{including Insurance markets) can sort that out, the AASE's
views I refer to the share market and the
title chearing ms.

The ellect of vertical integration

It seems difficult to envisage what a simple prohibition on
price-fixing at the retall level will achiove by itsell, given
the spparent natural monopoly and the perceived costa of
entry st the sxchange level. As noted above, entry to the
business of running stock exchanges s not sasy, as a result of
section 27 of the and the pervasive pressure of the NCSC,
as well as the economies of scale.

The imstitutional feature that one immedistely
encounters I3 the existing tie between entry to retail
brokerage and exchange membership. Those who can supply
retall brokerage are members of the exchanges, and vice
wersd, The possibllity therelore exists that one can appear o
‘Yree up' competition at the retail brokerage level, but that
existing brokers would nevertheless take out any monopoly
rents at the stock e level.

For ecxample, imagine that 300 brokers ‘own' a
monopolised (by fatl central market system, which might or
might not include a clearing house. They might vote (in
committee or full membership) to establish terms, including
prices, lor access by others to the system. Imagine that one
now prohibits restrictions on entry to retall broking,
restrictions on advertising, and price fxing at the retall
brokerage level.

Then the opportunity still remains for the 300 brokers
ﬂnmﬂwndumtw
I. Set prices to retall brokers for use of the central

market system, that are sulliciently high to recoup their

monopoly as suppliers of system services;

2. Set a pricing structure that allows them to act as & price
discriminating monopolist (lor example, an appropriate
combination of fixed and wvariable components [lor
transactions of different sizesk and

1. Sell ‘ownership’ rights to the monopolised system,
however deflined (for example, shares, debentures,
membership, or some combination of these), at prices
that capitalise the present value of the monopaly rents as
a result of 1. and . above.?
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Free entry to the retall brokerage buslness then would do
nothing to alter the basic anti-competitive structure af the
industry, IinCluding the price structurs. Thers now would be
merely an increased competitiveness in implementation of
the monopolised system at the retall level - with possibie
gains in etficiency at that level. The basic monopoly would
remain, however,

Further, fres entry to the 'ownership’ of the monopalissd
central market system would not eliminate the fundamental
manopoaly pricing and cutput structure. By palnt 3 above, new
entrants would buy in at prices that reflected the share of
capitalised monopaly rents belng purchased. Each new
‘entrant’ now would be & new sharcholder in an existing
manopoly; there would be no effective entry; It would be akin
o expanding the base in & monopoly producer;
there Is no reason to believe that Iﬁﬂﬂ'ﬂwmrnlnmry
central market systemn would run It in & more or less
competitive {ashion than would 300 owners.

Free entry at the levels with ‘natural monopoly’
characteristics would have the advantage of providing
potential competition at those levels, thus restraining the
behaviour of the monopolist. From a policy perspective,
barriers to entry should be reduced.

Pricing the output of a natural monopoly

uml two-tlered pricing nﬂum. The
mmhmrrqu:r to control the industry {conceding
that there inevitably will be onel should encourage open
access to the natural monapoly, via access to its services at
the cost of providing them. Presumably, the agency will be
the Trade Practices Commission. (Given the sympathies
shown by the NCSC in the political wrangle over the
intraduction of negotiated broking commissions, and given the
preference of brokers [or the NCSC, one can enly hope for
the Trade Practices Commission.)

I the clear house and market activities are natural
manopolies, then charge 15 users for the service should be
the marginal cost of the service, thus ensuring provision of
the optimal amount ol service. However, to charge only
marginal cost would be unfair on those who bore the [ixed
costs of developing the service. To cover these costs and to
compensate those who developed the service, an initial entry
fee would be required. For the service to cover costs, an
annual licensing fee for all who operated on the service would
be required, in addition 1o the fee for service (which would be

set at the marginal cost),
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Free or open eniry Into & market does nol mean there
should be no charge for resources used. [t does mean that
there should be no ‘excess’ charge or other impediment to
entry. The difficulty in se a entry price in the case
of access to a natural is 1o ensure that the charge
reflects only the 'true cost' ol resources that went into

the natural monopoly. 1t should net reflect a
capitalisa ol monopoly profi h-h}-mﬂwm
manapaly. To esiablish a true cost

uses, which is never . But f the Trade Practices
Commission (or other body) decided this was the approach to
take then a separate tion or study should be able to

fix prices on & national basis, restrict advertising, give
complete control on entry, give the cartel wide poll
powers, and easentially eliminate competition among &

The incentive certainly is there for stockbrokers
to use that structure [or their private interest.

The brokers' application for authorisation of these
practices by the Trade Practices Commission appears to have
{ailed. The Trade Practices Commission has decided to phase
in negotinted commissions, thus outlawing price fixing.
However, the Commission will encounter several difficultiss
In implementing competition. MNot the least ol those
difficulties is the problem of right of access and pr of
access to market and title clearing mechanisms, which
evidence of emerging 'natural les’, Outlawing price
[ixing is one amall step in dismani the cartel. We hope
the process will continue.
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MNotes

Turnovers for 1977-7TR and 1980-8! are reported in
Australian Assoclated Stock E he Role and
Functions of the Australion 3t Exchanges: A
Submission to the Frade Proctices Commission, Sydney:
AASE, 1981, Table 1.2.

The Australian Merchant Bankers Awsoclation Gubenizsion
to the lrade Practices Comunizssion Relating to the
Application by [he Australion Assecioted Stock
Excnonges for the Authorisation of their Rules,
f ions and By-Laws, Melbourne: AMBA, 1981, pp. 9-
10), believes that brokers are extracting the rents
amsociated with the superiority of on-market offers
relative to Part A ollers, to the tune of at least $6.0m in
the CSR-Thies acquisition alone.

AASE, p. 2.

Some detalls of the planning clearing house system are
contained in Fhe Stock Exchange of Melbourne Limited,
Annual Report 1081, Melbourne: Stock Exchange of
Melbourne, 1981, p. 10. See alse, Joint Waorking
Commitiee, Report af the Joint #orking Committes on
tha Law Relating to Accounting for and Safekeeping by
slm!'."l. iars (n Respect of Clients’ Funds and Securities,
References are to the Memorandum and Articles of
Association, Rules and Ragulations, Meboume: Stock
Exchange of Melbourne.  Similar (often identical)
provislons are made by other

AASE, p. |18

AASE. pp. 118-119.
The term ‘cartel’ s used as In Leltwich: 'a formal

organisation of the producers within a given industry ...
to transfer certain management decisions and functions
of individual firms to a central amociation in order to
improve the profit positions of the firms'. (R.H.
Leltwich, F'he Price Sysiem ond Resowrce Allocation,
Hinsdale, lllinois: Dryden Press, 1979, p, 297.) See also,
C.E. Ferguson and J.P. Gould, Microeconamic Theory,
Homewood, [linols: Richard DL Irwin, 197% "a
combination of firms, whose object Is to limit the scope
of competitive forces within a market’.

While Clause [T of the Memorandum of Association of the
Stock Exchange of Melbourne Limited purports to
disallow profit-making at the stock swchangs jevel, such
restrictions normally are avoidable and changeable.
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LAWYERS AND
THE PUBLIC INTEREST

Gary Sturgess

L INTRODUCTION

The legal monopoly has a long and respeciable history.
Judicial supervision of the profession can be traced back to
the late thirteenth century when in 1280, following a
complaint that lawyers were (nadequately trained, the
suthorities of the City of Lordon declared that in future they
would refuse audience in the Courts "except to those whom
they have admitied ai knowing thelr work “reasonably
well”,) They divided the profession into three branches and
prescribed the functions of each.! In 1292, Edward | sent a
royal writ to the Chief Justice of Common Bench,
Meetingham: ‘Concerning  Attorneys and Learners
(Apprentices) the Lord King enjoyned Meetingham and his
fellows to provide and ordain at their discretion a certaln
number, Iram every County, ol the betier, worthier and more
promising students . . . , and that those chosen should follow
the Court and take part in its business; and no olhers,'?

While there was greater freedom, and even competition,
untll much later in the courts of equity and in non-jitigious
arsas, the serjeants (or barristers, as they were later known)
early set the pattern in taking control of admission 1o their
ranks and restricting supply. ' Almost from the outset they
sought o maintaln the image ol gentlemen untainted by the
world of commerce.

That attitude persisis even today. Barristers cannoi
enter contractual relations with thelr clients, They cannot
sue, not can they be wed, for breach of contract in relation
hhk-ﬁﬂmﬂwlrcﬁuﬂmlhmm

] e work connec with litigation. Likewise,
_'ﬂm‘:tm contractual relationship between solicitors and the
barristers they briel. The lormer are honour bound, but not
legally obliged to pay the fees of the latter. In this the bar
has maintained the ancient (traceable to the advocates of

9
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Greece and Rome) and aristocratic idea that lawyers are
above the markel. The payment to counsel is ‘a gratuity by
way of honorarium over which he [las no claim and for
which, therefore, he (hag no right 1 sue.” The pocket-lap at
the back of the barrister's gown s an archaic relic of this
theary. It I8 thers so that the client can sllp counsel a
gratuity without causing him the embarrassment of a dis-
cussion about Jees.”

The courts have boen keen o reinforce this aristocratic
posturing by barristers. In an English case last century in
which a barrister brought an action to recover his fees from a
solicitor, the judge observed, In refusling the application; "
will never willingly derogate from the position In which a
barrister stands, and by which he is ished from the
ordinary tradesman.'®

Both branches of the legal profession are lorbidden from
advertising, the prime concern being that it is undignified.®
As Nieuwenhuysen and Willlams-Wynn have observed; this
very comrmaon {eature ol professional snobbery strikes at "the
keystone notion of the sovereignty ol the consumer'.” Price
competition s also unethical. An English court has stated,
There is mothing worse in any profession than that there

should be open lee cutting . . . It is most undesirable in
professions that . . . there should be competitlon among
members of the profession o or keep business by offering

get
to charge less than others are entitled to charge."
It & ne surprise, then, 1o find not only strict provisions
resiricting competition from outside the profession, but
regulations and codes of conduct restraining competition
between members ol the legal fraternity.

. THE MARKET FOR LEGAL SERVICES

Although this paper is concerned primarily with salicitors and
bartisters, the market for legal services is larger than this.
Even if we can set aside as a separate market the demand for
new statute law, it |5 not so easy to distinguish the market
for judicial services from the market for secondary legal
services,

For the intending consumer of medical services there is a
decision a5 W the type of medical thermpy, as well a3 the
cholce ol individual practitioner. By the dme he comes to
decide about quality, the patient has already selected the
kind of therapy he prefers - be it faith healing or traditional,
chiropractic, or homeopathic medicine.
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Likewise the legal consumer ks not merely Interest=d in
the quality of his advocate, but in the quality of the justice
he recelves and the principies of substantive law by which he
Is

play sn integral role In the court 3, and they not
infrequently play an important part in the judicial
too. Landmark cases such as v Stevenson

illustrate the role counsel play in the generstion of new law.

By definition, law-making is a governmental function,
though this does not preclude the possibility of private rule-
making bodles'® or of competing government agencies. It is
customary In looking at 'private government' to sesk out
exotic examples among primitive societies. In fact we have a
recent example among Western legal systems that has been
littie analysed and which deserves a great deal more
attention - the New Hebrides under the British-FPrench
condorminium government. The 1914 Protocol Respecting the
New debrides provided that the ‘citizens of the two Signatory
Powers shall enjoy equal rifh'll of residence, personal
protection and trade, each al the itwo Powers re
soversignty over lis matlonals and over corporations legally
constituted according to its law . . ." Paragraph 1 of Article |
provided, ‘The subjects or citizens of other Powers shall enjoy
the same rights and shall be subject to the same obligations
a1 British subjects or French citizens. They mist opt within
one manth, by means of a declaration made either verbally or
by letter o the Resident Commissionsr concerned or his
delegate, for the legal system applicable to the subjects or
cltizens ol one or other ol the two A gystem of
native administration operated separately.

This joint system of pgovernment survived wuntil
Independence in 1980, by which tlme It had come under
considerable oriticism, The flallure of the French
administration to act t the (mainly French) rebels on
the hland ol Santo In lead-up w0 Independence has been
seen 48 & classic example of the weaknew of this system.
The two powers could not agree on action. However, given
the possibility of electoral freied and French lears of
persecution under the new government (later borme out in
part), this may be an indication of the sysiem's greater
effectiveness in representing the diverse interests of its
mambars.
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Purposes of the judicial mariet

The judicial market in fact provides two services: dispute
resolution and rule creation. Both are importani, though
neither s [requently discussed in economic terms, and the
idea of an unregulated market for these services is 1o some a
ditficult concept. Indeed, despite the rethink of the
malmwﬂthmmm:mm.Mh-:

ﬂhﬁlﬂhlﬂrﬂlnlhmmﬂhhﬂ:ﬁ
miarket.
Landes and Posner'* see two problems in the private

fe

What incentives would private judges have
precedents? One answer may be the reputation they would
derive Irom such rule-making and the consequent economic
gaim.'" Another, in the absence of a supparting public court

commercial

system (such as we now have backing up
arbiiration), may be the facilitation of appeals. Thus a

comprehensive private judiclal system i olfer parties not
just & one-tier court system, but courts as well,
Published reasons for decisions would be essential in such a
system.

follows: There would appear to be tremendous economies of
stardardisation In the precedent market, akin to those that
have given us standard dimensions for electrical sockets and
raliroad gauges.''® There are efficiency gains from a unified
public system of law that Iy widely krown and widely
accepted. This is more the case with criminal law and tort on
which no private agreement can be made in advance than it is
with contract and family law. [In private International law,
parties can specily in their contract which legal system s to
apply. There are also externalities In the creation of new
law, which tend to favour a public system.

Dispute resolution, however, does not [ace the same
difficulties. Landes and Posner ldentify two major
problems. ‘Public intervention may be required (1) to ensure
compliance with the (private) judge's decision and (2) to

submission of the dispute to adjudication in the first
place)'” The first is no real dilflculty providing the state s
prepared to lend its coercive powers to certified private adju-
dication agencies. The second poses more of a problem, since
thers is an Incentive on the part of the defendant to reject
the plaintiff’s choice of adjudicator, thereby delaying and
perhaps putting off entirely, the determination of the case.
This is, of course, a characteristic of many arbitrations.

102



Sturgess: Lawyers and the Public Interest

The dilficulties can be overcome in two ways: by
specifying belorehand what forumn will hear the dispute (as in
contractl or within small sacieties o sub-cultures, through
non-coercive discipline (excommunication in religious
de-registration within professional bodies). Neverthe in
areas such as tort and criminal law, there would appear 1o be
some difficulties for a private system of dispute resolution.

Adjudication in Australia

The problems are not as great as they may appear because, to
a limited extent; we already operate under ::ﬂrrpluq
systerms of adjudication and rule-creation.

we can, thers hmmﬂmﬂmmhﬂmthmpnhﬂul
illustrations ol this process. 19

The Small Claims Tribunals (in New South Wales, the
Consumer Clalms Tribunals) have jurisdiction over small
commercial disputes between consumers and retailers, and to
that extent, function in competition with the Magistrates
Courts (Courts of Petty Sesslons). The aggrieved consumer
has a cholce of forum and, in e=ifect, a choice of syatems of
justice = the Cadillac model before the law courts, or a
cheaper verslon in the administrative tribunals, A dispute
mrose in New South Wales in late 1981 over a salicitor,
Warren Rosen, who advised members of the Council of
Australlan Spa and Pool Associations how they could avoid
bexing b i belore the Consumer Claims Tribmmale. 1§ was
his beliel i traders did not receive justice at the tribunal
In his opinion, the tribunal was biased towards consumers, and
there was notl equal accesa by both parties. There were no
provisions lor the review of declslons. is

The Mew South Wales Minkter for Consumer Affalrs
regarded Rosen's remarks as unethical, but it is arguable that
it was sound advice to traders, who are, after all, half ol the
consumers ol the Consurner Claims Tribunals., This [light
from what s perosived to be an unjust tribunal illustrates the
kind ol pressures that would be put on adjudicators In a
competitive situation.

More generally, the growth of Administrative Law since
the Second World War has in part been in response to the
law's rigidity. In some areas, such as the consumer claims
tribunals, this has meant direct competition for the comman
law.

A new challengs Is being mounted In New South Wales
from the recently opened Community Justice Centres, which
provide another alternative o the Magistrates Courts.

1a3
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Staffed by trained laymen, these bodies use concillation in
dispute resolution; & technigque that has proved succesadul in
the United States in coping with neighbourhood and workplace

disputes. There s more of a sociological than a legal
atmosphere in these hearings.

Commercial arbitration

Although regulated by Act of Parliament, commercial
arbltration remains a l[undamentally private system of
adjudication. The arbitrator's jurlsdiction depends on a
contract between the parties, and may be agreed upon either
before or after a dispute arises. However, the law does not
view lindly = o oust the juriadiction ol the
courts; and al the common law has found nothlng wrong
with contractusl clauses making arbitration a
precedent of going to the courts, the leghlatures have acted
to give the courts wide powers fto stay arbitration
m“ An Institute of Arbltrators has been
in Australia which s being increa y specilied
in contracts as a nominator. Although there i3 no formal
certillcation, the Institute does conduct courses and rarely
nominates an arbitrator who has not been through this

The prime advantage of commercial arbitration is that
technical experts ; architects, loss assessors) can
act as adjudicators, iating the need lor costly and time-
consuming espert evidence. According to the Institute,
arbitrations tend o be much shorter than comparable actions
in the courts® ! and jn a recent case where a small homeowner
was burdened with a costly twenty-day arbitration, the
institute closely inquired into the actlons of the arbitrator
involved.®?  All such negative leedback is Investigated, for
the [nstitute's reputation as a nominator o the
guality of its arbltrators.

To sumimarise, there 3 now competition in the judicial
market In this country, limited though it is. It Is by no means
clear that the current arrangements are more efficient than a
single adjudication system would be, but it s not so

disastrously Inefficient that i is being pressed to
immediately abandon t. m Mew th Wales

government has recently passed legislation for a system of
semi-private srbitration for civil disputes. Under this
scheme, modelled on those opera in several American
Sutes, litigants in minor disputes will be compelled to submit
to arbitration By state-certified arbitrators, lawyers in
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privaie practice nominated by the Law Society. Appeals will
still lie to the courts in the costller cases. It would appear
that, despite lis limitations, arbitration is still in demand by
the state for its advantages over the court system.

L. CURRENT REGULATION OF SECONDARY LEGAL
SERVICES

The complexity of the dispute resolution processes has
created a market for legal intermediaries. The layman needs
not just an interpreter of the law, but an agent into whose
hands he can commit his legal affairs. Although governments
and private Hrms do employ their own lawyers, the majority
of legal graduates practise |n the profession proper as
barristers or solicitors, or in some Australian States, as
both, It is with these latter groups that [ am primarily
concerned in this paper.

Government v3 voluntary regulation

At the outset it is important to distinguish between legal or
other official regulation, and traditional or other valuntary
methods of professional supervision. For the so-called
‘private interest theory® of State regulation, it is the coercive
power of the state that is of importance. Stigler so identifies
this characteristic: "The state has one basic resource which in
pure principle s not shared with even the mightiest of its
citizens: the power to coerce.'?? [t s this resource that
interest groups seek to contral in the private interest model.
Valuntary contrals are of lesser importance, because, unless
supported by the state's monopoly on timate force, they
will generally fall under the pressures of competition. Ewven
traditions as ancient and firmly entrenched as the
proscriptions on advertising and fee competition, and the
CONYey monopoly, have come under frequent
challenge. attempied inroads have been withstood in
each case by recourse to the state’s power of coercion, 2%
While recognising the need for a distinction betwesn

and voluntary tion, the New South Wales Law Reform
Commisslon In its 1981 inquiry argued that ‘restrictive
practices’ among voluntary groups of practitioners should be
exempted from its general policy of laissez-laire regarding
internal regulation. Its recommendation on this matter was
that:
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legal services market, unless the agreement
understanding s asuthorised by a wpecific body as
being in the public interest,*?

dominant position by tradition or by virtue ol some unigue
feature ol the market,’® There appear to be no natural
monopoly elements in the provision of ancilllary legal
services and there s little evidence that the legal traditiona
are strong enough on their own to prevent competitive
profemional associations arising. In Western Australla, for
exarmple, despite the dominant, indeed monopoly, position of
the Law Society of Western Australia, a Bar Association was
established In 1980. This grew from the ellorts of a
practitioner (now the Chief Justice) who in 1961 announced to
the Full Supreme Court that in future he would practise
solely as a barrister,?” The South Australlan and Victorian
experiences are similar (though not as striking).

Bcszoly A P R n BB g B oy
e agents in breaking the ¥y on
muhthiquwﬁnﬂmhm“w'tm
sometimes claimed.

In short, there i3 considerable doubt whether, in the
absence of their recourse o the State’s monopoly on
legitimate coercion, the legal prolessional bodies would be in
a position to substantlally control the market for their
wervicei.,

Types of regulation

In the legal professlon, then, we can identily lour types ol
regulations

I. wvoluntary regulation

2. self-regulation supported by statute or the courts
3. direct regulation by the couris

4. direct regulation by statute,
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Because of the plethora of government lations
surrounding the legal profession, ithdulluuitmnhnﬁ“l truly
voluntary regulatory system - closest, perhaps, are the Bar
Associations [n some of the States with amalgam prac
In South Australia, for instance, there are more than
practitioners who have signed the South Australlan
Amsociation's roll. By so doing they have undertaken to
practise exclusively as barristers, though in law they are
entitled to undertake the work ol sollcitors as well. Other
rules forbid them tising in partnerships or accepting work
directly from ti, but thess restrictlons have been
voluntarily undertaken. While ultimate powers of discipline
lie with the Law Society of South Australia, the Assoclation
has its own rules on professional conduct and disciplines itz
own members. There is no prohibition on other amalgam
practitioners appearing in the courts, and there are few, if
any, other alficlal rules supporting the existence of the Bar.
A gimilar situation exists in Western Australla,?®
Distinguishing between wvoluntary regulation and self-
regulation granted by statute is not always an easy wmsk. In
New South Wales, for instance, solicitors are not required to
belong to the Law Society, but they are nevertheless legally
subject to [ts regulations and are required by law to pay

]

£

anmual fees, Mot surprl , mait sallcitors are members of
the Soclety. Thus, al the monopoly of the Law Society
is not directly based in law, supporting regulations give it
legal status.

The position of barristers in New South Wales (and some
other States) v even more complex. Again, membership of
the Bar Association Iz not compulsory, nor is submission to lts
jurisdiction in disciplinary matters, but superimposed on this
prolessional regulation is discipline by the Supreme Court, a
more daunting proposition {and a more public form of
scrutiny). Most barristers belong to the Association; thoss
who do not submit to | rules and disciplinary powers in any
cass, A more blatant professional monopoly exists in
Tasmania where all practitioners are required by law to
belong to the Law Society,

In each of these cases, regulation is by a professional
amsociation either with a speciflic monopoly granted by
siatute, or an Indirect one supported by statute or the
courts. [t should be noted that in the case of the NSW Bar
Association, an alternative body could theoretically be
established, but the rules it would be required by the courts
o enforce would be 30 close to those of the Assoclation, that
there would be little advantage in belonging to it.
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Amlmnlumulﬂu]mﬂmﬂ:umhmhmm
played by the courts. In States, the Supreme Court
exerciass the final jurbdiction over admission t© the
prolession and discipline, and although this jurisdiction is
rarely exercised, it nevertheless haz a major influence an
practice and procedure. This b & dillicult area, for under a
private system of adjudication, the courts would have an
economic interest in supervising those who appeared before
them. This situation is complicated under our present Fystem
because of the near-monopoly of the astate on adjudication
services. But it ia aggravated by the control the courts
exercise not only over those appearing before them, but over
the whole professlon in most of ity activities. 1t would be of
small consequence to a private adjudicator if an advocate
advertised his services or in fee cutting, but there is
little doubt that | a barrister in New South Wales undertook
thess practices and refused to acknowledge the jurisdiction of
the Bar Association, he would be disciplined by the Supreme
Court.

The most blatant lorm of regulation is that specified In
statute. The prohibition on unqualified persoms acting as
solicitors Is perhaps the most important of these, but in
recent years compulsory professional indemnity [Insurance
schemes and independent regulatory tribunals have been
established in this manner two. [t 5 the lorm of regulation
that will most lkeely In the future.

In practice, all types of regulation work together,
and It ia difficult to separate their individual effects. There
s anything but a Iree market lor serviced In thia
country. Owverall it could best be as & system of
producer control. It is not even a case of & regulatory agency
captured by the producers; the law gives the regulation ol the
profesaion substantially into the hands of the suppliers, and if
the judiciary is included in the profession (and it does not
seem unreasonable to do so), then control [ almost
completely theirs.

V. RESTRICTIONS ON COMPETITION FROM OUTSIDE
THE PROFESSION

Restrictions on Output

There is no legal prohibition on an individual undertaking

legal work on his own behall, as the do-it-yourself

conveyancing and divorce kits attest. A litigant is not
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compelled to employ an advocate unless his refusal would
result n a significant waste of the court's time and
resourced. It is usual in such cases for the judge to assist the

wmlfudm' L.
taking legal services lor another is in wome cases

permitted, but when done for reward, it is prohibited by law.
For instance in Victoria, under section 91 ol the Lagal
Profession Practice Act; unqualified persons are prohibited
from drawing up, filling out or preparing any instrument
creating or regulating rights between parties or relating to
real or personal property. An exception i made when this
work i3 camied out by an unqualified person with no
expectation of fee, gain or reward. In Queensland, there s a
simllar prohibition in the Supreme Court Act, and breach ol
this provision is contempt of the Supreme Court. But the
Queensland section Is much less restrictive than those In
other States, applying only to real estate, and not
personalty. In most States there is also a general prohibition
against acting as a solicitor, 1?

The courts have a discretion to hear lay representatives.
In a Victorian case in 1972 the Full Supreme Coort noted:

It would not be right 1o impose too rigid a Bmitation
on & discretion thus conferred, but It has long been
regarded in the higher courts as proper to refuse to
exercise the discretion in favour of allowing the
appearance of non-qualified persons (other than on
formal matters such as adjournments) when
the asistance of qualified persans is avallable to give
the courts help in the administration of justice.
These contentions raise matters of policy as to the
appropriate procedure for the administration of
justice. U the contentions were ted, they could
produce [ar-resching consequences. would span
the way to a vast flield of litigation, associated with
companies, being conducted through untrained and
unqualified advocates. They would not merely
encroach on the established practice, but they would
destroy that practice, and perhaps, I extended
lurther to include agents for litigants who are natural
persons, destroy the whole system of the
administration of justice in these courts. 1*
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considered that in matters before the Supreme Court and in
particular before the Full Court, circumstances demand "full
technical assistance be provided for the court'.

While this leaves open the possibility of employing non-
professional advocates in minor matters, and tralned and
qualified non-lawyers In more complicated cases, it s
unlikely that the courts would countenance the development
of an alternative Bar. Encroachment on the established
practice of the existing profesion would not be tolerated, as
the Victorian Supreme suggested. ¥

In most States solicitors and amalgam practitioners not
practising exclusively as barristers are required to have
practioe certificates, which are renewable annually and are
under the control of the respective law societies. In New
South Wales, for e, under the Legal Proctitioners Act
only & person who such a certificate is qualified 1o act
-.'ilﬂwi lh"'"l hﬂll.l'.ﬂ ﬂfﬂ'ﬂ'ﬂlﬂ.
controls on competition, the practising urﬂﬂuhhtmr.
if ever, so used. It is used by the law societies to obtain
compllance with laws relating to trust moneys and other
forms of internal regulation.

Restrictions on input

The major control over entry into the profession Is through
admission standards. In all States, ultimate supervision of
entry rests with the Supreme Court, though in practice
admission boards handle most al the actunl applications.
Thus the courts only generally become involved when the
decisions of the boards are called in question, as happened in
1981 in New South Wales in the Wendy Bacon case. In that
case, alter having been refused admission to the Bar by the
Barristers Admission Board, Bacon applied directly to the
Supreme Cowrt for an order thai she be admitted to
practice. Control thus rests either with the Supreme Courts
or with statutery bodies substantially compased of judges and
representatives of the professional associations.*? According
to the N5%W Law Relorm Commission, in practice, the
admission boards attach considerable welght to the views of
the professional associations. !’

In addition to scademic requirements, considered below,
the NSW Legal Practitioners Act requires that prospective
barristers and solicitors be fit and proper persorns. In the case
of barristers they are required to prove they are of 'good
fame and character’. The dilficulties with such a standard
were manifest in the Bacon case where there were claims ol
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political discrimination on the part of the Barristers’
Admission Board. Of course while government agencies with
such powers of regulation exist, they will always be lable to
capture by interest groups and to claims of bias. This is
important In New South Wales at it where there (3 &
power :tl' between the mimmm and &
Erun.p might loosely be referred to as law reformers

iWing atrong support [rom the Attorney-General's
nrp':mﬂ. This struggle for power has been manilest in
recent judicial appointments, appointments o Cueen's
Counsel, elections of the Law Society and the Bar
Association, and appaintments to the N5W Law Reform
Commission. It is against this very political background that
the Bacon case must be judged, (Wendy Bacon was then, and
still is, involved with the reformers.)

Shortly after that case, the MNew South Wales Bar
Association moved againat two other reformen’ John Basten
and Peter Livesey. Basten, a University of New South Wales
law jecturer, was accused of an escaped prisoner,
engaging In unprofessional conduct touting. This matter
wad subsequently dropped.

In Livesey's case, which arose out of the Bacon hearing,
the Court of Appeal unanimously decided that he should be
disbarred. The comments of Reynolds J. are illuminating:

+ « « this case illustrates the dangers and difficulties
that e in the path of the barrister who i &5 the
conventions, traditions, safeguards and self-imposed
resirictions under which the independent bar has
functioned for centuries. This young man had no
concept of the ‘noblesse of the robe’, the collegiate
pride of a learned profession . . .Y

Mo comment s made here on the correctness or otherwise of
these disciplinary actions. What is important in the present
context 3 that all three individuals were prominent
‘relormers’, a fact which ralsed questions of political bias in
thee e in.

The other potential machinery for restriction on entry to
practice [s the sducational conditions placed an entrants,
The Admissions Boards deiermine these standards in NSW
and, though wniversities may introduce new courses, the
professional associations keep control of thes standards
nevertheless, in the early 19705, the University of
Queensland introduced greater variety into its Bachelor of
Laws degree courte. The admissions boards ignored that

LL1



¥. REGULATION OF LEGAL PRACTITIONERS

Once admitted o practics, the solicitor or barrister is still
faced with a maze of regulations governing lorm of practice,
advertising, fee-setting, and how he may compete. The major
contrals are described briefly below.
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The division of the profeslon

In Mew South Wales and Queensland; practitioners are
sdmitied either as barr isters of solicitors, never as both. The
division is thus maintained by law, and although solicitors In
all States do have rights of audience in all State courts,
subsidiary laws and practices reinforce the barrister's
monopoly over advocacy. Barristers, ol course, are
prohibited from undertaking solicitor's work in these States.
In Victoris the profession ks technically fused, but a strong
Bar has existed for many years, supported by ancillary
legistation which reinforces the division. In the other
Australlan States and Territories, the profession is fused and
although some practitioners have undertaken to practise
solely in the manner of barristers, this is a purely voluntary
sction and they still fsce competition (rom amalgam
practitioners.

The MNew South Wales Law Helorm Cormmission looked
closely at the present inflexible system in that State and
suggested a change to common admission. The Commission
originally recommended "The structure of the profession
should leave the practitioner free 1o practise either in the
present style of a barrister or a solicitor, or in a style which
cuts across the existing division,'* With the exception of
restrictive practices, the Commission [ndicated that it
imended its recommendations only to apply to discrimination
by law or official practice.

The Commission was of the opinion that voluntary Bars,
such as exist in Western and South Australia, would grow up
in the absence of legal controls.

In our view, a strong and vigorous Bar should, and
would, exist in a [exlbly structured profession. We
do not suggest that any style ol practice, whether or
not that of a barrister, should have an inalienabie
right 10 be preserved from the lorces of [lair
competition and personal choice . . . The Bar need
not depend for lts existence on maintenance of a
rigid division in the profession . . *

But while critical of the current professional bodies, the
Commission in ita final report was not
recommend the termination of its monopoly status.”” And |
did not favour the development of a similar role for
special interest assoclations (Le. associations of lawyers,
perhaps others, interested in one feld of practice, such
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family law). ‘Special interest associations can be beneficial
but they should mot be permitied to become, In reality, the
regulatory bodies {or solichors working In particular fields.'?®

Forma of practice

Complex restrictions also exist on the style of practice
Lawyers m“m Some ol thess are based In law,
others are by the professional associations,
backad by the probability of court enforcement against those
who do not belong 1o the associations. For example the N3W
lagal Proctitioners Act prohibits solicitors from sharing

wlicitors (a consequence of which i3 that they cannot
practise in partnership with barristers). NSW Bar Association
rules also forbid partnership by barristers with solicitors and
other barristers.

In NSW barristers do not employ other barristers (with
the exception of a ice called "devilling' which Involves
research work by barristers) but this appears not 1o be
due to any legal or formal Bar Association rule, but s a
umniversally observed convention. Solicitors are permitted w
employ bamisters;, but Bar Association rules forbid barristers
from being = employed except with its permission and then
under close supervision. Barristers who are members of the
Assoclation are prohibited from employment by a company
for the purpose of their work as barristers.

Barristers alss [ace special controly already mentionesd

direct dealings with clients and suing for the
recovery of fees.

Advertising

The constraints on advertising by legal professionals differ
slightly from State to State, but there is a general prohibition
in all States. Thb smachronlstic rule haa come under
increasing attack in recent years and |s finally giving way.
MNew South Wales, Victoria and Queensland have inmtroduced
legal services directaries listing legal firms and the type of
work they are prepared io undertake, but this has not
provided the information consumers nesd o improve
decision-making.

Thers has beon further pressure to allow individual
practitioner advertising and the NSW Law Soclety several
years ago submitied changes to [ts re tions to the
Armomey-General for gazetting, which will permit limlted

I



are restrained by the rules of the Bar Association.

The N5W Law Reform Commission has indicated |is
support for controlled individual practitioner advertising by
both solicitors and barristers. In its 1981 discussion paper,

1. Advertisements must not be [alse or misleading in any
material particular.

2. They must not claim superiority for the adwvertising
solicitor aver any or all other sallcitors.

3. While they may makes clear the intention of the solicitor

to seek custom, they must not be vulgar, sensational or

otherwise of such a character as to be likely 1o bring the
fession into disrepute.

%:1 must not ocontaln testimonials or endorssments

concerning the advertising solicitor!?

In late 1982 the Victorian Law [nstitute Council
introduced the most liberal rules on practitioner advertiing
to date. The new rules contain similar Hmitations to those
recommended by the N3W Law Relorm Commission, and
advertisements can be up to 120 square centimetres in size.
Touting' In the electronic media ls still not acceptable,
al A citltioner sppear on mmes can now be
descr ibed hymluml and q:l::i.l.lill.:: The limitations on the
sizes of signs outside practices have gone, although neon
lighting is still unprofessional.

Feea

Statutory fess and scales e hl-tﬁ in most areas
of the legal profession, and lﬂﬂﬂmm provision lor
independent review of solicitor's bllls by court officers (a
procedure known as ‘taxing). There Is some discretion in
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charging more or less than scale fees, bul a practitioner who
charges excessively s not likely to be able 1o recover his bill
on txxation, and may lace disciplinary action as well. On the
aother hand, the practitiener who undercuts acts unethically
and oflends the general prohibition on attracting business
unfairiy.

Barristers in general have greater [reedom in setting
their lees than do solicitors or those who practise in that
style. There is generally no upper limit on what barristers
may charge, taking account of the superior skills ol
succemful counsel, and more [resedom in the acceptance of
lower than average fees.*?

Consumer protection
In addition to the above-mentioned regulations there are a
number of other provisions aimed at pro the legal

consumer. These include trust account regulations and
mll.}' professional indemnity insurance (at present

in most States only to solicitors or those practising
in that stylel.

YL THE EFFECTS OF THE LEGAL MONOPOLY

There is little doubt then that lawyers have control of the
agencies which regulate their Industry. With such lmited
competition, and with some control of the pricing of their
services, it should come as no surprise to lsarn that the legal
profession is less concerned aboul consumers than |t would be
under competitive circumstances.

To test this hypothesis, one area of legal practice -
cotveyancing - b considered, This is a fitting topic ol study
because conveyancing accounts for about 30 per cent of
soliciton’ work.

Conveyancing as an example

In all Australian jurisdictions except South Australia and
Western Australia, the legal profession has a monopoly over
conveyancing. In all cases this is based in statute. South
Australia and Western Australia are amomalies. The
manopoly was lost in the former case in the 18603 when the
profession attempted to resist the introduction of Torrens
Title, a system of land title registration which greatly
simplified conveyancing procedures ol the time. A new class
af conveyancers called land brokers grew up, and they have
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become so much a part of the industry that they now account
for more than three-guarters of the conveyancing in that
State.® In Western Ausiralia, settlement agents have
established themselves with the assistance of sorme members
of the legal profession and have in recent years been
licensed. They account for about 73 per cent of that State's
conveyancing practice. There have been many claims over
the years as 1o the relative elficiencies of thess two sysiems
- the legal monopoly and open competition. The Dawson
Committee In Yictoria looked at the Isus in 1980 and
concluded that "the claim that conveyancing costs in South
Australla are appreciably cheaper than ln Victorla cannot be
sustained . . 2

Subsecquent 1o that repart tweo other, more detailed
studies of the comparative situations were made. Both
concluded that conveyancing charges in Socuth Australia and
Western Australia were cheaper. The Victorian Consumer
Affalrs Council produced a report in 1281 after the releass of
the [nterim report of the Dawson Committes which concluded
thint "Even upon the most conservative approach, 1t & safe to
generalise that conveyancing In Victorla (excluding
government fees) costs the typical consumer more than
double what it costs in South Australla and Western
Australia’.®? A separate but similar study by Nleuwenhuysen
and Willilams-Wynn using the data provided by the Dawson
Commitiee concluded * . . In 1978 the maximam amount
payable in South Australia was less than the minimum amount
payable in Yictorla, the difference hmnlns progressively
more marked for higher value transactions'.*® Looking at a
550,000 transaction, the relevant ratios between the two
States ranged from 2.%: tw 2.%1. These flgures are
confirmed by the charges of the COnNvEyaAnRcers
which have arisen in New South Wales and Victoria in recent
years. The Land Transfer Company in Victoria charged half
the scale fee, and, while they operated, the Mew South Wales
cut-price conveyancers were charging about 60 per cent of
the scale fees.

Vho opposes this monopoly T
Predictably the challenge to the conveyancing monopoly has

not come [rom consumers but from insiders (lawyeri) and
competitors. As Friedman observed in [968:

Each of us is a producer and als a consumer.
However, we are much more specialized and devote a
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much larger fraction of our attention to our activity
a3 a producer than a3 a consumer., We consume

literally thousands U not millions of items. The

legal services). As consumers, we have only infrequent
us

in times ol review or challenge. These comments remain
valld In spite of the fact that the first and major NSW cut-
price conveyancer, Property Tranafer Company, was set up by
the Law Comsumer's Assoclation and in spite of the heavy
involvement of the Consumer Law Reform Assoclation in

lmmmmttm#nmum
lawyers. Settlement agents have operated In Western
Australia for more than (ifteen years, and any delensive
activities by the profession were confounded by the
widespread invalvement of lawyers in these agencien for tax
avoldance reasand. Settlement agents were formally licensed
in 1981,

In Victoria the first real challenge by the Victorian
Conveyancing Company failed in December 1977 when the
owners of the company decided not to contest a Supreme
Court action brought by the Law Institute. The major
challenger, the Land Transfer Company, was established In
October of the lollowing year and has fought a running battle
with the Law Institute ever since. The Institute has not yet
proceeded against the company [tsell (which has operated by
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undertakdng administrative work, while having the legal work
done by a qualified practitioner to avold olfending the T
Practitionars Act). [Imstead the Imstitute has success]
proceeded against the solicitors amocisted with the
company. Two have been fined by the Solicitor's Disciplinary
Tribunal. The [irst, Roger Stevenson, was found guilty on
four charges of professional misconduct. [he charges are
interesting. He was found guilty of attracting business
wilairly, of failing to stop advertising, and of holding himself
mﬂMMMhmdmuIMhh work
al ls=ss than the minlmum fes [lixed by the Selicitors
Remuneration Order.

A week after Stevermon was fined |n September 1980, a
former law clerk, Pamela Clark, owner of the DBendigo
Conveyancing Company, was taken to court by the Law
Institute. She decided not to contest it becaws of the costs,
and underiook not 1o act a3 a solicitor again

But the Victorian conveyancing war is far from over,
According to press reports, the Land Tramsler Company has
an adegquate supply of solicitors w to co-operale in
undercutting the legal conveyancers. Victorian Labor
Government has also indicated a willingness 1o leglalate to
end the lawyers' monopoly on conveyancing.

in Mew South Wales the experience has been much the
same.  Many of the twenty or = cut-price Conveyancers
which set up in 1980 [olded under economic pressure.
Initially the Law 3Society had given consent f[or some
solicitors to be involved with the non-qualified conveyancers,
but this was withdrawn in February 1980 and in late 1981, the
Seciety commenced legal proceedings against the two largest
com parnies.

There iz Hithe doubt s 1o the basls af the legal
conveyancing monopoly - direct access to the state's power of
coercion. Without this resource It is clear that lawyers would
long ago have lost their monopoly on conveyancing with the
assistance of & ugnificant section of the profession [tsell.

Vil. THE JUSTIFICATION FOR REGULATION

Il the conveyancing experience can be extrapolated,
COMBENErs are pl.rl.rq dearly lor professional regulation of ©
legal market. O cournse, alternative tary mechanisms
can be devised and It b concelwable the state could
create an agency run entirely in the public interest to
super vise the legal profession.
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But belore proceeding o ask what alternative regulatory
mechanisms might be constructed, it should be asked whether
regulation is necessary at all.

Mmt of the economists’ arguments for government
regulation rest on the proposition that, in certain circum-
stances, consumers do not krnow what Is [n their best
Interests. It can also be argued that the provision of same
secondary |egal ssrvices 3 o closely tied to the process of
law generation and o the production of justice that it should

ber;p'ﬂldulp.ﬁlltlmd.
or the purposes of this discussion, four primary
arguments for government regulation are identitied:

l. the high cost of information about the quality of legal
services,

2. the potential conflict between the interests ol the lawyer
and thoss ol his client,

3. underestimation by the Individual of the probability and

§. the public benefits generated by the provision of legal

The law b mecesarlly complex, and the layman requires
guidance in dealing with the problems this creates. There is
rarely any advantage In the layman acquiring the legal
knowledge himsell because of his Indrequent involvement in
thess matters. [nstead, he seeks an expert.

the layman does not know how to recognbe a fraudulent or
incompetent practitionsr. The costs of leaming (rom
experience can be prohibitive; the costs of acquiring the
necessary information belorehand, both in studying the law
and in surveying all or a signilicant number al the availlable
suppliers, will be exorbitant,

The traditional response to this alleged market fallure s
to assume that the least costly way of protecting consumers

from this lack of information is siate re
prevenmting unskilled practitioners [rom ollering their :unim
in the marketplace,

This model amumes, howewver, that the only cholce s
between restrictive state regulation and s situation where
individual practitioners refluss W co-gperaie voluntarily in
excluding, or at least identilying, those with inlerior skilis.
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One intermediate solution, not requiring state invalvement, Is
private certiflcation, Agencies such as the Law Institute and
the Law Socleties could provide much the same service they
do now, but without the supporting power of the state.

Assuming several such bodies developed (n  each
jur lsdiction, the consumer would then [ace a choloe, not
between thousands of practitioners, but between several
certifying bodies. This would require much less effort and
expense than investigating all the lawyers individually, and
would substantially reduce the information cosws it is asumed
would exist in an unregulated market.

It s doubiful wheiher the current system of exclusive
licensing provides any more information than such a system
wouldy indesd, it may provide lem. The present regime
provides little information about practitioners above the
minimum entrance requiremeants and almost nothing of their
expertise in various areas ol the law.

Possible information solutions

The NS® Law Relorm Commission proposed several innova-
tions which would permit a state regulatory system (o provide
this greater detail, but it is far from clear that the detailed
regulation required would be less costly to consumers than
voluntary certilication.

If government (nvolvemnent s required, [t is probable that
state certification will be a cheaper option than granting
exclusive licences to qualifying practitioners. In that way, If
the governments standands are unrealistic and consumers are
prepared to take the risk ol dealing with lower quality
lawyers In splie of the government's wamnings, the costs of
the regulatory distortions will be minimal.

Unidorm fee scales also protect consumen from high
information costs by eliminating the need for shopping arcand
for price bargains. The Victorian Consumer Affairs Council
has said of argument, that 'the certainty of a high charge
is of very doubtiul utility 1o the consumer'. *§ Recommended
fee scales published by the prolessional bodles would similarly
lower information costs to consumers without the aide-
effects of loss ol competition. The argument [n favour af the
advertising restrictions Is often expressed In terms ol
information costa alss. It B maintained that tos much
TG e piSasionc] Sius e S o "

the are CONSUMers
making their ﬂg;:u.. This ar also I:.I‘H'I no brand
names (certification would appear In the legal
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the Bates case s that most | advertlsing is informational
rather than promotional.»7 i provnotional adver did
appoar in an ted market would no doubt be dism

Deter mining agency costs

But the consumer neods more than just an expert in the
law, He requires a consultant, an into whase hands he
can commit his business and alfairs. This agency

personal
in the fact that the consumer's agent ks usually also the
supplier of e service, so that there & an incentive to
recomimend oversupply.
and malntaining an agency relationship s not
a costiem y and the guestion arises whether the

present system of professional regulation or any alternative
mechaniam for state regulation, can lower these

s an attempt to lower agency costs voluntarily having
legal practitioners more closely identify their own interests
with those of the client.,

Professional codes of ethics siress the primacy of the
clent's interesty for example, the Code of Ethica of the
International Bar Association states, in part, 'A lawyer shall

122



Sturgess; Lawyars and the Public Interest

never fof that he should put first nol his right to
compensation for his services, but the interest of his client
and the exigencies of the administration of justice’.

This socialisation process - an atiempt to create
‘professional man' who is nobler and less sell-interested than
‘economic man' - has been remariably successful. It appears
to make economists' arguments about the legal market In
many cases appear irrelevant, Traditions about the
undignified nature ol competition and advertising, which look
ridiculous on economic man, fit professional man remarkably
well. One group of writers observe, 'Clearly, the agency
relationship between professionals and clients cannot work
satisfactorily I practitioners are not seli-disciplined. In this
context, |t s hard to over-emphasise the importance of the
"socialisation™ process inherent In professional education and
reinforced by professional norms.™?

The weakness of the ‘prolessional m'wﬂnhﬂmit
starts from such strong asumptions. economist's
assumption of the rationally self-interested individual (the
wtllity-maxim individual) is betier, not because it more
accurately descr the majority ol professionals but
pecauss |t assumes less.

Profesionals and personal bemptstion

The 1 %3] report to the N5W Law Reform Commission by trust
account investigators revealed the weakness In

professionals are able to ignore their private interests.
Listi the reasons for misuse of trust money, the

lower standard. In fact, [n our experience some of the worst
offenders have besn those who might well have been
described as "pillars of the church”, and otherwise esteemed
and respected citizens’.? !
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This peculiar approach t© trust account defalcation Is
umisual because the tors seem to hawve sssurmed

lawyers would always func as professional men. In
contrast to this approach o breaches of wrust, the
economist's assumption of rational self-interest seems
conservative [ndeed.

The discussion above on conveyancing suggests that even

prolessionals with the intention of acting in their

ents' best interests will be unable 1o meet those needs as

well as they might under conditions of competition. The
mere [act that lawyers intend 1o act in thelir clients’ interests
does not mean that © will always be able o do 0 & well
as professional men as they would as economic men.

Agency costs are the costs of | and maintaining a
contract of trust relationship which limit the agent's
independence, including the expenses involved in monitoring
the agent's perlormance. These costs can be lowered
trust account auditing, fidelity funds and professional
indemnity iaurance, and & thess services are now usually
amsoclated with state intervention, they were provided long
before the state became involved. Prolessional indemnity
insurance, for example, was first offered through the NSW
Law Society in 1968 and by 1972, 83 per cent of Sydney city
practitioners were covered. In 1974, when the Law Society
voled v make this Insurance cover compulsory [or Its
membery, [t chose 1o do so through amendments t© the
Practitionars &ctuﬂhmm Aegulations rather than

Internal rule

nﬂhﬂmmhhﬂumﬂmﬂnh
the demands of consumers who seek such protection in order
to enter these agency relationships with confidence. The
question, then, s not whether the state should provide a
service which the market cannot, but whether consurmers wha
inalst on consulting lawyers who are uninsured or who refuse
to have their trust accounts audited, are capable of fully
calculating the risks involved.

Public good

In the primary legal market, and pechaps in the provision of
ndvocacy services, there B a public good argument for state
intervention. The provision of a siable legal environment,
and the generation of rules for one
Mﬂﬂumﬂuﬁrmﬂuﬂmpﬂ-ﬁ“‘ﬂmw
every other member of the community. It is possible to
exclude free riders [rom the adjudication process by making
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determinations In private, but it s clearly not desirable to
exclude outsiders from the benelin of law creation and
justice. Law approaches the pure public good.

But It is questionable how applicable this argument is to
practitioners in the legal market: It 8 irrelevant; lor
example, to conveyancers, and would seem 1 be lmited to
barristers and other advocates. On this reasoning, the state
might have an interest in regulating the quality of advocates
appearing In rule-generating court cases, 1o counteract the
underproduction of law that would otherwise result.

Given the present system of Queen's Counsel, it b to be
doubted i such regulation is; in Iact; required. But i there |s
& public good argument for state regulation of the legal
market, it justifies far less than the system presently In
apera tion.,

Society knows best

I s often wargued that individuals underestimate the
probability and costs of inadequate legal representation. In
same way that i3 not made clear, society 3 agumed 1o be &
better judge of risk, Moore commenta: "Occupations, we have
found, are licensed because the public is believed 1o be overly

sanguine, . . . soclal security, housing laws, and many
snitary mmtﬂmﬂlppwhhrehunnuunmﬂhrﬂn
same logic'.*

Moore, in looking at occupational regulation in the United
States, found this to be the strongest explanation for the laws
then In existence. But the strength of this argument for
sccupationsl regulation is far from clear. [t asumes & great
deal aboul optimum levels of risk; and our recent experience

The
from Increased risk-taking Is not always obvious and a cost-
benefit study would be very difficult. Soclety may not know
best after all

VIL ALTERNATIVES

The above irstances of alleged market fallure may

sorme justification for intervention in the
market, but It & tiul that they give support w
present system of prolessional regulation backed by
government sanction. The ‘professional man' approach to the
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legal market has proven to be less than adequate, partlcularly
in price competition.

It b Important o note, however, that the current system
ol prolessonal regulation is but one lorm of government
control, resting as it does on the coercive power ol the
state. Volumary regulation at present is minimal, and it is
clear that in some of the most lucrative areas of legal

practice, most notably, conveyancing, legal practitioners
have had to rely heavily on governmental sanctions to resist

tion,
It b not difficult to dream up alternative regulatory
The difficult question is to fnd one more efficient
than the present arrangements, or the unregulated market.
The New South Wales Law Reform Commission, for example,
put w a number of proposals, initially [avouring an
'I.ndlpﬂ#m'lt regulatory body' established by statute with

Crown and 10 by specilled community organisations, Including
the M:mllnn Consumers' Assoclation, the |.-I'l' Consumers'
Association and the Council for Civil Liberties. *

Why thia rmegulatory strocture would be more

t' than a professional regulatory body was not
made clear, and no real attempt was made to explain how this
arrangement would better represent the public interest than
alternative mechanisma. Indeed, since a number of
‘consuner o tions' nominated for inclusion on
Community ttee on Services were in fact
extremely |deological bodies with little public support, and
since some of these had close tles with one of the maost active
Law Reform Commissioners, there was considerable doubt
that this agency would either be independent or be able to
escapes [t3 own s=t of private interests.

Moreover, no explanation was given why this mechanism,
ar any such ‘independent’ regulatory agency should not be
liable to ‘capture’ by the legal prolession in the sames way
that all such industry bodies are. In this cass the sconomisis
did rot have long to walt belore the capture took place.
Belore It had produced its final report 1o Parllament, the Law
Reform Commission radically altered its views on the general
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regulation of the legal profession, finally supporting a system
of professional tion little different in substance from
what presently exists. In the final report, the Commission
recommended consumner representation on the Law Soclety
Council and the Bar Council, but thess lasyer-conirolled
bodies were to be unquestionably in It is probable
that the model finally accepted by the NSW Government will
be even closer to the professional monopaly which now exista.

In the end, the government lalures associated with sach
ol the regulatory mechanisms may be greater than the
market fallures they are Implementsd to remedy. A careful
cost-benefit analysis of each of these proposals must be
undertaken to determine their value. There s reasmn
for believing that the mosi elficient solutiom will be those
with considerably less government regulation.

Competition within the legal market & not such a
daunting prospect when It s considered how much exists
already. Para-legals operate as indusirial advocates (in NSW
the first non-lawyer has been appointed to the bench of the
Industrial Court), managing clerks have asmumed some
functions in Victoria, land brokers and settlement agents have
maved [nito conveyancing.

Group legal services, similar to group medical practices,
of health maintenance organisations, have operated lor
several years in the United States, but have yet to come
hare, These schemes will allow pre-existing groups (such as
trade unjons or specially formed co-operatived) to
bulle legal services for their members with all the bargaining
power that such arrangements ofler. We lave yet to see in

this country legal check-up services such as exisi in the
medical field, and shop-front law has enly recently begun to
appear here.

pr
heavily regulated legal prolession.

IX. THE PUBLIC INTEREST

What then of the public inerest? According to the
pmhmmm-ﬂmmuummmw
market in the public interest all The MNSW
Association, for example, told the W Law Reform
Commission inquiry that ‘the interests of the Bar as a whale
colincide with the public interest’. The Commission, on the
other hand, considered its regulatory mechanism more Hkely
to coincide with the public intersst.
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The Commission; at least, was prepared o acknowiedge
the sublectivity of this concept:

Mo one has a monopoly of understanding (of the
notion of the public interesth even a terested
parson approaches It with a imilted viewpolnt. As we
have pointed out earller; the problem ls not merely
ohe of the tendency to prefer one's own interests,
comsclously or subconsciously, when a conlllct Is
perceived., The limitations of an individuals
gxperience may make it difficult for him even ito

the existence and nature of different

views and lnmﬂu.nrﬂupnulhmtrnlmw
different {rom the one that is famillar to him,*?

Crudely put, the Commissions view on the way o discern
the public interest in such clrcumstances was 1o ke a vole,
In Iact, the process it described for resolving this conflict of
private interests was more complicated and less democratic

Anemment of the public Interest s a complex value
judgment Inwolving the consideration of, and
atempt o resolve, potential conflicts between the
interestsa ol members of a prolession and the
interestas of the clients, and often other Interests, for
aiample the many interests in the administration of
justice,¥®

How one distills the interest of the c from the
conflicting Interests, lor example, of the NSW Law Saciety,
the Property Trans{er Company and the buyers and sellers of
land, was not made clear by the Commission. Moreover, it
did not explain how the particular group of representatives it
recommended, chosen in the manner it voting in a
way that was never described, could the public
Intersst more successfully than an altermative set of

ﬂupﬁﬂ:mwrhhmumhﬂu

terma of the consumers’ interests or in terms of the majority
decison on a democratic vote, b to risk the tionof a
confusing and generally misleading concept.'” And, as
suggested by Adam Smith more than 200 years ago, the use of
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the term should be as a sgn that large-scale private
intersyts are ¥ at stake, 1 nod known misch good
done', he wrole, by thoss who affected to trade for the public
good’,
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REGULATION OF
INSURANCE BROKERS

Peter L. Swan

L INTRODUCTION

In June 1981 the Federal Government announced its decision
to reject the recommendations of the Australian Law Reform
Commission (ALRC) and industry mbmissions Irom the
Conlederation of Insurance Brokers of Australia (CIB Aust.)
and the lnsurance Brokers af Australia (IBA) which would
have resulted In & system ol occupational licensing for
insurance brokers both to regulate and restrict entry into the
profession.? [nsurance brokers act as intermediaries between
consumers and insurance companies by arranging policies and
receiving premiums, The stated aim of the recommendations
was (o ecmaure compsience and [mirness, (mpartiality,
accountability for clients' furds and some lorm of profes-
sional indemnity and fidelity guarantee againat bankrupicy.
Since the industry had been lobbying lor compulsory
regiatration and Hoensing provisions for many years, the
Fraser Govemmeni's rejection o the Law HRelorm
Commission proposals (largely reflecting the industry's desire
{or regulation) gave rise to a sense of outrage In the industry
organizations. This was evident in strong statements by an
Dpposition (Labor) backbencher and by the introduction of &
private members bill by the then Opposition [rontbencher now
Attormey General, Gareth Evams, incorporating the Law
Relorm Commission recommendations. With strong support
from several Government senators; this private member's bill
was actually passed by the Senate in a move to put pressure
on the Treasurer and Government in the Lower House.? The
Industry s contimuing its lobbying campaign both at the
Federal and States level to become regulated via statute
rather than via voluntary self. B3 at present. The
new Hawke Government soems disposed towards
introducing the legisiation. In Queensland, brokers are
subject to conirol by the Insurance Commissioner (Qid.) and
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there s a requirement that an licant be ‘competent to
perform the duties of a broker” ch goes beyond the kind of
restriction on entry recommended by the Law Relorm
Commission,

I. DEGREES OF INTERVENTION

It s posmsible to categorise the degree of government
regulation of a profession into three stages - reglstration,
certification and licensing - which In practice may combine
elements [rom each. In the first category, registration
requires no more than a listing in an official register. There
is no provision [or restricting the right 1o undertake an
activity s as one s registered - anyone can register,
usually afrer payment of a {es. There is also no provision
lor removing a person lrom the register lor falling 1o reach
st standards or for any other reason. Thus registration on its
own appears relatively harmiess, although it B usually the
lorerunner to & more restrictive form of control

Certification of the competence of an individual or
quality of a product can be carried out by a government
agency of by a private-sector organisation. An example of
the former would be voluntary lian design standards
and examples of the latter, recommendations by CThalce
magarire and automotive [mapections carried out by the
NRMA. The crucial feature of certification is that the
consumar’y cholce s not restricted in any way snce non-
certifled Individuals or products are froe o compete with the
certifled individual or product. There scema to be no
particular reason why certification must always be provided

ment agencles alnce private organisations are
e of such a service. In the case of insurance
brokers, the twe | y organisations - CIB Aust. and IBA -
act as certifying agencies by requiring their members to meet
conditlons which are similar %o the requirements recom-
mended by the Australlan Law Reform Commission. In fact
the submissions to the Government by these two organiationa
recommended that a sulficient condition for oflicial
reglstration be current membership of either of thess
or gan isatiom.

Certification has the additional virtue that the oppor-
funity for the non-certified suppliens W compete with
certified suppliers provides a litmus test of the value of the
information conveyed by the certilication process. I the
non-certified suppliers thrive at the expense of the certified
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suppliers then this may be an indication that the cost af
providing the higher quality certified product is greater than
the bene{it to consumers from the higher quality.

There are ol course possible difficulties associated with
cortification. Por example, who certifies the certifiers?
Does the certifier have an incentive to cheat by providing
lalse information? I it is a private certifylng organisation,
how is it linanced? (If an organisation has a financial interest
in the advice being offered, credibility may be lacking.) Will
it be viable? GCovernmental certification in particular Is
usually the second step after registration owards full aceu-
pational licensing and compulsory minimum quality standarda.

Licensing proper is [ar harder o justify than either
registration or certification. A complete prohibition on entry
into an occupation or profession of one's choice unless certain
pre-conditions or slandards are mel i & redtriction of one's
economic [reedom to choose ane's occupation and a violation
of the ability of individuals o contract freely for their
mutual advantage. The usml argument put forward for
licensing is the paternalistic claim that the consumer is
incapable of judging for himsell and is there{ore incompetent
in some way. This srgument is carried to ludicrous extremes
when certification s rejected on the grounds that consumers
are sufficiently incompetent to be incapable of dis
between a certified and a non-certified supplier when it s
allegedly in the consumer's interest to do so.* As we shall
sen the ALRC is forced to rely heavily on such paternalistic
arguments without the support of hard evidence,

The effect of occupational licensing s usually 1o provide
monopoly rents to the existing members of a profession or
eccupation when the supply restriction ls imposed. MNew
entranis who are able to satisly the licensing requirements at
some later date may not actually earn any renis because of
the aften cost and/or time spent In becoming sultably
qquali fied, theless there i usually an initial gain for
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In the arguments that seek 1 persuade legislatures to
ensct such licensure provisions, the justification is
always said to be the necessity of protecting the

lic interest. However, the pressure on the
egislature 1o llcense an occupation rarely comes
from the members af the public who have been
mulcted or n other ways abused by members of the

. ASYMMETRIC INFORMATION

The most plausible sounding case on ‘public interest’ grounds
lor government certification or licensing of professions arises
from asymmetrical information. For example, one doctor
may be first rate and be well aware of it, while another may
recognise that he b a ‘quack’. However, suppose that patients
have no way of distinguishing highly skilled doctors from poor
doctors. In this case the market solution will dictate equal
fees for all doctors instead of the |deal solution of [ees
related 1o the quality of service. Highly skilled doctors with
oppartunities elsewhere will leave the industry as a result of
low average quality and low lees giving rise to even lower
quality and fees and the loss of even more skilled doctors.
This s an example of Gresham's law for doctors: bad doctors
&lﬂmlﬁ.

This of market failure resulting from nadequate
information on the part of consumers may justify certifi-
catian ol doctors o allow pr according to abllity or even
possibly licensing, both as policies given that the
ideal solution is o eliminate the asymmetry In knowledge.
Certification would take the form of voluntary minimum
quality standards and licensing, compulsory minimum quality
standards, Leland points out that if standards are placed in
the hands of the prolession ltseli then It s likely that quality
standards will be too high as a means ol determining entry.

However, the weaknesses of this approach to ra

minimum quality standards are obvious. In a [ree market
without Ecensing, consumers are likely to have many avenues
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for distinguishing the quality characteristic of doctors or of
insurance brokers for that matter. There are referral and

the value of degrees obtalned and the univer-
sity In question, word of mouth, court cases etc. Moreover,
in the absence of occupational licemsing, firms or group
practices are likely to be set up in such a way that the firm's
reputstion acts as a means of certifying the quality of
services provided. Certification, particularly private
certiflcation, may be a way of wiving any such problems
which arise., Licensing is not called for.

The assignment of liability and the use of optimal
liability rules may also be a way of circumventing the
problem. The removal of occupational licensing would make
it much easier o sue doctors since a major obstacle to
doctors giving evidence agaimst other doctors would
disappear. In the case of defective blood, for example,
supplying firms and ultimately donors could be made liable.
It is interesting to note that gavernment agencles whose job
it is to inspect work In progress on building sites or to Inspect
and approve registration for cars are notorious for their
reluctance to permit consumers who are harmed by faulty
inspection to sue {or damages.

I¥. INSURANCE BROKERS AND THE AUSTRALIAN LAW
REFORM COMMISSION

The Law Relorm Commission bases its case for regulation of
entry into the profession on three principles -
protecting innocent purchasers, promoting In choice,
and encouraging competition - which are unexceptional in
themselves although | personally would reverse the ordering.
A case for government regulation and statutory controls to
license entry is then made on the conventional grounds that
they are in the general public interests

Broker [nsolvencies have been of sufficient frequency
and have Involved such amounts as to justify
legislative action to control the two main practices
which contribute © the risks of insolvency and
consequent losses: the mixing of funds received on
account of insurers (premiums) and insureds (return
premiums and claims proceeds) with a broker's
general business funds; and the relention of
premiums, often for lengthy periods, and their
investment by & broker, sometimes in a dubious
investment, for the hfukn]';’m benefit,?
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In the first place the significance of an alleged insolvency
79 are quite small in comparison with the 31110m
handled by brokers in alone 1977

has been exaggerated the Commission.

proolem

|978.% [t is true that there have been &

5339m at M June

nuimber of insolvencies since the Law Relorm Commission
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law would stlll lsave the client liable for the |msurance
premium which has not besn to the broker. This i in
eifect & loan made by the broker to the inured. Also where
no insurance contract has been entered Into because (say) the
broker has simply absconded, the client would remain llable
except [or his claim on the broker. ln my opinion law reform
along these lines would provide all the protection to clients
that is necessary without involving registration or
occupational licensing of insurance brokers.

Brokers do In fact provide Important services for the
insurance companies in connection with arranging cover and
settling claims and are remunerated in turmn by commissions
paid by insurance companies and the income derived from the
investment ol premiums. Insurance companies extend credit
to the brokers, presumably in Uew of commissions, snd
the brokers also extend credit to their clients, but to
& |esser extent. The provision of credit by lmsurance
companies B implicit when there s a fallure to Insist on
prompt payment. The net funds available to brokers for the

of genera income are quite large and were about
glﬂm at 30 June 1979, Interest and lowestment income
derived from these funds amounted to 512m n 1977-78 out of
a total income of $137.%m for brokers.'? Just as the cost of
the commissions paid by the Insurers to brokers and the
income forgone by extending credit to brokers form part of
the cost of carrying on an insurance business, so als does the
risk of defsult arising from broker Insolvencies. The
insurance companies clearly find it more economical to
extend credit and take the risk of default rather than pay
higher commissiors to brokers {or the provision of their
services as intermediaries between the insurers and the
insyred.

The Commission is particularly concerned about money
which is payable from the imurance companies to the [nsured
which is temporarily invested by the broker:

It is quite wrong for a broker to invest claims moneys
and returns of premiums [or his own benefit. He
should be made strictly accountable to his client for
hnds held an his client's account and should not be
permitted to use them [or the purpose ol making
personal profit.!?

It seems hardly justified o set up a system ol regulation
designed to separately treat clients' funds from other funds,
particularly when the Commission does not any
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evidence that these lunds owed by brokers to the Insured are
anything more than relatively minor. Moreover, il special
consideration Is to be given funds held by brokers on behall of
the insyred, why not give special consideration to the much
vaster wnount which the imured owe brokersT Al 30 June
1978, credit extended to the jrsured amounted to 5247m.
Rather than relerring to an alleged ‘personal prelit, a
sounder analysia of the situation would note that brokers, as
part of a highly competitive middieman sector with {reedom
of entry and exit, make only a competitive return
commensurate with their skdila. Any return which is obtained
by an ability to invest clients' funds will be competed away by
other brokers, and hence will be wed to offer more and
better services in order f0o atiract more cuatomens, o
similarly will be used to compete lor business by oflering
betier credit terms to valued clients.

The Commimion also recommends restrictions on the

result in higher irsurance charges (o comnsumers.

| have argued that there is no basis for the ‘public benefit'
argument for regulation of entry arising from broker
lnsolvency. If the risk of imolvency were an important lssue
with the cond public, surely more complaints and
demands for on would have come from the alleged
victims due to the almence ol occupational licensing? To be
fair, | note that victima would most probably have difficulty
in having their complalnts registered and are unlikely to lorm
a very powerful lobby. |l comsiderations of the public interest
were the real motivating {actor in general reguiation, the
brokers and the industry generally would be doing everything
in its power to prevent legislation which would presumably be
costly to comply with. 1f compliance were not costly, the
desired changes In the public interest would be brought about
on a purely voluntary basis.

However, consistent with the 'private interest’ view, the
facts appear to be reversed. The Treasury Submission
comments as {ollows:

L
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Although in recent years Treasurers have recelved
mumerous  representations from (or inspired by)
brokers in lavour of a regulatory scheme, they have
received very few complaints indeed Irom members
of the public. 1%

State ment bureaus do, however, receive complaints
about rance matters, but what proportion relates to
insurance brokers | am unaware, Doubtlesi some consumers
secking lnsurance have been adversely allected by banicrupt
or absconding brokers but the question remains: what price
are taxpayers and the majority of customers of non-
delaulting brokers willing to pay o reduce the probability of
default by a tiny minority of brokers? Is it 51 for every i
lost? $10 for every $1 lost? $1000 for every $1 lost? or is It

even higher?

V. LICENSING VERSUS ACCREDITATION

Even il it were true that there b some merit In the
Commission's case for government interventisn based on
broker insolvency, it is far from obvious that all the alleged
gains to consumers could not equally be achleved by a system
ol accrediting brokers who meet the conditiors of financial
probity laid down by the Commission. I meeting these
conditions truly provides benelits lor corsumers outweighing
the costs, then the group of accredited imtermediaries should
thrive at the expense of the remainder, who would not be in a
position 1o state or advertise that they have the ‘seal of
approval' from a government agency but would nonetheless be
aliowed W compete subject to this handicap’. The Treasury
Submission'? proposed the ment of a voluntary
accreditation scheme which would allow the farces of free
compelition te go on acting in the interests of comsumers. In
lact such a scheme already operates for a major portion of
the industry {up to 80 per centl,

The Commission, in rejecting the Treasury proposition,
argued that:

« « « preservation of Ireedom of choice between a
broker whoe s bound o comply with standards
considered necessary for the protection of the public
and B not bound o do 0 would be of
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understanding to appreciate the diflerence. Even U
were not s, the value of maintaining Ireedom of
cheice in this regard must be balanced inst the
meed 0 protect those to whom the differences
betwesn the different types of intermediary, let
alome those between the dilferent types ol broker,
would remaln a mystery.'®

£

This reply misses the that individuals including
all walks of have o make choices which are
never perfectly informed and that balancing off risk against

expectod returmn i something which all of us do

used © making rational informed decisions. The Treasury
Subrnission notes 'that brokers are probably used relatively
little by the man In the sireet lor the purpose of obtalning
cover In respect ol dwellings, vehicles etc.)' The
Commisson's paternalistic attitude, expressed in lta views
and recommendations, is not at all [attering t© the
intelligence and sophistication of consumers generally, and in
particular, the clients of brokers who on the whole can be
expected to be relatively well informed, To the extent that
there s merit in the ‘public benmefit' an
accreditation system would provide the lnsuring public with
additional and valuable information, as well as put the
Commission's relorms to the market test ol competition

¥y
red o brokers with little in the way of
efficiency costs or social loss. A dollar tramsferred from a
'Ilwﬂ'lllpuimhlln'lﬂumnﬂlmﬁrht
is a private gain © the pensioner, 3o that the net soclal cost
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may be zero, apart from the costs of actually achieving the
transfer (or resisting it in the case of the taxpayer).
Moreover, what the Commission neglects is that not anly are
insalvency losses largely transfers but that tranifers are also
made from the brokers to the lnsured public. These transiers
are represented by the lower commisslons and hence lower
insurance charges which result because brokers can Invest
funds resulting from credit at relatively favourable rates af
retum, not merely ‘misuse and speculation’.

VL THE EXPLICIT COSTS OF REGULATION

The Law Relorm Commission gave very little attention to the
direct costs of regulation of the insurance broking industry,
yet this factor was of considerable importance in the Fraser
Government’s decision t© reject regulstion. It was
unfortunate for the broking industry that Cabinet consider-
ation by the Fraser Government took place shortly alter the
cuts made by the Lynch Commities. The Treasury view was
uncharacteristically opposed 1o increasing it power and
inlluence via more regulation. Approximately 15 Treasury
stafl are required to regulate & handiul of lile assurance
companies; 3 o regulate about 164 undereriters and general
non-life |nsurance companies and presumably even more stafl
would be required to regulate and audit where necessary the
over 33 Insurance broking firms at & cost of millons of
dollars annually, Of course it may be possible to introduce
forrma of regulation with a lower direct cost which would also
satialy the industry - for example, a ban on entry - but less
detailed forms of regulation may be harder o justify as

allegedly "serving the public intereat’,

Vi. ALTERNATIVES TO FEDERAL LEGISLATION

Some States already have legislation or are planning to have
legislation covering insurance broking. In fact some critics of
the earlier Fraser Governments rejection of regulatory
legisiation argue that the net result will be in the
various 5tates which may not be uniform in character. 1
seems o me that il such an outcome eventuates it would no
be the ideal solution but at least would be preferable two
uniform Federal legislation. Some States may choose to
introduce regulations which have a high direct and perhaps
also indirect cost of regulation to be barne by State

143
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and consurmners while others may prefer to rely on accredi-
tatlon schemes and market forces to provide whatever
consumer protection is necessary. In a he and

society, some degree of non-uniformity between
the various state jurisdictions may in (st be & virtue rathor
than a Uability. To some limited extent, population
movemants between jurisdictions may represent ‘voting with
one’s feet’ and thus provide an additional mechanism lor
matching prelerences for degrees of regulation and
bureaucratic control with particular political jurisdiction.
At the State level, legisiators may be under more pressure
Immmuﬁwujuﬂlrmmﬂlw
ol occupational licersing and regulation. » Where
not every State adopts the same policies, conditiora more
akin to a lsboratory experiment are set up and thus it
becomes ecasler to evaluate the elfects of different
regulatory policies,

Vil. CONCLUSION

1t would be nalve to think that with the Cabinet rejection in
1581 the issue s over and done with. Over the next lew

:
i
7
%
:
:
g
£

Company

credit o brokers by not insisting on Immediate
m defaulting brokers over all [1s

clients via its premium charges. In retum for extending
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credit and bear this additional risk, it s able to take

ol commisson payments to brokers than
would o ise ba the case. lsurance are clearly
in the most lavourable position to make | about the

tradeal! between extendesd credit with lower commissions and
higher delault risk.

Author's Note:

Thia paper s an extended wersion of aportion of Peter L.
Swan, 1s Law Reform too Important to be Leflt to the
Lawyers™: A Critigue of Two Law Reform Commission
Reports’, in (ed.) R. Cranston and A. Schick, Law and
Economica, Canberra: ANU Press, 1982,

l. During 982 the two organisations decided to merge.

2. The Federal Cabinet's mjection af the propoaals to
regulate the imnswrance broking Indusiry [ollowed a
strongly worded editorial in the Melboune Age, 13 May
1981, and an article by Ross Glttina In the Sydnay
doming Herald, 23 May 1981, entitied *Small Sin Tempts
Baorn in PM', Both ltems were opposed to regulation.

J. Fimnoncial Review, 2 November 1981.

b, However, I the Initial contact with the broker s by
tzlephone and no inguiry is made of a non-certified
broker regarding membership of an industry certifying
of ganisation, the prospectlve client may be initially
unaware of the status of the broker. When the broker is
certified, the prospective customer will presumably ot
only be Informed, but may also be wamed o be wary of
non-certified brokers, Certified broken have an
incentive to make consumers aware of the distinction
betwesn themselves and non-certiflled suppliers. For
ﬂlmph.ihuﬂhllllﬂl_'?nllnwmmmu-
Sydney Yellow Pages Telephone Directory. I the
prospective client does not feel it worthwhile finding out
aboui the status of the broker, this may be because
rightly or wrongly he does not wvalue wvery highly the

wﬁmﬂﬂnmﬂmhdr.
3. Miwn Friedman, lism ond Fresdom, chap. 9,
Chicago: University of Chicage Prem, 1962, p. 180,
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OCCUPATIONAL REGULATION
IN A REGULATED INDUSTRY:
THE CASE OF AIRLINE PILOTS

L INTRODUCTION

Aviation in Australia is highly regulated but the degree of
regulation varies between sectors of the market. The varying
degrees of regulation and pilst unionisation, and the
opportunity for pilots 1o eam rents in regular public transport
markets but not in others creates some interesting rent
secking incentives lor pllots. This involves queusing by
working through the licensing system, which has some
implications for licensing standards. These characteristics
and effects are explored in this paper.

Questions examined here include: do pilotls sarmm renta?
what types of rent seeking occur? how do the regulators and
the licensing standards respond to rent secking? and does the
licensing system act as & barrier to entry by pilots o some
sectors of the product market?

Another question is whether government lwolvement in
pilot Hoensing is justified. The view [a taken here that some
device will always be used to provide employers with
information about pilots and their skills, The government
mechanam (s taken as given, but others can be imagined.
The |sue of which device is appropriate is beyond the scope
of this paper.

In the nmext section the important characteristics al
regulation In product markets and of the structure of the
plot merket are described. In section [l, some predictions
derived [rom these characteristics are discussed, and data on
rents, rent secking and changes in the licemsing system are
presented., The question ‘should we do anything? is
considered in section IV, and section ¥ contalns & summary.

13
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. CHARACTERISTICS OF PRODUCT AND LABOUR
MARKETS

Product markets

The types of alr transport offered in Australis are listed in
Table 1. The categories used (regular public tranaport,
charters, aerial work and private) correspond to those in the
Alr Mavigation Regulations.! As shown in the Table, these
categories can be combined into two broad groups of regular
public transport and gencral aviation. Regular public
transport is the operation of scheduled services lor carriage
of pamengers and [reight. General aviation includes
other categories; examples of ‘aerial work' are aerial
agriculture, training, ambulance work, serial surveys and
spotting, beach patrols, search and rescue work and aerial
work ancillary to the alrcraft owner's nan-aviation business.,
in Table 1, public transport is divided into four
categacies, one of which Is international service. The
national trunk service links major cities along trunk routes.

Commonwealth regulation,? International and domestic
trunk services are characterised by economic regulation by
the Commonwealth - that is, control of entry, capacity and
fares, the latter until recently on international routes. The
Commonwealth also has some Influence over entry to and
capacity on regional routes by ity control of imports of
alreraft, The States (with the exceptions of South Australia
and Victoria) Impose economic regulation on intra-state

and commuter routes. State licences must also be
obtained for charter services. Contral of entry and capacity
in reguiar public transport appears o be less elfective on
inter-state regional (lor example, Sydney-Maroochydore) and
commuter (say, Melbourne-Wynyard) routes as well as
commuter routes within states without ecoromic regulation.
All regular public wansport lares are reviewsd by the
Commonwealth, Other types of general aviation (aerial work
and private) appear not to be subject to the same degree of
economic regulation, All types aof alr transport are subject 1o
regulation of safety and operating standards by the
Coammanwealth,
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Occupational Regulation
Pilot leensing

All members of the flight crew of an Australian aircraft are
required to hald the appropriate licence [wued under the
Regulations and Orders [(ANOs) accompanying  the
Commonwealth's Air Mavigation Act. There are a number of
licence categories and the higher categories require greater
i skills and experience as well a3 asronautical
km. Types of licences avallable are listed in Table 2,
where some of the prerequisites and privileges of each are
shown, At all levels, endorsements of ratings can be added to
the licence. There are aircralt type (or group) endorsements
which indicate the types (or groups of types) the pilot may
Hy. For larger alrcralt, there are fwo clases of type
endorsement and the lower class permits the holder to act
only as co-pllot. Another endorsement relates to proficiency
in the use of instruments. Skills are tested in practical flight
tests and written exams administered by the Department of
Tmm All lcences beyond ‘"Student’ have recent
exper conditions (lor example, three take-offs and
l.md:.:linml previous ninety days), Licences are issued for
limited periods (six months for the higher licences), and will
not generally be renewed unless the applicant passes a [ight
praoficiency test.

Typical licences required in different types of operation
are listed in Table |, A pilot must have a Commercial
licence to undertake aerial or charter work. The highest
category ol licence pormally held by general aviation pilots ia
Senlor Commercial, required [or some commuter operations.
Recently, licences required for different types ol alrcralt
have been amonded and this change b discussed in detail
below., Trunk, regional and international pilots hold Alrline
T pilot Hcences. In L350, there were 20,302 Student;
23,417 Private, %273 Commercial, 1,297 Senior Commercial
and 2,201 Airline Transport Licence holders.?

The maln Australian pllots’ union ks the Australlan Pederation
of Air Pilots (AFAP), Brooks reports that at 30 June 1980
there were 2,791 members of AFAP of which only 709 were
holders of Commercial or Senior Commercial licences.”
Effectively 100 per cent of airline transport pilot licence
holders are AFAP members. AFAP has generally negotiated
contracts directly with the airline employers of thess licence
holders * and these agreements are then ratified by the Flight
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Oecupational Regulation

Crew Officers Tribunal (discussed below). In summary, AFAP
has unionised the international, trunk and regional markets.
This power can be explained by the small number of pilots
invalved and the small number of firms, both of which lower
negotiating costs within the union,

Bafore examining AFAP membership In the GA sector, it
Is interesting to note two recent events. The first is that
AFAP has applied to be registered under the Conciliation and
Arbitration Act. Previously the union had preferred o
negotiate directly with each employer, outside the arbitration
system. The government lorced AFAP partly back to the
system in 1967 through tion creating the Flight Crew
Otfficers Tribunal but AFAP did not have the privilege of
being the sole representative of pilots under this leghlation.
Subsequently a rival unfon was formed, but was deregistered

(not having sufficient members) in 1979, To avoid
ﬂlﬂhﬂﬂ'hhﬂuﬂﬂmmll lhl_r
uuTrwm'lﬂmUnlmhrupmﬂpuuhl. has

its policy on methods of negotiation.®

second event of Interest s that Qantas pllots in May
198] decided to withdraw from AFAP to lorm their own
union, the Australian International Pllots Association.

AFAP has an award for GA pllots - the Pllots
{General Aviation) Award, 1979 - ¢ the Tribunal.
AFAP member in the GA secior has been low,. Af M June
197% there were 3,133 holders of commerclal and sendor

only

about M per cent of those active were members of AFAP,
an interesting comment on the GA sector in the

AFAP President's |99 report. The report indicates that

wages pald in GA were less than the award. The President
not see

sald he could GA pilots ever uni and striking 'for
m:m:lhiui"lur two maln reasons: lhﬂ'l‘:'#lﬂ:lﬂ-
many non-AFAFP members and so many m-ap-uuwn
second, GA b, he said, 'nlunﬁ.l.lhr ted environ-
ment and & lot of operators could not pay'. upﬁm:upm

:
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Findlay: Fhe Case of Airline Pilots

industry regulated so there was sirict control ower route
licences; then operators could pass on higher costs to
passangers without fear of being undercut by entrants. The
AFAP President sald he was prepared 1o jobby 'at Canberra'
for more regulations but that the lobby was ot likely to be
Quickly sucoessful, at least [n the short erm’,

More recently the tone of presidential statements about
the GA sector has changed. Rising GA membership s
claimed; Federation officers suggest there are now about
1,000 Commercial or Senior Commercial members (compared
to 709 at June |980). An explanation offered by AFAP i3 the
‘schievements’ of the union, following introduction of the
1979 award, But even at 1,000 members in GA, the AFAP
share would still be less than 30 per cent ol active licence
holders. The proportion of members in some flrms, such as
Bush Pllots, would be much larger.

Surmimar y

Product markets can be broadly divided into twa sectors, one
mhtld (international, trunk and regional services), the

r unregulated (the remainder; some qualification may
need o be made for some commuter servicesl, R tlon
here refers to control of entry, capacity and fares (the last on
domestic routes), The regulated sector is characterised by a
small number of operators. Corresponding to the extent of
regulation in the product market is the degree of unionisation
ol pllots. Pilots are represented by an ellective umlon
(AFAP) in the regulated sector but, despite the existence of
an award, AFAP has not yet been effective in the other (GA)
sectors. In the next section the implications of these
characteristics lor pllot salaries and the licensing system are
explored,

H. PILOTS' SALARIES AND THE LICENSING SYSTEM
Hents in the wnionised sec tors

The first implication of the leatures of product and labour
markets is that pllots in the unionised sectors will eamn
rents. The extent of rents in the unionised sector Is
estimated and reported In an  unpublished by
Findlay,'? the results of which are summarised here, The
method used is to divide actual earnings of pllots into
wages and rents. The technique b either to estimate
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function with international data then convert that

increase his flying Card
aircralt) ratings and pass written exams. When there are
rents |n the unionised sector, pllots with lesser loences wil
pursue themn by trying to obtain licences.

Resources could be absorbed In & mumber of ways In this
rent soeking activity. Lesser qualified pilots might hire
aseroplanes fo builld up thelr hours and attend courses In
asronautical know and instrument training. Instead of
hiring aircraft to up lence another strategy is to
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Findlay: Mhe Came of Airline Pllota

There & anecdotal evidence al rent seeking behaviour in
the AFAP President's Report of 1979 which quotes a letter
from a GA member of AFAP:

The only reason for General Aviation's existence
seems to be to provide a never ending supply of
recruits for the airlines at no tralning cost. The
situation still exists after twenty years of young
hopefuls clambering over each other 1o work for well
below the Award, just to build up their total Senior
Commercial hours. This law of the jungle Is
tolerated by all and paternally condoned by the
alrlines and the Department of Transport. These low
cost junlors are costing jobs to senlors who need the
Award.

The President comments that ‘those of us who know General
Aviatioh know how true a plcture that letter painty’,

More evidence on the presence of rent seeking can be
obtalned as flollows. Using a model of the decision to
undertake general training, it is possible 1o predict the wage
under competitive conditions. Some data are available on
wagea sarned by applicants for positions in & domestlc trunk
carrier and these eamings can be compared to the
competitive wage. The expectation ls that actual earnings
will be lew than predicted.

The cost ol “Wl*h‘l:mmtmlf wages faregone, but
other costs as well. For example, the cost of ob a
g reiing) S tuie eagite. s SnEarsemoet T e
higheat and type endorsement has
estimated to be 520-30.000.32 The higher flgure appears to
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approximately 56,916 alter tax'*) w give a total cost of
-ﬁmh §35,000. Assuming a 10 per cent interest rate,
the traines would need to be approximately an extra

$3,300 sach year (In 197%-80 after tax to recoup his
initial outlay, valent 1o 53,300 before tax. In thai case,
predicted for a a commercial licence
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H by working in the GA secior,

salary comparisons have been based on & Commer-
clal Beence with minimum experlence but those gualifications
are nat sulficient to enter the regulated sector. Ansett and
TAA require applicants to have a snior commercial licence
{or to have passed the theoretical exams lor the licence) with
& minkmum of 500 hours flight experience, plus a radio
aperator's licence with the morse code rating. These are only
the minimum standards of the airline and they exceed the
minimum standards required under the regulations for a job in
an airline (that is, the second class alrline transport licence
conditions - see Table 2). Conalstent with the rent seeking
madel applicants typically have much more experience,

al least five years experience.

One implication of this Information is that the licensing
system s not rationing pilot entry to the regulsted product
markel ssciors. U it were, the Hoensing conditions would be
such that the applicants’ experlence would match the
minimum standards, which if correctly set ( in this model)
would clear the market.,

In summary, there are two results from this section.
First, not only the anecdotal evidence but also the data on
wages of pilots in GA support the prediction that these pliots
work for less than the wage which will compensate them [or
the costs of their training. Second, it was noted that not only
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Changes in the licensing system

Pilots work thelr way through the lHcensing system to get a

better spot in the queus lor a job in the sector, It
t be expected the licensing system would respond to this

activity. A public interest model of licensing which

interprets licences sdimply as & source of information on the

skills of the holder predict no in the standards

while technology and the demands of skill from pilots did nat
change. This model assumes the regulators know the

i
i
:
g
¢
S
t5
.
i
g
:
g

groups, perhaps along the lines of the Peltzman model of
regulation.''  While relative lobbying wﬁdﬂ“ and market
conditions are fixed, lcensing standards w also be fixed,
But a change (for cxample, increased demand for pilota
licencea) could lead o increased standards.

Ay the quese for positions In the regulated product
market lengthems, the ra*n.-ll:mi have incentives to e
the licensing system to the market’. Pilots already
the queus would always demand higher standards for lower
licences. The length of the queue is indicated by the supply
and dernand for pilots In the GA sector, summarised in Table
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} by the number of alrcraft used In serial and charter work
and by hours flown commercial and senior commercial
licence held since | 1. The data indicate that while the
output of the GA sector (measuring output by total hours) has
18 hmrﬁuidw?m:uhﬂﬂh

t output been approximately same, even lalling.
Thus the prediction ks regulstors acting as burea maximisers
will have had little incentive to ralse standards over this

e b
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Thers s ane qualification to the prediction that Ui
standards will not have changed. Derivation of the prediction
presurned that standards were already set at thelr market

pressure (o ralse siandards, despite the data of Table ). On
the other hand, the applicants are not |dentical, and
employers thkhﬂ:nhrﬂmﬁgmm
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disequilibrium. I the current outcome is an equilibrium, the
prediction that there will be no observed change in standards
since the 1960s ls not affected. Otherwise there may be
upward pressure an licensing standards.

A comparison of the Air Navigation Orders on pllot

affected could rise by 20 per cent. This estimate iz supported
by BTE data which suggest pliot costs account for 46 per cent
of GA labour staf! costs.?® The BTE also quotes an elasticity
ol total cost with respect to labour and staff costs of
0.44.%"  Thus a 100 per cent rise In pllot costs (due to
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crews] would raise labour costs by % per cent and

by 20 per cent. The policy change therelore
e1 a significant increass In the cost of some types of
BETVicE, The justification ollersd by the
Department o Transport was that:

Commuter services should be regarded as an
extension of the alrline network and therefore a
salety record comparable with the alrline industry
should be the prime objective. Although somewhat
arbitrary in nature, the figure of 10 passenger seats
was selected as having a bearing on the margin of
salety at which such aircraft should be operated. A
higher degree of complexity and performance
capability is becoming evident in the design and
equipment sandards of these aircraft with a
comequent impact on cockpit workload, Indicating a
need for two pllots when engaged In scheduled
l.u"rk':“.ll

|

g

]

In its report 'Proposals Arksing from the Review of
Commuter Alr Service Standards’; the Department has also
said that the two pllot rule ls necessary to provide continuous
monitoring of equipment and s identical 1o standards
preacribed by many overseas authorities (US and Europe).11
Mo data have yel been seen o be used 1o justily this salsty
argument,is although presumably there is advantage in
another pair of eyes, especially at congested airports. On the
ather hand it is easy to imagine that the two pilot rule will
increase demand for pilots (even Ul fares rose by 20 per cent
the elasticity of demand would have o be -2.3 for tralfic o
halve), and further as shown below, it will increase dermand
for a particular group of pilota.

The Department has also recently proposed to alter the
priv of Commercial and Senior Commercial licence
halders.1s Briefly the proposal is to require commuter pliots
to have more experience (at least TOO hours & command
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In summary, the major changes to the i syatem
since the early 19608 have been the introduction of bisnnial
flight reviews for some licence holders, and the change in
standards for commuter operators. While these changes are
consistent with private interests of regulators and pilots they
could also be justified on salety grounds. The difficulty with
the latter public interest argument Is the absence of data on
the gains, via reduction in r while the changes, especially
the commuter changes, are expected to substantially increase
CoRt.

IV. POLICY OPTIONS

Previous sections have identified

for Australian pilots and the rent secking activity

generate. The question msked in this section is ‘wha

be done?™ The starting point is o examine the wellare costs

of rent seeking behaviour by pilota in GA.
It might be thought rent seeking is si

for example, transfers from pilots in GA to their employers.

i

|
;z.
i

resources into flying schools or the hire of alrcraft to bulld up
hours. It may be that, at the GA level, society would not
value the risk reduction as much as the resources for .
In summary, the rent seeking activity will generate welfare
coats 8o there would be a soclal gain from lts removal.

The source of the rents to pilols was to be the
characteristics of alrllne markets, inchuding h%uunm
of economic regulation with limited entry. e
regulation has been argued? to impose substantial wellare
coits and there s a strong case lor deregulation,

166



Findlay: The Case of Alrline Pilots

Deregulation would have the side effect of removing much of
the bargaining power ol the pilots’ union. For example, any
attempt to raise wages to Qantas pllots would ralse Qantas
costs and fares and attract entry of foreign competitors. The
same effect could be observed on domestic routes, Deregu-
lation of product markets would remove pilot rents thereby
eliminating the Incentive for the wasteful rent seeking
behaviour.

Another option which would remove the rent seeking
Incentives would be for the government o auction airline
transport pllot lcenced, or u.ululmllr.#.l:ﬂl tax on them
to extract the wvalue of the rents, government did
attempi to raise fees, as part of It "oost recovery® policy, on
pilat lcences in 1980 but the proposed [ees were small
relative o the estimated value of rents. (The total revenue
over all licences expected [rom original proposal was only
51.3m.) The original scale of fees was substantially reduced
after AFAP members banned Canberra flights. ' Now airline
transpart pilots pay $40-30 outright (no renewal fee) for their

Preduct market deregulation Is not a policy embraced in
the aviatlon press. One policy that has been proposed s a
subsidy for initlal training of pllots.' A variety of
arguments have been used to support this policy. One claim
s a positive externality from having avallable a pool of pilots
who ‘agres w be called up by the RAAF immediately war
breaks out'.?® The validity of this case depends on the 1ype
of conflict expected, the notice glven, the avallability of
pilots overseas and the skills required. Another argument ls
that subsidies for other forms of tertiary tralning but not
pllots creates both Inefficlencies and Inequities. This
argument B in eliect saying that the extemalities claimed
for university training are not valld and that intervention in
the pllot market is an appropriate redlstributive device. The
first point may be defensible; if so, the best solutlon would be

the subsldies. Economists would deny the
ther argument {or subaidy has been that
there will be a ‘shortage’ of pilots in the near future.?® The
claim is labour markets for pllots do not operate to give the
. Observers of GA markets

:
I
i

|
:
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externalities, in particular, defence benelits and the case
there has not yel been adequately presented. 1! a subsidy
were paid, it would be redistributed throughout the GA
sector, in the same f{ashion as potential pilot rents are now
transierred, further expanding the size of an already enlarged

pilots, and their presence creates rent secking Incentives
among other pilots. Lesser qualified pilots work through the
licensing system to obtain the qualifications of an airline
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REGULATING TAXI OPERATORS:
SOME HISTORICAL INSIGHTS

David J. Wiliams and
Michael J. Aitken

L INTRODUCTION

This paper is designed to provide a perspective for the
formulation of policy declslons for an Important section of
the transport industry - the mxicab. Tt is situation specific to
the taxicab industry In Melbourne, Australia,’ but the insights
contained in it have their counterparts in most western cities.

0. THE BEGINNING OF REGULATION

From the available svidence, taxicabs were first introduced
inmta Melbourne somewhere betwesn L[E33 and 1868, The
former date corresponds with the proclamation, sz a
scitiement district, of what s now known as Melbourne. In
the latter year, the first attempts were made  regulate the
axicab industry,

In January IB48, the Melbourne City Council (MCC)
petitioned successfully lor the Legislative Committes ol the
MCC o frame a by-law to regulate hackney coaches’ and
other vehicles avallable for hire in the town o! Melbourne, !
By-law 26 was intended to manoeuvre around problems that
arose where corsumers lacked information on service guality
and price. The regulations set standards on such things as the
quality and road worthiness of the cab, insurance
requirements, driver qualifications and behaviour, the site of
taxi ranks, and maximum fares 1o be charged® We were
unable to find any evidence that efficiency was ever
considered. It is Interesting to note that the regulations
closely followed those that existed in England, apparently
transported without considering the change in context or
indeed iheir or purpose.

In line with the laissez-faire attitude of the day, the
regulations did not attempt to limit entry or specily minimum
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of uninformed bilateral bargaining and pro COnsumers

be too generous to the regulators because we were not shle to
find any evidence of customer abuse. Similarly a lack of data
prevents us from knowing whether the maximum fares were
in fact treated as minimun fares by operators colluding. In
any case it s alsw possible that maximum prices had
undesirable sificiency consequences by preventing market
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increased consumer choice and gave consumers an Incentive
to collect information on service quality. We will return to
these points below.

Despite the small number of licensed motorised taxicabs
in operation (as confirmed in press reports and council
minutes of the day),' horse cab ownenn feared the
competition motorised cabs presented. It was no doubt in
part an effort to placate these interests that led the MCC 1o
attemnpt to regulate motorised taxicabs.,

The question of what the council was to regulate
"the new public wvehicles called taxicabs' was first rabved in
Councll in February 1909, In May of that year, however, the
maotorised cab owners successlully petitioned lor a deferment
of any regulation until the Victorian Parliament had passed a
Motor Car BilL'" After numerous postponements by council,
and protests by the proprietors of taxicabs and hire cars and
by the Drivers Protective and Benefita Union, the proposed
By-Law was eventually passed by the MCC In Décember
1916.""  Notwithst this debate, the MCC began
regulating motor cabs in 1911, by which time By-law 123 was
passed. This by-law, which dealt with fare charges, driver
qualifications and wehicle safety, (indicates that the
regulation was introduced for similar reasons as previously;
mamely, In anticipation of problems that might arise where
consumers lacked information on service quality and price.
Because By-law 123 did not seek 0 impose direct entry
regulation or minimum fares on motorised taxicabs, it is not
clear what horse-drawn cab owners hoped o achieve by
labbylng foc its introduction, 8 it was felt that {
motorised cabs 1o charge the same a3 horse-drawn cahs
would squeeze the profits of the former and thereby limit
their supply. Pressure for regulation may have also come
from a concemn to ensure that motorised cabs were prevented
from competing except on egual terms. Whether this
lmitation of competition between types of cabs was in [he
public interest 3 doubitiul, &y we will ses later.

in the period following the passing of By-law 123 to the
end of the MCC% control over the regulatory function in
1932, the MCC initiated legislation on a number of lssues.
One of these concerned the fitting ol meters W b
Taximeters were being used In Aus at least a3 early as
1907,'? but it was not until September 1923 that the Council
made it mandatory [or cabs 1o be [itted with melers,

From as early as 1903, there had been public to
enact legislation to force both horse and motor to fit
meters. The pressure came from sections of the taxicab
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industry who sought to circumvent an industry challenge
the MCC's right to license metered cabs,'' It is also possible
that the industry may have seen the capital cost of meters as
an additional barrier 1o entry and the costs of changing the
metered rate as a method of fare competition

8

I¥. ADYVENT OF THE TAXI COMPANY/CO-OPERATIVE
J:un{rlu 1o the MCC making taximeters mandatory (October

1924}, the structure of the Indusiry underwenl another
important the baginning of taxicab companies and co-
operatives, Melbourne entreprencurs introdoced

Melbourne to the now highly succemful Yellow Cabs from

success, Some sald It was the absence of haggling with their

that sttracted clientele. Such was their success that by the
end of thelr first year of operation, Yellow Cabs had carried
approximately two milllon passsngers in its 177 Melbourne
and 173 Sydney taxicabi.

the industry and as a lobbying group on the MCC. An
example of the former was the change in driver wage palicy
initiated by Red Cabs and Checker Cabs and subsequently
wpported by Yellow Cabs. To counter thelr decreasl
competitivensas il;m Mﬂ!?:l uwnﬂ.l’zi"n. Ihhirir-:
companies changed from paying a set weekly wage fo

their cabs to drivers and paying them on a commisslon basis.
In retrospect, this was an important development which saved
taxicab companies from ruin during the Depression. The lack
af entry and minimum price controls meant that the industry
attracted many unemployed workers who owned automo-
biles, Real wages fell and the taxicab companies, paying
fixed wages, found it difficult w mwh: It was lJ.:;trm
important because it discouraged un tioh, gave drivers
an Incentive to find more business, and later meant that the
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influence of bodies such ax the Arbltration Commission was
minimal

&5 wages in other Industries, but that these increases
i service o be relatively higher
lces In more technologically progressive Industries,
the taxi industry would find it difficult to offser
increases with vity increases. Unless there was
an inelastic demand lor taxi service, the industry would likely
diminish and perhaps ultimately vanish s & result of the
increa real price of its product.

As W and Scorgie have shown,!® the industry has in
Iact prospered, and there Is some evidence to suggest that
demand has not diminished. Willlams argues that this has
occurred because the industry has been able to keep real
costs down by adjusting labour quality. This i evidenced by
an increasing wage differentlal between tas drivers and

i
E
1
2
:
2

The introduction of leasing, which legally made drivers self-
employed, effectively prevented the drivers union from ever
nﬁﬂnhﬂnmlq a lorce in urban transportation, and allowed a
w wage dilferential betwen driver wages and the
wages of other workers.i¥

In regard to the effect of cab companies acting as a lobby
on the MCLC, a number of issues may be cited. One of these
issues concerned the number of cab licences issued. Prior
the elforts ol Yellow Caba, the MCC lsaued I
operate a taxicab ‘as of right' 1o
own an automabile and keep it in
policy more than 1100 cabs were plying for hire in
by 1927, With the support of both Red and Checker Cabs as

well as from the drivers’ union, Yellow Cabs
successi petitionad the Committes of the MCC
to limit entry to the industry2® [t is of some irony that

Yeliow Cabs was able 1o enter the markel becasuse of no
imitation on entry, bul once operating, was successful In
preventing further entry.
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V. REGULATING PRICE AND ENTRY

In 193 Yellow Cabi submitted to Council that there should
be a specific limit of 770 cab licences set.®! Desplte
council's willingness, it was at that time powerless to limit
numbers.!? Pressure was brought to bear on Parliament and
the Premiers from both the single owner/operators and the
large mwﬂu.mh 3 reacting against an ower-
abundance In the supply of labour at a time when business had
fallen off.?' With no direct barriers to entry, the taxicab
Industry was an ideal occupation to try o carm some Maney
for the unemployed who owned automobiles. Subsequently
the Victorian Parlisment passed the Act 1931,

omobile owners,
cabs allowed?® |ncreased the Incentive for unlicensed
taxicabs., It was in reaction to this problem that Yellow
Cabs, the unlon and other licensed owners submitted that the
MCC specified fare should be both a maximum and a
minimum for a particular distance.?® This lare structure was
intended not only to hinder competition by unlicensed cabs by
making them casier 1o detect. but alss to conatrain legal taxi
companies e Blue Line and Classic Taxi Services who wers
trying to increase their market share by price-cutting.?* It
wis argued that price-cutting was the public &lll‘tlt
because It placed the existence a stable rellable taxi
service at risk. Legislation to enact thess proposals was
passed by the MCC toward the end of 1937,

The increasing Interest [n lnnovative tazicab operations
in the 19708 has brought the introduction of these mid-1930s

tions under new scrutiny. Elsewhere Willlams has
argued that the capital requirements of the industry renders
destructive price cutting arguments questionable.'” A more
curious |ustification for price and entry regulations comes
from Shrelber and other contemporary literature.!®  This
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literature argues for price and entry fion becacss,
tence of the conditions for

competition, the taxi cwner does not face a perfectly elastic

demand curve for his product. The consumer who refuses a
o

average double his walting tme.

Furthermaore, the of a cheaper cab doss not provide a
purchaser with useful information for future purchases.
The of this is that the price elasticity of

thal can reasorably sxpect to increase turnover by decrsasing
price, the sole taxi owner acting alome cannot hope o
increase his mumber of passengers by decreasing price.
Unless there is a price reduction by a large fleet owner or by
an agreement between a large number al single owners, price
reductions are unlikely. Any one operator who cuts his own
fare can only succeed in decreasing his revenue because
potential customers, even I they knew that a certain
operator had a lower priced cab on the road, would be
unlikely to turn down a more expensive cab when the proba-
bility of the cheaper cab passing within a reasonable time
would be practically

A cab owner who his price above the going rate is
unlikely to lose many passengers and can therelore expect to
increase his revenue. This upward tendency of prices Iy seli-
perpetuating over the reievant price range snce, as other
owners Increase prices, a potential customer's expectation of
the lkely wait to the next cheaper vacant cab will Increase.
Each increase in price by existing operators will induce an
influx of additional taxicabs into the market. This poaltive
response of taxi avallability to price inCreases, mirrors the
inverse relationship between price movements and the

j
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VL. REGULATORY PROBLEMS OCCASIONED BY PRICE
AND ENTRY REGULATIONS

Along with concern over the maximum/minimum fare
sirocture,; the MCC was also, at this time, [acing increased
pressure particularly from the public to increase the limit on
the number of taxicabs.?® While on the one hand existing
licensed cab owners complained of (llegal cab activity, on the

other hﬂt:mmivh;:hpmﬂmvg;hu
[mlpnpllmhhuﬂrdluh In December of 1937 ina

inspector
be removed.'® The Licensed Vehicle Committes

limited their numbers to 430 and their were raised to
the same level as that of taxicabs.'’ Regulation leads 1o
more regulation] By the emd the war, the huacd

mounting p

However, restrictions from the war had not yet been lifted,
and the government’® and DERT'® were concerned that no
new llcences be issued. Faced with these opponents, the
MCC held back its proposal to increase the number of
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taxicabs by 100 and the number of hire can by 73 until as
DERT rescinded i3 taxl order.!” When this order was
rescinded, the additional licences were distributed by ballor.
This distribution technique was adopted under pressure lrom
the Returned Serviceman's League (RSL) who wanted their
members rather than the taxi companies to be granted the
licences.

Despite the increase in avallable Uoences which boosted
taxlcab numbers to 630 and hire cars to 525, pressure
remained for more lcences to be authorised. The RSL, which
now had & substantial number ol new members, santed more
loences made available o lts meamberst® Situations
OECUIT elsewhere (such as in Berisbane where there were
more but only one-third af Melbourne's population) did
much o support the pressure for more licences. Again the
MCLC faced a dilernma; the RSL, union and the public wanted
more taxicabs, while existing owners (in particular owner-
drivers) saw more licences as an encroachment of their
business interesti.

In September 1931, the MCC decided to issue another 130
taxicab licences and 100 hire cor licences." This was to be
its fimal nct in regulating taxicabs. After 102 years, control
was passed to the Transport Regalation Board (TRB), a State

government agency, by the Transport Regulation Act of 1951

¥il. A CHANGE IN THE INSTITUTIONAL FRAMEWORK

Two reasons stand oul in explaining why the MCC was
superseded by the TRB. The first centres around a general
feeling of dissatisfaction with the MCC. In attempting to
balance the demands of conflicting groups, the MCC had
alisnated almost all parties involved. By the late 1940s,
these groups had successlully combined themselves Into a
lobby to divest the MCC of its control.*® A second reason
cenires around what seemed to be & general concern of the
government In the late 1940s and early 1930s that all forms
of transport ashould be co-ordimated and correspondingly
controlled by one body.*!

The TRB's mast immediate concern In [ts new office was
the adequacy of the taxicab service in the outer metropolitan
area,*? Tmmmﬂmwhk-ﬂﬁnnmum
miles Irom Melbourns, gencrally leaving hire cars to
the suburbs beyond this radius. Many of these private hire
car services operated with only ome wehicle [rom suburban
addresses. The consequences of this was that the raveller in
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a case for lssuing more taxicab U

more hire car licences,*¥ This exercise was repeated
. but the number ol taxicabs has remained constant 1o
r"l‘

#

i

were two other regulations introduced by
The first involves the testing and subsequent licensing
of taxicab drivers, While special age and character require-
munnﬁrmﬁ-ﬂithrﬂﬂwulrmw

(-] t driv best a4 knowledge a
ﬂuuuWHm without the assistance of street
directories were both abolished in the 1370s. Williams shows
that these driver quality changes were notl supported by the
union.*? The introduction of testing can be better
understood in view of the widening wage di tial between
taxi drivers and other workers, but specifically by the
lobbying dominance of taxl owners and the lack of power ol
the drivers.

:
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The second tory change introduced was the imple-
mentation of i peak and oll-peak fares. The
decision for peak-load pricing, lke all TRB taxi pricing
decisions, was made withoul recourse to public opinion. The
TRB justilied higher off-peak [ares to encourage more cabs
and drivers onto the road.*¥ Taxi cwners also added the
argument that the off-peak surcharge could be seen as
analogous to overtime payments to drivers.*? Williams shows
that the oll-peak periods generally have the most satis-
fscrwory level of satisfied demand, that this implies sufficient
cabs and drivers.®® The adequate supply of drivers does not
indicate they were in need ol additional compensation.,

Apart from changes to suburban operation, driver
M&lﬂ peak-load pricing, the TRB has carried forward

regulations and presumably the underlying philo-
sophy embodied In them. We are not aware of any attempt by
the TRE to reassess the critical price and entry restrictions
that constrain the Industry. We have argued strongly
eliswhere that the TRB should do this. %

VI, CONCLUSION

The purpase of this paper has been to place the regulation of
the taxicab industry into an historical perspective. Apart
Irom a concern for information differences between taxi
owners and taxi customers, sarly regulation was charsc-
terised by attemptis to limit competition between wvarious
types of taxi Later regulation appeared to be aimed
at conditions lor regulated operators in the
relative ort of o closed shop. Mone ol the regulations
introduced during either of these periods were well-justified

and the evidence we umuﬂhrnndﬂuﬁn
suggests that most were not in the public interest
Authors' Note:

We gratelully sckrnowledge the assistance received [rom
Peter Swan in revising this paper and sspecially for guiding us
away lrom random antiquaranism.
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L INTRODUCTION

In most western countries, universities (and colleges) are
funded and indirectly controlled by governments,'! In fact
these universities show many of the cdcharacteristics of
govemment bureaucracies, sharing the same rigid salary
scales, promotion structures and tenure provisions. During
the rapid expansion in university education in the post-war
era, & number of ineficiencies inherent in this situation were
abacured by the fervour [or education.

By the late 19705 the expansion had come to an end, and
the inllexibility of the bureaucratic university system was
anly too apparent. At the present time, governments are
impoting cuts in university f and investiga for in
the process af implementing) mmm.; ol -th“: of the
structure they were so quick to erect. The problem is that
the modification or contraction of & complicated bureau-
cratic structure cannot be undertaken lightly. It is only too
easy 10 Introduce what appears 1o be an econamy, to [lind that
the new measure has created & perverse incentive resulting in
greater waste. In short, it s important o understand the
incentive structure of universities belore modifications are
recommended; otherwise a large, inefficient systern may
become & somewhat smaller and sven more Inelficient
iﬁlll'l'l.

H. THE KEY: UNIVERSITY FUNDING PROCEDURES

The key to urlhrn.lndhw government university system,
and the [ncentives f(ac scademics, & the method of
government lunding. It is this method of funding and the
incentive system that it creates, which explaira many of the
inefficiencies and rigidities of the government univeraity
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systern.  This lnk between funding and Incentives was
appreciated by Adam 3Smithy who provided a very clear
statement of the problem in his celebrated book An Ingquiry
into the Nature ond Couses of the Wealth of Nationa ?
Smith's insights have been modified and extended in vari
ways by more recent writers,? but his fundamental thesls
rermalns:

In some universities the salary makes but a part, and
Irequently but a small part, of the emoluments of the
wacher, ol which the greater part arises from the
honoraries or fees of his pupils. The necessity of

incentive system they face. In the following pag
tried to provide a briel description of that incentive system

Aggregate university funding

Drouar the lod 1%30-F3 the universl expanded
uﬂg‘r.nﬁhmuimhm;ﬁhﬂ
simple demographic factors and an increase in

:
Efg
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massive government subsidies and low {or zero) fees for
students created an artificlally lsrge university system.? In
twm this enlar university sector produced an artificially
large derived for academics to teach the subsidised
students. MNaturally, academics realised the implications of
this subsidised expansion in terms of increased salaries,
accelerated promotions and other rewards, and actively
lobbied for further Increasss in the subaidy, Inevitably, the
rapid growth could not continue: even without less and the
lowering af entry standards, student numbers have stagnated,
or in some cases declined, With the current subsidised
rrnrm.. u:e best predictions forecast very little growth for
the |980s.

The composition of university funding

Given the total level of government e ture on
universities, there are serious problems in dec how the
money should be divided between universities, and within the
departments of a university. In Australia, the Tertiary
Education Commission (TEC) Is in charge of overall funding
of tertiary education. It gathers information from the
universitles on projected student enrolments, cowts and so on,
and divides the total expenditure between the universities and
colleges. Allowances are made for new Institutiors and
ressarch projects.

Given its total allocation and the guidelines laid down by
the TEC, the university divides between its various
aculties and departments. Again various estimates of costs,
student numbers etc, are used to justify the allocation.

Taken as a whole, the process is complex and nwieldy.
By its very nature, the market demand coming from the con-
sumer (the student) is muted; and the demand from various
pressure groups within academia and the government are
greatly exaggerated.

For example, in the |%0s and 1970s the opening or
expansion of universities and colleges replaced dam-building
a3 an enticement to marginal electorates. The conssquences
were equally disastrous in the tax-payer's money.
Certaln of these institutions never have been opened,
because even with the heavily subsidised sducation system
they attract relatively small numbers of studenta.

Another example concerns the allocation of funds within
universities. Funds are distributed o the [aculties and
departments via complicated formulss, supplemented by
funds for special projects and contingencies. Often these

193



Oecugational Regilation

formulas have blasss Introduced o reflect the academic
power structure of the university, so that teaching and
ressarch fund allocations are nol an accurate reflection of
teaching and research demands.

In effect the university system in Australla is a command
economy with some decentralisation. [t replaces the price
system and the Oexible incentive structures of the market
with bureaucratic rules and Iormulase. The result s a
cumbersome bureaucratic process with all the inevitable
irelficiencies that we have come to expect of command
SCONEm e,

WL MNCENTIVES
Acsdemic incentives: teaching

At the very bottom of the buresucratic pyramid is the
academic teacher, who, o far as stodents are concerned, is
the person who delivers the goods. Because the reward
system s only indirectly related to the lecturer's perfor-
mance |n the classroom, the incentive to teach well is greatly
reduced. Although in principle a department head can lobby
the sdministration for accelerated promotion as a reward for

claims. Removed from the student consumers and with
limited data, they are only too aware that it & in
interests of the depariment head o promote and expand

within the university, and in soclety in general. Thus the link
between student demands and teacher rewards @
Irdirect and inetficient, and it s hardly surprising that
students complain of poor teaching.”

Acsdemic incentives: research

specific grants from government or private organisations. Of
coune It is quite commaon lor research that has been under-

cu
performance will be penalised by a
Superior performance ls rewarded by
and greater choice In potential topics, as the providers of



Milrw: Problems of Governmani Universitias

timq'urltﬂhhmlnuﬂmhrhh:. The
ncentives {acing researchers in funded research are very

much ke those of any other private busines:.®

Researchers who produce solely [or academic journals
face more complex incentives. There b the pleasure of doing
something that the researcher thinks is worthwhile and the
journal article s merely & way of disseminating that
information. But there are other rewards. The publication of
an article in & refereed journal is a signal ol the competence
of the author in a particular body of knowledge. The more
prestigious the journal (that ls, the quality of the refereeing)
the more reliable s the signal ol competence and origin-
ality, Therefore the publication of articles is a way in which
administrators, who may not be [amillar with a particular
boedy of knowledge, can judge the Intellectual competence al
& teacher or ressarcher.

There is a danger ﬂ-tﬂthhﬂwimuﬁhmm
ment {or from private sources [or that matter) research can
become an end in iteslf. "::I;mﬂmd‘lﬂir
develop into elaborate inteilec games of marginal worth
2 society, Given poorly-directed funding, lteratures and
journals can grow up [illed with fierce debates and frantic
activity. Although the academics concerned may be quite
honest in their enthuslasm for their 'field’, it may be of little
interest to anyone else In society now, or ever,

Although extremes of this sort are fairly easily detected,
ont can never hope to eliminate debates over trivia or the
pursuit of deadends, because trivia and deadends are often
discovered only after considerable honest eilfort. Ewven the
best researchers fall (lat on their faces with embarrassing
frequency . Because of this [urziness and uncertalnty
surrounding the development of new ideas or physical
processes, il is not an easy task to construct an incentive
mumiiul minimises game playing and maximises creative
activity.

But one thing is certain, if governments give research
maney with minimal controla, they ahould not be surpr
when academics spend [t on things that they regard as

Academic freedom in ressarch funding can mean
the Ireedom o develop new and powerlul truths, but it can
fax-payers’ money on useless
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IV, RIGIDITIES [N THE SYSTEM

Tenure

tenure is & political issuve in Australia and In

have &n indexed salary system similar to government

§
;
3
g
§
£
:
]
3
g
;

private US universities and It o work fair
elficiently. Tenure is not an lssue in universities,
Firally, if tenure is abolished and the government wants
to prune the system It will have to be careful in lts choice of
lambs to be slaughtered. What are the Incentives of thoss
the decision? It is not at all clear that if the declsion
hhllhhmlﬁﬂmhlhmmﬂuﬁ
As a general rule those with the most to lose would fight
hardest, and those with the least to lose would fight least. It

departmen
university [aculty.
Inflexible salaries

A critical constralnt In the Australlan universities s the
inllexible salary scale. Because the whole structure is geared

193



Milne: Problems of Government Universities

basic wage decision, the system b largely inllation
wage indexing was not

ty occurs In & number of ways: the first & that

an within the Lecturer and Senlor Lecturer salary
ranged s sutomatic; so a Senior Lecturer, say, who gives up
hope of being promoted to Reader, achieves a Iree ride to the
top of the Senlor Lecturer range, no matter how hard or how
litthe he works.

Second, a Professor, no matter how distinguished, cannot
be paid more than a small Incrememt over the [east
competent Professor. Thus there B & tendency [or distin-
guished academics with international reputations to be bid
away by US universities. In certain disciplines, Ausiralia s
having increasing difficulty in holding top people, given the
“'-?1? disparity between Australian and LIS salaries.

rd, the salary scale s the same for all disciplines.
(Medicine has been treated as an exception In allowing a
disproportionate number of Prolessorial appointments, so
that, in effect, its salaries are higher.) The results of this are
disastrous for departments with outside salaries higher than
the prescribed scale. Examples of this are the accounting,
finance and econamics departments where good stall can
earn significantly greater salaries (in some cases double thelr
salaries) in either outside practice or in US or European
universities

But in other departments the reverse is true: the salary is
well above the market wage for that discipline, with the
result that any position which s advertised receives a flood
ol applications. Those who are able to obtain such a post
have every incentive to stay unto death. Furthermore 1o
obtain wuch positions, gradunte students will undertake
soclally wasteful further studies aa the requirements are
ralsed w0 ratlon these subsidised positiors. Good
here are some of the humanities subjects such as English

The result of such a salary scale s as perverse can
imagine: the most rmmmu:ﬁ:g
tax, and the least valued (as measured by
recelives the test subsidy. ' K

In the there s much greater wvariation In' salaries
betwesn and within disciplines than ln Australla. Thess
salaries are geared to market factors and reward academic
productivity, But in Australia, the rigid salary system
tenure provislons are
growth university system. It that
intellectual brain drain that was stemmed in the |9%60s
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sarly 19705 bas now reappeared: the most talemted are
begiming to leave, frustrated with the system; and young
Australian graduate students who tralned overseas are not
returning.

Departmental structure

Because of the command sconomy structure of universitles,
scademics hawve an incentive to promote sach other and
inflate their salaries. To prevent this, governments enforce
hierarchical structures limiting the number of Prolessors,
Readers, eic. In any department. The promotion pyramid
with |3 rigid pay scales ls tied to student numbers. The
problern with this system is that it prevents the formation of

& susixinable,
number of good young academics, inevitably some will leave
given the few places with high salaries. Because the salary
scales and hisrarchical structures are virtually identical in
every university In Australia, there is an inefficient levelling
and scattering of good academics around the country. (The
govemment apparently recognises the problem and has
responded by creating a few ‘Centres ol Excellence’.
Uinfortunaiely thess centres are lunded on a relatively shori-
term basis snd are gralted onto the old levelling system.
Whather they will have a lasting or significant Impact
remains to be seen,)
One further problem is that the higher an academic
progresses up the promotion ladder, the more time is spent in
ve tasks and sitting on committees. This is troe
ﬂ;ﬂlu Professors. Olten senlor academics are
to be proficient in administration, ressarch and
Surely it ia very inelficient to promote the most

mﬂqmmhﬂ- because of their
ability in turn them, against their
will; Into ﬂuﬂ. Amntﬁ:ﬂ.tmhh

promate academics, particularly at senlor |evels, o more

alized tasks. 5o as these senlor ts are
;ﬂ rigorous, pu'lﬂﬂcw reviews, H'-Tp*ummmum can
concentrate on mastering ome or a few duties, rather than
becoming & mediocre jack-of-all-trades.

V. A POSSIBLE SOLUTION

In previous sections | argued that the ourrent problems in
universities were the result of the method of government
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funding and the incentives it generated. Therefore, if the
system B to work more elficiently and responsively, the
funding system will have to change.

| argue that a much more market orientated system will
be superior to the arthritic structure we have ai the
morment. The argument ks & natural extension of the views
expressed by Adam Smith. [ the buyers and ssllers of
services (academic or otherwise) confront one another
directly, then they are going to be more satisflied than I a
huge bureaucracy is interposed between them. [ students
pay the full cost of their tultion, they are going to demand
value for money; so that I the teacher performs badly,
stidents have an effective weapon in refusing to buy his
services. Good teachers, on the ather hand, will receive
rewards which increase with their performance. Therelore [f
a lecturer 8 & member of a department which does not
reward him commensurately with the revenue he generates,
then it won't take long belore he will be attrac bida from
other departments elsewhere. The very fact of threat-
ening to leave will tend to bring his department into line,
atherwise they will lose him and the revenus he alen.

The power of the student purse s a potent force alss for
directing teaching resources into the most valued subjects,
and away from subjects for which there is declining interest.
It there is an wnanticipated surge in demand for a particular
subject, there will be a jump in the salaries of those who
teach [t. At once this provides an Incentive for potential
teachers in related subjects, or elsswhere, to enter that
market, Conversely, a fall in Interest in a subject will lead to
& decline in i3 teachsars’ salaries and an exodus af teachers.

It Is important 1o understand that markets are really very
subtle mechanisms that reward ty, innovation and an
ability o plan shead. For #, conslder how a private
system would have reacted to the post-war baby boom.
Because administrators in private universities realise that the
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competition from other Imstitutions will the

a fall in net revenve, Therelore il the
itrators financial rewardi and his reputation are tied to
financial health ol his Institution, ke has a direct incentive to
be an Imovative and efficient manager.'?

Although in this section | have concentrated upon privae
teaching institutions, similar comments apply to research
organisations. | am not implying that research will neces-
sarlly ke place In & separate of tion [rom a teaching
institution. The beauty of the system ls that teaching
and research will be combined or not, depending upon the
financial rewards and those are related directly o the
elficiency of the organisation.

Before closing saction let me make one last poimt. |
have here reflerred to rewards in (apparently) financial
terms. [l this appears to be a rather restrictive and material-
istic reward system, | should point out that ecoanomists have a
disconcerting habit of using the concept of wealth in a broad
sense, which covers not only direct financial wealth, but also
nonfirancial advan and rewards. Given this inter-
pretation, then there is no reason why academics In a private
unlversity would not be rewarded through a [exible system of
salary, leisure and other benefits, depending upon their taste.
Indeed, academics who find great pleasure in the noble
pursuit of knowledge should be allowed to work for nothing!

i

VL A MODIFIED PRIVATE SYSTEM

In the previous section | have given a briel outline of the
incentives in a private university system. | am well aware
that the discussion Is Incomplete, because any destalled
analysis would soon exceed the modest limits of this paper.
Neverthelem, let me consider two possible problems with a
wholly private unlversity system.

The first problem concerns the appropriability of rents
from research ideas. Some types of research produce basic
jdeas that are used extensively, and ultimately implicitly, ina
subjest. It would be absurd, lor example, for the Albert
Elmstein Iamily trust to charge ten cents every time someone
used Einstelns theory of relativity; the costs of collection
would outweigh the revenue. S5Some economists have
that an efficient way of obtalning such ideas is to ise
basic research activity, This argument has been
quite cogently by Arrow.'* But as he admits, there
significant problems in devising the right incentives
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produce research.'® This is a non-trivial problem, for which
thers is no solutlon,
" The nuﬂmﬂﬂh p:-lihhnwhn tailure
stidents having ty borrow against future
Increased Ineome, mmﬂmhﬂ:h:h”ﬁﬂthﬁhtﬂm
ol adverse selection and moral hazard, That ls, lenders are
alieged to have difficulty in screening potentially good from
bad students; and they have difficulty in ent the loan
repayment. [Investigations of these general are
current in the economics literatures, and it s not clear how
signilicant they are in the student loan market.
Mevertheless, even il we grant the importance of these
dilficulties, they do not necessarily invalidate a basically
private  system supplemented by carefully designed
subaidies.'" Too often, critics of the private system use
apparent market fallures as an excuse to Introduce a non-
market system which, in toto, may be lar more |nefficient
than the {lawed private system it replaces,

¥il. WHAT CAN BE DONET

| think that it is clear that any attempt to introduce a private
university systern (that b, withdrawal of L]
regulation) would arouse a storm of protest. E:mtﬂ
interests who benefit from the current system would t
any such propasal. In particular, students who are heavily
subsidised under the present regime would i any with-
drawal of that subsidy. The majority of academics would alsa
be against such & move, although some would benefit from
the removal of government (ntervention.

Others who would oppose the move weuld be those who
have the uneasy feeling that a private system ls untried - a
theoretical, not a practical altermative. This fear can be
partly allayed, because & form of private system operates In
the United States. Because of various governmeni measures



%
|
E
!

ments receive the scholarships directly, it will strengthen
autonomy of academic departments vis-a-vis the central
adminitration and other departments desiring to be

of money which did not have to be spent an education
substantial sum amoun to several thousands of dollary)

to spend the money on [tems other than university
education. Indeed | suspect it would be embarrassing to the
universities w0 see how little many students valued the
education produced under the current syatem.

Given these simple examplies; it should be obvious that
the performance of the academic system will be allected
significantly by the method of subsidy.

In this paper | have been the problems of

’ uummﬂtln But wni ties T:.:hn“ muach
different from government organisations as state-
run railways or Telecom) and the ar ts about creating
markst-orientated incentives apply with equal force to them
as well. I scademica feel embattied, they might take some
comfart from the that the inelficiencies o academia
are in a long and tradition of government
enterprises.

The important issue is that the formance of univer=
sities is wvery much related to their ve structure. If
this structure is arthritic, then massaging It with increasing
expenditure will be a very inefficient way of increasing
per lor mance., -
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Equally, without careful reformm of the incentive
siructure, expenditure culs can be counter-productive; by
reducing government grants, the universities ocould well
respond by greatly reducing their output of intellectual
services, hﬂﬂhﬂdm&emmﬂra:wlmﬂr
drive out the most talented academics leaving mediocre
or worse. [t would be ironic if government cost-cutting,
motivated by a desire for greater economic efficiency,
created an even more ineflicient and costly university system
where, on balance, the direct cost were
by a fall in the intellectual benefits. tunately, there is
a strong possibility that the Australian government will react
in a way that will bring about this result. Already there is
evidence ! that cuts in British university expenditure have
had repercussions rather along the lines predicted in this
paper. It would be lolly to repeat these errors in Australia.
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ot o

Y.

i3,

8

Expansion, ANU Press, 1980,

An extreme situation cccurred in France in 1968, where
student frustration, arising Ifrom overcrowded lecture
theatres, and arrogant and indifferent teachers led to
student riots.

In the USA, private ressarch or tions are common.
Some are associated with uni ties and some are not.
The whole wopic of ressarch funding by private or

beyond the confines of this paper.
In 1982 in Australia the Senate Standing Committee on
Education and the Arts investigated academic venure.

Until 1981, PFederal public servants had & simllar
system. It Is & myth that academic lile tenure is
uriigue.
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Milng: Problems of Sovernment Unifveraitias

This argument I3 a comblnation of two [deas famillar to
economists. The first Is that acquired skills are a form
af human capital which requires costly Investment. The
second s that durable skills are an amet, and assel
prices adjust to equal the present value of thelr net
returns.

Because of space limitations, | have been vague about
the possible organisational structure of private
universities. [ think it s reasonable expact that
there would be a variety ol organisational forms
depending upon market conditions. This is consistent
with the varisty of private universities and colleges in
the USA. Similar observations can be made about
research organisations which range from loundations
and co-operatives to private corporations. Thus, various
types of organisations simply reflect the different
incentives across the spectrum of academic markets.
Nevertheless, inefficient organisational forms tend 1o
be competed away by more elficlent, lower cost
of gan lsations,

K. Arrow, 'Economic Wellare and the Allocation of
Resources for Invention, 'he Rate and Direction of
Inventive Activity: Economie Seclal Factors, Princetan
University Press, | 962

J. Hirshlelfer and 1. Riley, The Analytics of
Uncertainty and Information - an Expasitory Survey',
-Fw. I,';; Economic Literature, December, vol XVII,
1= W -

For a discussion of these schemes see Blandy, Hayles
and Woodfield.

Discussions of this problem are contained in A. Alchian,
The Economic and Social Impact of Free Tuition', New
individuailst Review, 3, no. 1, Winter 1968, pp. 42-92;
and H.G. Brennan, Fee Abolitlon: an Appraisal’, Tne
lmﬂ an University, vol %, no. 2, July 1971, pp. 81-

See Blandy, Hayles and Wood{ield,

See the recent article, 'Curting Britain's Universities
Down to Size', in e Economist, 2 October 1982,
pp- 99-104,
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