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Preface 

R e s t r i c t i o n s on e n t r y in to a p ro fess ion or occupa t i on r a i s e the 

i n c o m e s of p r a c t i t i o n e r s by l i m i t i n g the i r supply a n d , i f the 

r e s t r i c t i o n s i n v o l v e a n i n c r e a s e i n the r e a l or p e r c e i v e d 

q u a l i t y o f the s e r v i c e s o f f e r e d , by i n c r e a s i n g demand a s 

w e l l . T h o s e pu rsu ing t he o c c u p a t i o n a t the t i m e e n t r y i s 

r e s t r i c t e d c l e a r l y b e n e f i t - e s p e c i a l l y s ince e x i s t i n g p r a c t i -

t i one rs a r e i n v a r i a b l y e x e m p t e d f r o m h a v i n g to a c q u i r e t he 

h igh q u a l i f i c a t i o n s u s u a l l y r e q u i r e d o f new e n t r a n t s . T h e c a s e 

o f the l a t t e r i s d i f f e r e n t . E n t r y in to the occupa t i on has 

b e c o m e a v a l u a b l e r i g h t , and n o r m a l l y , one way or a n o t h e r , 

new e n t r a n t s h a v e to pay for i t . T h e va r i ous w a y s of 

r a t i o n i n g e n t r y , and the i r c o n s e q u e n c e s , i s a theme of s e v e r a l 

p a p e r s in th i s c o l l e c t i o n . 

Where o c c u p a t i o n a l l i c e n c e s a r e t r a n s f e r a b l e , and e l i g i b i -

l i t y r e q u i r e m e n t s m i n i m a l , the me thod of e n t r y is s i m p l e : one 

buys one's w a y i n . T a x i c a b s a r e a c a s e in point , w h i c h w a s 

a n a l y s e d i n P e t e r S w a n ' s O n Buying a Job, the f i r s t P o l i c y 

Monograph o f the C e n t r e for Independent S tud ies . T h e p r i c e 

of a t a x i l i c e n c e r e f l e c t s the e x p e c t e d r e n t s f rom o p e r a t i n g a 

c a b . H e n c e the o r i g i n a l b e n e f i c i a r i e s f r o m c losure of the 

i ndus t r y a r e a b l e to r e t a i n t he i r b e n e f i t when they l e a v e t he 

i n d u s t r y , w h i l e n e w e n t r a n t s ga in on ly a n o r m a l r e t u r n on 

the i r i n v e s t m e n t . I n some c i t i e s , the t a x i i ndus t r y has 

s e c u r e d a r r a n g e m e n t s w h e r e b y e x i s t i n g owners not on ly 

r e c e i v e the b e n e f i t s o f t h e i r l i c e n c e s , but a l so of the new 

l i c e n c e s t h a t , w i t h popu la t i on g r o w t h and i n c r e a s i n g d e m a n d , 

a r e issued f r o m t i m e to t i m e . T h i s is done by a l l o c a t i n g new 

l i c e n c e s to non -owne r d r i v e r s w i t h long s e r v i c e . T h e p rospec t 

of ga in i ng a p i e c e o f p a p e r w o r t h , p e r h a p s , $30 ,000 i n d u c e s 

d r i v e r s to w o r k for l o w e r w a g e s and on a more p e r m a n e n t 

b a s i s t han t hey o t h e r w i s e wou ld , to the bene f i t o f t h e i r 

e m p l o y e r s . 

I f e n t r y Is r e s t r i c t e d to those a c h i e v i n g high q u a l i f i c a -

t i ons and s e r v i n g some p e r i o d of a p p r e n t i c e s h i p - « i s 

c o m m o n in the p r o f e s s i o n s - the new e n t r a n t buys h i s job by 

s u b m i t t i n g to a long t r a i n i n g per iod in w h i c h ea rn i ngs a r e 

z e r o or l ow . E d u c a t i o n a l ifKtitutions bene f i t f r o m the 

i n c r e a s e d d e m a n d fo r t he i r s e r v i c e s , a s m a y m e m b e r s o f t he 

p r o f e s s i o n f r o m the c h e a p labour of a p p r e n t i c e s . 3ohn L o g a n 

v i i 



and Ch r i s t ophe r F i n d l a y , Ln t h e i r c h a p t e r s dea l i ng w i t h 

doc tors and a i r l i n e p i l o t s r e s p e c t i v e l y , p resen t e v i d e n c e 

suggest ing that the high e a r n i n g s r e c e i v e d by m e m b e r s o f 

t h e s e p ro fess ions a r e pa id fo r in f u l l i n t he f o r m of h igh 

t ra in ing c o s t s . In the c a s e of p i l o t s , F i n d l a y a r g u e s t h a t the 

gene ra l a v i a t i o n sec to r o f the i n d u s t r y b e n e f i t s f r o m the 

cons ide rab le hours of e x p e r i e n c e r e q u i r e d to q u a l i f y a s an 

a i r l i n e p i l o t : p i l o t s a r e w i l l i n g to w o r k fo r l ess in g e n e r a l 

a v i a t i o n when t hey hope t h e i r w o r k w i l l q u a l i f y t h e m for a 

l u c r a t i v e job a s an a i r l i n e p i l o t . 

Whi le it m a y s e e m p r e f e r a b l e to a l l o c a t e p r o f e s s i o n a l 

p l aces to those w i t h the m o t i v a t i o n and a b i l i t y to c o m p l e t e 

an arduous cou rse of t r a i n i r ^ , r a t h e r t han by s e l l i n g the 

p laces or by d r a w i n g lo ts fo r t h e m , t he ques t i on a r i s e s a s to 

whe the r the r e s u l t i n g h igh q u a l i t y o f s e r v i c e is w o r t h i t s c o s t , 

i .e . whe the r or not our p i l o t s and d o c t o r s , a s w e l l a s o the r 

p r o f e s s i o n a l s , a r e o v e r t r a i n e d . C e r t a i n l y c r i t i c s o f the 

m e d i c a l p ro fess ion o f t e n p>oint to t he c o n s i d e r a b l e t i m e 

doc to rs spend on r e l a t i v e l y m u n d a n e t a s k s for w h i c h t he i r 

h igh q u a l i f i c a t i o n s a r e not r e q u i r e d . 

The papers c o m p r i s i n g th is v o l u m e w e r e o r i g i n a l l y 

d e l i v e r e d a t a C I S c o n f e r e n c e on o c c u p a t i o n a l r e g u l a t i o n he l d 

a t the U n i v e r s i t y of N e w S o u t h W a l e s i n M a r c h 1 9 8 2 . T h e 

t a s k s of o rgan is ing the c o n f e r e n c e , g e t t i n g the p a p e r s 

r e f e r e e d and r e v i s e d , and e d i t i n g the v o l u m e h a v e been 

p e r f o r m e d a d m i r a b l y by R o b e r t A l b o n a n d G r e g L i n d s a y . T h e 

C I S is p a r t i c u l a r l y g r a t e f u l to D r A l b o n fo r b r i ng ing t o g e t h e r 

a f o rm idab le group of a u t h o r s w i t h w i d e e x p e r t i s e , a n d , of 

c o u r s e , to the au tho rs t h e m s e l v e s fo r t he i r s t i m u l a t i n g 

con t r i bu t i ons . 

Ross Parish 
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R o b e r t P . A l b o n l e c t u r e s i n e c o r i o m i c s at the A u s t r a l i a n 

Na t i ona l U n i v e r s i t y . O r i g i n a l l y f r o m M e l b o u r n e , he s tud ied 

a t L a T r o b e U n i v e r s i t y and Monash U n i v e r s i t y . P r i o r to 

jo in ing the A N U in 1976 , he w o r k e d w i t h the I n d u s t r i e s 

A s s i s t a n c e C o m m i s s i o n in C a n b e r r a . H i s r e s e a r c h i n t e r e s t s 

a r e l a rge l y i n the a r e a o f a p p l i e d m i c r o e c o n o m i c s and he has 

publ ished a number of s c h o l a r l y a r t i c l e s on a p p l i e d m o n e t a r y 

e c o n o m i c s , m i l k m a r k e t i n g and the r e n t a l hous ing m a r k e t . 

T h e y h a v e a p p e a r e d in s u c h j o u r n a l s a s t he E c o n o m i c R e c o r d , 

A u s t r a l i a n Journal of Management, Journal of .Money, C r e d i t 

and B a n k i n g and the C a n a d i a n Journal of Agricidtural 

Economics. In add i t ion he h a s a s t r o n g i n t e r e s t i n pub l i c 

issues and has w r i t t e n fo r the popu la r p r e s s . 

G r e g L i n d s a y is E x e c u t i v e D i r e c t o r of the C e n t r e fo r 

Independent S t u d i e s w h i c h he founded in 1976. H e is a 

g radua te of M a c q u a r i e U n i v e r s i t y and S y d n e y T e a c h e r s ' 

C o l l e g e , h a v i n g s tud ied ph i losophy and m a t h e m a t i c s . 



INTRODUCTION 

Robert Albon 
and Greg Lindsay 

A s M i l t o n F r i e d m a n o b s e r v e s in C a p i t a l i s m and F r e e d o m , 

t ype s of o c c u p a t i o n a l r e g u l a t i o n f o r m a h i e r a r c h y i n t e r m s of 

d e g r e e o f r e s t r i c t i o n s : f r o m l e a s t to mos t , they a r e 

r e g i s t r a t i o n , c e r t i f i c a t i o n , and l i c e n s i n g . T h e s e t ypes o f 

r e g u l a t i o n a r e t he p r i n c i p a l s u b j e c t m a t t e r o f t he f i r s t e i gh t 

p a p e r s in th is v o l u m e . H o w e v e r we h a v e t a k e n a r a t h e r w ide r 

v i e w of o c c u p a t i o n a l r e g u l a t i o n , and t h i s e n c o m p a s s e s the 

f i n a l two p a p e r s , d e a l i n g w i t h a c a d e m i c s (by F r a n k M i l n e ) and 

t a x i o p e r a t o r s (by D a v i d W i l l i a m s and M i c h a e l A i t k e n ) . 

T h e c o n t e n t s and o r g a n i s a t i o n of this vo lume m a k e a 

l eng thy i n t r o d u c t i o n u n n e c e s s a r y . T h e f i r s t p a p e r , by J o h n 

N i e u w e n h u y s e n and M a r i n a * i l l l a m s - W y n n , is i t s e l f a good 

i n t r o d u c t i o n to t he t o p i c , a s i t r e v i e w s m a n y of the g e n e r a l 

i s s u e s i n v o l v e d i n r e g u l a t i o n of the p r o f e s s i o n s . O t h e r pape rs 

d i s c u s s t he a d v a n t a g e s and d i s a d v a n t a g e s of o c c u p a t i o n a l 

r e g u l a t i o n . T h i s is p a r t i c u l a r l y t r ue of 3ohn L o g a n ' s s tudy o f 

the m e d i c a l p r o f e s s i o n , D o n Ande rson ' s e x a m i n a t i o n of the 

a c c o u n t i n g p r o f e s s i o n , R a y B a l l ' s r e v i e w o f r e g u l a t i o n o f 

s t o c k b r o k e r s , R o b e r t O f f i c e r ' s paper on r e a l e s t a t e a g e n t s , 

and P e t e r S w a n ' s r e v i e w of the i ssues su r round ing the 

r e g u l a t i o n o f i n s u r a n c e b r o k e r s . A l l o f t hese au tho rs c o n s i d e r 

the a r g u m e n t s pu t f o r w a r d to suppor t r e g u l a t i o n ( f o r 

e x a m p l e , t he a s y m m e t r i c i n f o r m a t i o n a l l e g a t i o n ) and the 

b a s i c c a s e a g a i n s t r e g u l a t i o n ( t h a t i s , monopo l i sa t ion ) . 

G a r y S t u r g e s s ' s c o n t r i b u t i o n w i l l be of I n t e r e s t to 

m a n y r e a d e r s a s i t d e a l s w i t h the regu la t i on o f am e x t r e m e l y 

i m p o r t a n t p r o f e s s i o n - t he p r a c t i c e o f l a w . In r e v i e w i n g and 

d i s c u s s i n g the a c t u a l r e g u l a t i o n s of Aus t ra l i c in l a w y e r s and 

a s s e s s i n g t he v a r i o u s a r g u m e n t s fo r g o v e m m e n t c o n t r o l s , 

S t u r g e s s r anges a l i t t l e more w ide l y than some o f the o ther 

c o n t r i b u t o r s . 

C h r i s t o p h e r F i n d l a y ' s paper is a l so of s p e c i a l i n t e r e s t 

a s i t e x a m i n e s a c a s e o f o c c u p a t i o n a l r egu la t i on i n t he 

c o n t e x t of a h igh ly r e g u l a t e d i ndus t r y . F i n d l a y a r g u e s tha t 

g o v e m m e n t i n t e r v e n t i o n i n t he a i r l i n e i ndus t r y has g i v e n r i s e 



O c c u p a t i o n a J H e g u l a t i o n 

to ren ts to a i r l i n e p i l o t s w h i c h i n tu rn has e v o k e d r e n t -

seek ing behav iou r by p i l o t s in g e n e r a l a v i a t i o n . F i n d l a y ' s 

paper c o n t a i n s d e s c r i p t i o n s o f the v a r i o u s r e g u l a t i o n s , 

a n a l y s i s o f the i r e f f e c t s , e s t i m a t e s o f the r e n t s and a 

d i scuss ion o f the po l i cy o p t i o n s . 

T h e c o n t r i b u t o r s to th i s v o l u m e a r e not too k i n d l y 

d isposed towards o c c u p a t i o n a l r e g u l a t i o n and tend to a rgue 

for s i gn i f i can t d e r e g u l a t i o n in the o c c u p a t i o n s t hey 

c o n s i d e r . In e a c h c a s e t he a u t h o r s h a v e p e r f o r m e d an 

i n f o r m a l c o s t - b e n e f i t a n a l y s i s of t he r e g u l a t i o n and h a v e 

conc luded , s u b j e c t to some c a v e a t s , t h a t t he c o s t s e x c e e d the 

b e n e f i t s . 

I t m a y be u s e f u l a t th i s s t a g e to set o u t , in g e n e r a l 

t e r m s , the b e n e f i t s and c o s t s o f o c c u p a t i o n a l r e g u l a t i o n . T o 

th i s end we first e x a m i n e the p o s s i b l e g a i n e r s f r o m th i s t ype 

o f g o v e r n m e n t i n t e r v e n t i o n . 

O n e group of b e n e f i c i a r i e s is t hose who a r e l i c e n s e d . 

T h e l i cens ing p r o c e d u r e r e s u l t s i n s t a t e - i m p o s e d b a r r i e r s to 

e n t r y w h i c h a l l o w s o p e r a t o r s to a t t a i n i n c o m e s a b o v e w h a t 

wou ld be a v a i l a b l e in t he i r absetKre. H o w e v e r , it is u s u a l l y 

prudent to m a k e a d i s t i n c t i o n b e t w e e n e x i s t i n g and new 

agen ts . When r e g u l a t i o n is i n t r o d u c e d , e x i s t i n g o p e r a t o r s 

usua l l y r e c e i v e a l i c e n c e a u t o m a t i c a l l y , w h i l e r>ew e n t r a n t s 

a r e obl iged to u n d e r t a k e t r a i n i n g a n d / o r s a t i s f y o t h e r 

r e q u i r e m e n t s be fo re a d m i s s i o n . M a n y e x i s t i n g agen t s would 

not s a t i s f y these r e q u i r e m e n t s . Wh i le t hese t r a d i t i o n a l 

ope ra to r s d e f i n i t e l y g a i n , t h e r e is some e v i d e n c e tha t the 

e n t r y r e q u i r e m e n t s w o u l d b e s u c h a s to n e g a t e a l l the 

p o t e n t i a l r e n t s to n e w c o m e r s , who i n c u r c o s t s o f e n t r y e q u a l 

to the p resen t value o f t he r e n t s . T h i s i ssue is d i s c u s s e d a t 

length in J o h n L o g a n ' s p a p e r on l i c e n s i n g of m e d i c a l 

p r a c t i t i o n e r s . 

A n o t h e r set of poss ib le g a i n e r s a r e t he b u r e a u c r a t s 

who regu la te t he o c c u p a t i o n . T h e issues h e r e a r e v e r y 

c o m p l e x and a r e a l l uded to a t a number of po in ts in th is 

v o l u m e . 

P u r c h a s e r s of the c o m m o d i t i e s supp l ied by pe rsons in 

regu la ted o c c u p a t i o n s m a y g a i n f r o m the i n f o r m a t i o n 

conveyed by the l i c e n s i n g p r o c e d u r e s . T h i s is t he a s y m m e t r i c 

i n f o r m a t i o n a r g u m e n t . B e c a u s e i n f o r m a t i o n a b o u t t h e 

a c t i v i t i e s of c e r t a i n si4>pliers o f s e r v i c e s is c o s t l y to a t t a i n , 

c o n s u m e r s m a y be a d v a n t a g e d by the k n o w l e d g e t h a t , fo r 

e x a m p l e , m e d i c a l p r a c t i t i o n e r s mus t h a v e s u c c e s s f u l l y 

c o m p l e t e d a p r e s c r i b e d c o u r s e o f s tudy i n v a r i o u s a s p e c t s o f 

hea l t h c a r e . 
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I n f o r m a t i o n a l a s y m m e t r y is the most c r e d i b l e 

a r g u m e n t fo r o c c u p a t i o n a l l i c e n s u r e . Where t r a d e r s a r e 

thought to h a v e a s i p e r i o r know ledge of s e r v i c e q u a l i t y than 

the i r c u s t o m e r s , t he s t a t e , by l i cens ing only c o m p e t e n t 

s u p p l i e r s , s o l v e s the p r o b l e m for c o n s u m e r s who s a v e on 

s e a r c h c o s t s w h e n choos ing a supp l i e r . 

H o w e v e r , the p r o t e c t i o n a f f o r d e d the c o n s u m e r by 

l i c e n s i n g is on ly p a r t i a l . T h e s e t t i n g of m i n i m i u m e n t r y 

r e q u i r e m e n t s does not e n s u r e tha t m i n i m u m s t a n d a r d s of 

p r a c t i c e a r e m a i n t a i n e d . L i c e n s i n g does noth ing to i n f o r m 

c o n s u m e r s a b o u t d i f f e r e n c e s in p r a c t i t i o n e r s ' l e v e l s o f 

c o m p e t e n c e , o v e r and a b o v e the possess ion of m i n i m u m 

q u a l i f i c a t i o n s . I n f a c t , p r o f e s s i o n a l e t h i c s and r e g u l a t i o n s 

( s u c h a s b a n s on a d v e r t i s i n g ) o f t e n s e e m des igned to supp ress 

i n f o r m a t i o n o f th is s o r t . 

F u r t h e r , i t i s not c l e a r t ha t l i c e n s i n g does a n y t h i n g 

t h a t c a n n o t be a c h i e v e d by c e r t i f i c a t i o n . A s Swan po in t s out 

i n h is a n a l y s i s o f the i n s u r a n c e b roke rs i s sue , c e r t i f i c a t i o n 

( p e r h a p s p r i v a t e ) is s u f f i c i e n t in c o n v e y i n g i n f o r m a t i o n to 

c o n s u m e r s . S w a n a l so no tes tha t ' i n a f r e e m a r k e t w i t h o u t 

l i c e n s i n g , c o n s u m e r s a r e l i k e l y to h a v e many a v e n u e s fo r 

d i s t i n g u i s h i n g the q u a l i t y c h a r a c t e r i s t i c s of doc tors or . . . 

i n s u r a n c e b r o k e r s ' . 

A n o t h e r p o s s i b l e a r g u m e n t for l i censure has been 

m e n t i o n e d by F r i e d m a n . T h i s is t he poss ib le existerKe o f 

e x t e r n a l i t i e s (or w h a t F r i e d m a n c a l l s 'neighbourhood e f f e c t s ' ) 

t ha t m a y f l o w f r o m i n c o m p e t e n c e . T o quote f rom Capitalism 

and Freedom: 

T h e m a i n a r g u m e n t t ha t is r e l e v a n t to a l i b e r a l Is the 

e x i s t e n c e o f ne ighborhood e f f e c t s . T h e s imp les t and 

mos t obv ious e x a m p l e is the ' i n c o m p e t e n t ' p h y s i c i a n 

who p r o d u c e s an e p i d e m i c . I nso fa r a s he h a r m s on ly 

h is p a t i e n t , t ha t is s i m p l y a ques t ion o f v o l u n t a r y 

c o n t r a c t and e x c h a n g e b e t w e e n the pa t i en t and h i s 

p h y s i c i a n . O n th i s s c o r e , there is r » ground fo r 

i n t e r v e n t i o n . H o w e v e r , i t c a n be a rgued that I f t he 

p h y s i c i a n t r e a t s h i s p a t i e n t bad l y , he may un leash an 

e p i d e m i c t ha t w i l l c a u s e h a r m to t h i r d p a r t i e s who 

a r e not i n v o l v e d in the i m m e d i a t e t r a n s a c t i o n . I n 

such a c a s e , i t i s c o n c e i v a b l e t ha t eve rybody . . . 

wou ld be w i l l i n g to subm i t to the r e s t r i c t i o n of the 

p r a c t i c e of medicir>e to ' c o m p e t e n t ' peop le . . . 

W h i l e i t m a y be v a l i d i n s o m e c i r c u m s t a n c e s , this a r g u m e n t 

on ly s e e m s to be o f v e r y l i m i t e d a p p l i c a t i o n in that m i s t a k e s 
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by supp l ie rs of s e r v i c e s w i l l not u s u a l l y h a v e e f f e c t s beyond 

the I m m e d i a t e c u s t o m e r . 

A g a i n s t these poss ib le a d v a n t a g e s , i t l ias to be no ted 

tha t l i cens ing has the a d v e r s e c o n s e q u e n c e o f g i v i ng s u p p l i e r s 

monopoly power not a v a i l a b l e under e i t h e r r e g i s t r a t i o n or 

c e r t i f i c a t i o n . A g a i n to quo te F r i e d m a n : 

The most obv ious s o c i a l c o s t Is t h a t a n y one o f t hese 

m e a s u r e s , w h e t h e r i t be r e g i s t r a t i o n , c e r t i f i c a t i o n , or 

l i c e n s u r e , a l m o s t I n e v i t a b l y b e c o m e s a too l i n the 

hands of a s p e c i a l p r o d u c e r g roup to o b t a i n a 

monopoly pos i t ion a t the e x p e n s e of the r e s t of the 

pub l i c . T h e r e Is no w a y to a v o i d t h i s r e s u l t . O n e c a n 

dev ise one or c inother s e t o f p r o c e d u r a l c o n t r o l s 

des igned to a v e r t th i s o u t c o m e , but none Is l i k e l y to 

o v e r c o m e the p r o b l e m t h a t a r i s e s out of t he g r e a t e r 

c o n c e n t r a t i o n o f p r o d u c e r t han o f c o n s u m e r 

i n t e r e s t . T h e peop le who a r e mos t c o n c e r n e d w i t h 

any s u c h a r r a n g e m e n t , who w i l l p r e s s mos t for i t s 

e n f o r c e m e n t and be mos t c o n c e r n e d w i t h i t s a d m i n i -

s t r a t i o n , w i l l be t he peop le In t he p a r t i c u l a r 

occupa t i on or t r ade i n v o l v e d . T h e y w i l l i n e v i t a b l y 

press for the e x t e n s i o n o f r e g i s t r a t i o n to 

c e r t i f i c a t i o n and of c e r t i f i c a t i o n to l i c e n s u r e . O n c e 

l i censure is a t t a i n e d , the peop le who m igh t deve lop 

an i n t e res t In u r v l e r m i n i n g the r e g u l a t i o n s a r e k e p t 

Irom e x e r t i n g the i r i n f l u e n c e . T h e y don't g e t a 

l i c e n s e , must t h e r e f o r e go in to o the r o c c u p a t i o n s , 

and w i l l lose i n t e r e s t . T h e r e s u l t Is i n v a r i a b l y c o n t r o l 

over e n t r y by m e m b e r s of t he o c c u p a t i o n i t s e l f and 

hence the e s t a b l i s h m e n t of a monopo ly p o s i t i o n . 

P e r h a p s the bes t e v i d e n c e in f a v o u r o f the v i e w t h a t 

o c c u p a t i o n a l r egu la t i on is fo r t he b e n e f i t o f t he r e g u l a t e d 

c o m e s f r o m an e x a m i n a t i o n o f the d e m a n d for r e g u l a t i o n . 

T h e demand does not c o m e f r o m u s e r s o f s e r v i c e s a s m igh t b e 

e x p e c t e d i f , a s some s u g g e s t , i t t r u l y Is in the i n t e r e s t s of 

c u s t o m e r s . R a t h e r the p r e s s u r e e m a n a t e s f r o m the g roups 

who are r e g u l a t e d . T h i s i s a t h e m e runn ing th rough many of 

the pape rs i n th is v o l u m e . I t is p e r h a p s bes t e x e m p l i f i e d i n 

O f f i c e r ' s paper on r e a l e s t a t e a g e n t s . 

T h e p r i v a t e i n t e r e s t t h e o r y h a s a long t r a d i t i o n 

s t r e t c h i n g back a t l e a s t a s f a r b a c k a s A d a m S m i t h . T h e 

fo l l ow ing o f t - q u o t e d p a s s a g e f r o m T h e Wealth of Nations 

con ta ins a n impo r tan t w a r n i n g . 



A l b o n & L i n d s a y : I n t r o d u c t i o n 

P e o p l e o f the s a m e t r a d e se ldom m e e t toge the r , e v e n 

for m e r r i m e n t a n d d i v e r s i o n , but the c o n v e r s a t i o n 

ends in a c o n s p i r a c y aga ins t the pub l i c ; or in some 

c o n t r i v a n c e to r a i s e p r i c e s . I t i s imposs ib le indeed to 

p)revent s u c h m e e t i n g s , by any l aw w h i c h e i t he r cou ld 

be e x e c u t e d , or w o u l d be cons i s t en t w i t h l i b e r t y or 

j u s t i c e . B u t though the l aw c a n n o t h inder peop le of 

the s a m e t rade f r o m s o m e t i m e s assemb l i ng t oge the r , 

it ought to do no th i ng to f a c i l i t a t e such a s s e m b l i e s , 

m u c h l e s s to r e n d e r t h e m n e c e s s a r y . 

T h e f u n d a m e n t a l m e s s a g e is t ha t ' consp i racy aga ins t the 

pub l i c ' shou ld not r e c e i v e o f f i c i a l b a c k i n g in the fo rm of the 

c o e r c i v e p o w e r of the s t a t e . U n d e r mos t c i r c u m s t a n c e s 

p r i v a t e a g r e e m e n t s w i t h o u t g o v e r n m e n t support w i l l e i t h e r 

b r e a k down or s e r v e a u s e f u l purpose ( fo r e x a m p l e , p r i v a t e 

c e r t i f i c a t i o n ) . T h e d e m a n d for regu la t i on f r o m s e l f -

i n t e r e s t e d g roups shou ld not f ind a s y m p a t h e t i c ea r in 

g o v e m m e n t . 
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COMPETITION FOR 

THE PROFESSIONS 

John Nieuwenhuysen and Marina Williams^nn 

L INTRODUCTION 

Professional association attitudes towards pricing, advertising 
and competition appear to be intimately linked with the view 
these associations have - and seek to project - of themselves 
and their members. Those who object to advertising 
(particularly price advertising) by the professions often do so 
on the grounds that it would be improper for individuals of 
integrity to so blatantly seek to sell services which call forth 
bonds of trust between practitioner and client. Most profes-
sional association codes of ethics in Australia suggest a 
widespread adherence to 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 called 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 
�Vealth of Nations, Adam Smith observed that 

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

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

Professional associations are able to build on the view 
that relative pay should enable the maintenance of a suitable 
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station in l ife. As Lady Barbara Wootton writes, 'pay and 

prestige are closely linked; and (in spite of some exceptions) 

it is the rule that the high prestige person should also be the 

highly paid person; and vice verao'.' If so, what better reason 

for organising to acquire prestige! 

n . THE PROFESSIONAL IMAGE 

It is with this object in view that professions try to create a 
special image of themselves. This image often includes the 
following supposed attributes: 

1. Professions must be distinguished from trades. 
2. Professions are not engaged in 'selling' but in providing a 

service. 

3. Professions consider the client's (not the customer's) 
welfare first: professions are not primarily money 
makers. 

*». Members of the profession au-e loyal to the group. 
5. Members do not compete with colleagues by price 

cutting. 
6. Members do not tout for business. 
7. A member will usually not accept business offered which 

he knows, or with ordinary care could have ascertairted, 
was in the hands of another member. 

8. Members do not associate in practice with 'unqualified' 
persons. 

9. Members conduct their personal and business life in ways 
reflecting no discredit on the profession. 

10. Members submit to disciplinary procedures which in 
extreme cases may ruin them as professional persons. 

To cultivate this image, professional associations 
regulate the behaviour of their members. Much of this 
regulation has been anti-competitive: it has restricted the 
behaviour of association members on fee fixing, advertising 
and other market activities; limited the availability of 
substitutes for the services of the group as a whole; and 
occasionally influenced market structure by limiting the 
effective supply of graduates to the profession. 

The claim that professional association regulation is anti-
competitive would probably not be denied by many of the 
associations concerned. The representations from profes-
sional associations to the (Swanson) Trade Practices Act 
Review Committee, argues that they should be free to 
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engage in self-regulation. Certain agreements within 
professions were said to be meritorious per se and in the 
public interest, giving professions the right to fix or 
recommend fees or prices to be charged by members, and to 
establish and police codes of ethics. ' 

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

Another explicit view of professional regulation and 
competition was made by the Association of Consulting 
Actuaries of Australia: 

*e agree that . . . codes of conduct interfere with 
competition. However we believe that the public 
interest is better served by members of the profes-
sion acting according to the principles of a code of 
conduct than by acting in unrestrained competition 
with or>e another. A professional relationship 
between the adviser and his client cannot be 
governed by the forces of competition alone; but 
should be conducted in a manner which encourages 
the adviser to give and the client to expect 
uninfluenced advice. ' 

The same report gives a telling example of a professional 
association's deflnition of professional coriduct: 

We think that in the community's view the real 
difference between acting professionally and acting 
unprofessionally lies in whether or not the organi-
sation actively promotes, markets, canvasses or sells 
its products. If a firm of consulting actuaries 
engaged in active promotion . . . of actuarial advice, 
its activities would be regarded as unprofessional, 
both by the community and the rest of the actuarial 
profession.' 

The implication is that competition needs to be 
eliminated or severely confined where the professions are 
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concerned, even if it is socially beneficial when applied to 

producers in general. This theme recurs in very many 

regulations laid down by professional associations in different 

parts of the world. One classic statement comes from the 

British Optical Association. In answering the question 'What 

is professional conduct?' it says: 

A professional man will not accept another's patient 
while such a patient is 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 advertising. 

The Association added that the relationship between the 
consultant and patient must be one of 

. . . true confidence. To achieve this he must have 
consulted the practitioner because of his accredited 
knowledge. If his motive in consulting the practi-
tioner is that he is cheaper or because he advertises 
better than someone else, he will not have his true 
confidence. Above a l l , the consultant will consider 
his patient and his welfare and only secondarily his 
fees. ' 

m. THE MYTH OF D I F F E R E N C E 

Despite this image, however, it seems unjustified that the 
professions should be immune from the competition laws 
which Australian business corporations in general are directed 
to observe under the Trade Practices Act. One way of 
illustrating the myth of difference purveyed by the profes-
sional associations is to consider their arguments on pricing. 

Professional associations argue that price competition 
among their members will erode standards. But why are 
professional services so different from others that 'cheapr»ess' 
should imply poor quality? Competition in other markets 
does not generally induce a decline in quality. The 
association view probably fails to distinguish between average 
quality and dispersion about the average: restrictions raise 
minimum standards and constrain reward for outstanding 
performers, but competition raises average quality. 

It is 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 of price competition can force too much 
quality on consumers by limiting their choice between 
difference combinations of price and service. 

Another suggestion is that common fees prevent discrim-
ination against smaller users of services. But if fees are 
based on a user cost-per-unit principle, there are sound 
economic grounds for discrimination between consumers who 
cost less to supply (say per hour of service) and those who 
cost more. A related issue is whether common prices reduce 
administrative costs - the expense of costing every trans-
action is said by professional associations to be so great that 
consumers would be worse off than under a flat-rate system. 
But administrative expenses are unlikely to be greatly 
increased, and any additional costs might lead to each 
practitioner devising a flat-rate system. The possibility of 
high administrative costs does not provide justification for a 
fixed fee scale. 

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

Professional associations also argue that fixed fees 
provide the consumer with certainty about transactions 
costs. It is presumably preferable for consumers to kr»w 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 on some services can 
certainly be provided. It is true, however, that if the 
consumer assumes all professional services to be equal in 
quality, the presence of fixed fees removes the need to shift 
from one practitioner to another. Since quality is difficult to 
judge, and services are often subject to fixed fees, mobility 
of clients between practitioners is reduced. But this outcome 
is more cosy than efficient. And consumers might prefer a 
combination of price flexibility with some uncertainty, to 
fixed prices and certainly, at least from some professional 
services. 

A further argument concerns equity, and the cross-
subsidisation often provided by fixed prices. In some 
services, such as conveyancing, it is predicted that costs as a 
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proportion of transaction value would fall relatively heavily 

on low income earners (who presumably purchase properties 

of low value). It is also claimed that if each transaction were 

separately priced, the more difficult would be 'unfairly 

expensive' to the buyer. But (to use the conveyancing 

example) it is both the property and its transfer difficulties 

which are being purchased. It Is not clear why the purchasers 

of property which is cheap to transfer should subsidise other 

purchasers. Equity is probably better pursued by devices 

other than cross-subsidisation (such as unconcealed 

government subsidies). In particular, the practice of charging 

a relatively high fee for services used mainly by the rich and 

a relatively low fee for those used mainly by the poor distorts 

efficient resources allocation. It is not clear whether cross-

subsidisation helps some consumers at the expense of others 

or instead assists providers of the service to reap a monopoly 

profit. 
Another claim is that cross-subsidisation occurs under 

common fees so as to increase the number and geographical 
dispersion of those offering services. Client convenience is 
said to be increased by readier access to more supply 
sources. With price competition, it is said that some 
localities could suffer reduced service. If common fees 
increase outlet dispersion, the less mobile clients benefit, but 
at the expense of the more mobile. 

It is also suggested that one service subsidises another -
for instemce, the returns of conveyancing are said to be used 
by solicitors to provide (sub-economically) other services of a 
'worthy' or merit kind, such as legal advice to the poor. But 
this outcome seems to presuppose that professions have some 
non-pecuniary interest in providing certain 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 a concentration in their provision arvi the 
subsidisation of the profession. 

In general, it is likely that professional fee regulation 
protects less efficient (and prevents expansion of more 
efficient) firms. It also makes available to consumers a 
smaller range of price-service combinations, and creates 
powerful 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, arxi it can inhibit the creation of firms prepared to 
experiment with new methods. 
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IV. THE C A S E FOR COMPETITION 

The professions often claim that chaos and disorder will 
result if restrictions on advertising and price competition are 
lifted. However, competition is unlikely to impair either the 
special nature of professional skills or the personal nature of 
practitioner-client relationships. Competition is also unlikely 
to make practitioners feel a diminished sense of responsibility 
in the maintenance of standards, or to threaten safeguards on 
the life, health, safety, property or freedom of the individual 
client. (In any case, some professions are covered by 
compulsory indemnity insurance which offers adequate client 
protection.) 

Competition for the professions does not imply complete 
freedom of entry. There is a clear need for qualifications 
which the public can acknowledge and recognise as prere-
quisites for professional practice. But, self-regulation has 
permitted professional associations to use entry barriers to 
seive monopoly profits rather than the public interest. The 
unqualified should be debarred from offering a service only 
where the risks concerned are especially serious, clients are 
unable to assess the danger of using the services of 
unqualified practitioners and insurance is not a viable 
option. Determination of the standard of qualification 
appropriate to a profession should not be affected by the 
presence or absence of inqualified practitioners. 

The most effective restraint on competition is probably a 
collective obligation not to compete on price, including a bar 
on advertising. Economic reform in the profession must 
therefore aim mainly at price competition and individual 
advertising. One British study concluded, that the intro-
duction of price competition in the sipply of a professional 
service where it is not at present permitted is likely to be 
most effective single stimulant to greater efficiency and to 
innovation and variety of service. 

The qualitative case for competition relates to the 
criteria of applied welfare economics: i.e. the extent to 
which prices reflect the resource costs of meeting consumer 
preferences (a notion of static allocative efficiency in which 
each Arm is earning only normal or non-monopoly profits). It 
also concerns managerial efficiency sometimes referred to as 
x-efficiency or organisation efficiency, and dynamic 
efficiency which is achievement of technical change to lower 
costs again through the stimulation of competition. 

But however strong the qualitative case for competition, 
it is difficult if not impossible to quantify these advantages. 
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For example, it is obviously hazardous to forecast the extent 

to which prices for dental services might decline following 

the introduction of individual advertising and price 

competition - it would be pure guesswork. Nonetheless the 

difficulties of quantification do not in my view detract from 

the case for an end to restrictive practices, including price 

fixing. 
Fears of chaos and disorder if price competition and 

advertising are permitted in all the professions appear 
groundless. In the United States the introduction of 
negotiated rates of brokerage in the securities market really 
benefited the consumers and did not result, so we are told, in 
the harmful and disruptive effects anticipated by the 
opponents of competitive rates. Similarly the Jibandonment 
of accountants' agreed fee scales in Australia does not seem 
to have destroyed professional health or vitality in this 
field. There is an even more telling example, one that is 
written by Warren Pengilley on the Professions and Trade 
Practices Act, and that concerns the A C T lawyer who 
actually had the option of voting in the 1979 Annual General 
Meeting on the following motion: 

I . That it is desirable and in the interest of both the public 
and the profession that a scale of costs be re-introduced 
for standard conveyancing matters. 

This motion was defeated by 77 votes to 32. At least one 
group in the profession has decided that it prefers to live 
without what is elsewhere regarded as a sacred restraint. 

V. HOW TO EST A B U SH G R E A T E R 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 
Practices Act to the professions together with court rulings 
accepting that the professions are engaged in trade and 
commerce. Secondly, change may come from the pressure of 
public opinion, media exposure and the various reform bodies 
such as the Law Reform Commission. Finally, there is the 
impetus of interral reform in the professional associations 
themselves. 

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 
expected if all professions came under the Act. 
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In 1981, the Trade Practices Tribunal confirmed a Trade 
Practices Commission decision to deny authorisation for the 
Association of Consulting Engineers Australia's code of 
ethics, scale of fees, conduct of professional practice and 
binding rules. This decision showed current regulations on fee 
competition, advertising, and available types of contract 
would generally t>e caught by Section it^. This prohibits 
contracts, arrangements and understandings which au"e likely 
substantizdiy to lessen competition in a market for goods or 
services. Provisions for expulsion from professional 
associations are also likely to fall foul of Section 1*5. The 
Commission has commented that 'such clauses allow certain 
members of the organisation infettered powers over other 
members for undefined or vaguely defined 'offences' and the 
code can thus be used to stop members engaging in price (or 
ot her) competi tion'.' o 

Section i*5D on secondary boycotts could cover irKidents 
such as the Roger Stevenson case. The Commission has 
determined that the Law Society of New South Wales and the 
Law Institute of Victoria would be in breach of Section t5D if 

they disciplined solicitors acting for the clients of discount 
conveyancing compcinies.'' 

Monopolisation is covered by Section 'i6: a corporation 
substantially in control of a market for goods and services 
may not take advantage of its position to eliminate or 
substantially damage a competitor, or prevent or deter entry 
to a market or competitive conduct in it. Many professional 
associations substantially control a market for services -
much of the work of lawyers, doctors and dentists is reserved 
for them by statute. Professional associations undoubtedly 
en^ge in practices prohibited for corporations by this 
section: 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. Arwther illustration is the de-registration that 
can result in medicine and dentistry from indvidual adver-
tising. Entry of competitors can also be prevented by the 
medical and dental associations. 

Bar associations rules seem likely also to contravene 
Section t6 of the Act (exclusive dealing) were competition 
law to apply to the legal profession. Section <i7(6) prohibits 
third line forcing, i.e. corporations may not supply goods or 
services on condition that prospective purchasers acquire 
specified goods or services from another person. Bar asso-
ciation rules prevent barristers from taking instructions 
directly from clients, who are required first to obtain the 
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services of a solicitor. The rules also prevent QCs from 

working on a case unless a junior is employed as wel l . ' * 
Resale price maintenance (RPM) is prohibited absolutely 

by Section RPM cannot generally be practised by profes-
sional associations since they supply services, not goods. But 
some professions use fixed fee scales to similar effect . 

Under Section '�9 - price discrimination - corporations 
may not distinguish between purchasers of like goods in prices 
charged, discounts allowed or services provided if the discri-
mination is likely substantially to lessen competition. But 
some professional association fee scales such as the Victorian 
scale of conveyarKing charges have precisely this effect . 
And in some courts (such as the County Court) the scale fee 
varies with the amount under contest. 

VL CONCLUSION 

Competition law need not remove the right to professional 
self-regulation provided acceptable boundaries are 
recognised. As Or Pengilley has pointed out, 'competition 
law, whether in Australia or the United States, has never 
hampered self-regulation aimed at achieving unambiguous and 
unimpeachable standards, widely accepted in the community, 
and which are explicable in terms other than those of self-
serving motive'' '(his emphasis). 

Competition law need not stop reasoned, impartial 
ethical standards suitable to any special aspects of supplier-
client relationships. Unfortunately, however, many 
associations see self-regulation as a right to prevent 
individual advertising and price competition. But competition 
law cannot cross this border. As the Chairman of the 
Commission, Mr R.M. Bannerman, has said, 'it is hard to 
accept that professional integrity . . . needs to be based on 
restriction of competition which are the same time serves the 
collective self-interest of the group. This seems . . . to 
ascribe too much fragility to professional integrity . . . price 
should [not] be the sole criterion of selection for professional 
services . . . It does not happen elsewhere, and it would be 
least likely of all to happen with professions.'''' 

Prior to the introduction of the Trade Practices Act in 
1975, industry spokesmen protested that the Act would 
undermine business confidence. The protests of these 
spokesmen are now history. The Trade Practices Act has not 
prevented scale economies or benefits of size. Calls for the 
retention of professional ethical restraints will increasingly 
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sound like the worn-out arguments of industry in the 1960s. 
They will eventually receive the same evaluation. 

� Based on 3ohn Nieuwenhuysen and Marina *illiams-Wynn 
Professions in the Market Places Melbourne University Press, 
1982, chapters 1, 3, 5. The book is a study of doctors, 
dentists, accountants and lawyers and their professional 
associations in Australia. It is prefaced with an introduction 
by the Chairman of the Australiam Law Reform Commission, 
Mr Justice Michael Kirby. 
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PROCESS AND CONSEQUENCES 

OF REGULATION OF A PROFESSION 

WITH SPEQAL REFERENCE 

TO REAL ESTATE AGENTS 

R. R. Officer 

1. INTRODUCTION 

Vhat conditions lead to regulation of the professions? 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 clients of the 
regulated profession. 

So that I do not appear to be simply 'knocking' the efforts 
of well-mesuiing citizens and politicians, I will suggest 
alternative ways of tackling the problem that is perceived to 
require statutory control. Finally, I will illustrate the general 
scenario by reference to the regulation of real estate agents, 
with specific reference to the regulation that occurs in 
Victoria-

n. T H E CONDITION FOR REGULATION OF A PROFESSION 

It is the sentiment that caveat emptor (let the buyer beware), 
when applied to clients of the professions, is unfair, even 
uncivilised, that has led to the public's acceptance of much of 
the regulation of professions that has occurred. It is 
considered that the public at large is at a distinct disad-
vantage because of the obvious skills of the other party - the 
professional - In the interchange of services for payment. To 
correct the imbalance, It is usually argued that the public 
needs to be protected by specific statutes regulating codes of 
behaviour (ethics) of the profession. To achieve this end, 
regulations often go to the extent of specifying training 
requirements for members of the profession. 

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 source), give 
specific instances of fraud and/or deception of clients by 
members of the industry. The examples usually involve a 
fringe member of the profession (almost never a member of 
the professional association) and the victim is often someone 
whose finarxiial or intellectual circumstances are causes for 
compassion. It is not long before countless other examples of 
fraud or deception or simply a poor quality of service are 
documented in the press and elsewhere. The cause celebre is 
taken up by sensitive and/or perceptive politicians and 
regulation of the profession is the usual consequence. 

Statutory regulation of the profession rarely develops 
from the groundswell of public opinion. As Stigler and others 
have pointed out,i the party responsible for the regulation is 
often the profession itself - the regulation is acquired -
although this is certainly not the only route by which the 
process of regulation is instigated. Sometimes, political 
figures 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. 

in, STRUCTURE OF REGULATION 

The (kafting of the regulation 

A government, recognising the political benefits of legislating 
in an area where there b little organised opposition 
(governments are never applauded for doing rjothing, so that 
legislation per se is good), proceed to draft the bill or bills. 
In order to draft the legislation they wil l , of course, require 
expert advice on the substance of the legislation. The 
government typically can only get such expert awlvice from 
existing professional associations or their members. Further, 
no matter how well intentioned, such experts inevitably will 
have a biased 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 if they are 
made at a l l , such groups rarely have the authority or the 
depth of understanding of the industry that the experts 
possess. Nor can we expect the bias to be corrected by the 
politicians and lawyers who are responsible for drafting the 
legislation. They are untrained, as indeed are most experts, 
to recognise the ramifications of the regulations. Moreover, 

26 



Officer: Process and Consequences 

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

The board of experts 

The legislation, once drafted, will require managing and once 
again the government will turn to experts to make up a 
substantial component of the statutory board set up for this 
task. It is, of course, unusual for such experts, previous or 
existing members of the profession, to have a majority on the 
board. However, they do not require it to dominate the 
proceedings. This is particularly true when other members of 
the board come from similarly structured professions and the 
lay members usually have insufficient knowledge or 
confidence to oppose or even question the opinions of the 
experts. 

The nature of the management task confronting the board 
means that often it is left with considerable discretionary 
authority. The power to enforce the legislation and also the 
discretionary judgments that can be legitimately made by the 
board resides with their ability to refuse or to terminate 
licences that they grant under the Act to members of the 
profession. However, governments, recognising the 
possibility of abuse of power by a board, have usually drafted 
into the Act appeals to some higher authority, such as the 
courts. 

Specific constraints 

1. Restrictions on entry 

The problems of a profession, at least those that have been 
given public airing, wil l be attributed in large part to 
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 
usually automatically licensed. Demonstrating this profes-
sional experience is more difficult for those who are not 
members of existing professional organisations or who have 
practised in the profession only as an adjunct to other 
activities. 

27 



Occupational Keguiotion 

From the viewpoint of the profession, the full burden of 
the restrictions on entry fail on potential entrants. The 
restrictions inevitably require some formal training together 
with the appropriate qualifications (degree or diploma), and 
an apprenticeship. These conditions can be wrapped together 
in the one set of training. 

Existing members of the profession and most social 
commentators agree that the higher the qualification, the 
more professional the graduate, and the better served 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 duties, without such qualifi-
cations. Any questioning of the need for such formal training 
is usually justified by 'the advanced state of the profession's 
development'. This is also supported by older members of the 
profession who vigorously complain of the lack of oppor-
tunities for 'that sort of education' when they entered. The 
apprenticeship is 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 of the profession. Although 
this is often not publicly admitted, it is justified by arguing 
that a 'reasonable income' must be obtained for members of 
the profession, particularly in the light of their training and 
experience. Occasionally, the greater restrictions will be 
dressed up as a need to increase the standard of service 
offered, 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 profession. 
Therefore, it is common to find constraints placed on how 
professiortals can market their services. 

It is unseemly for a member of the profession to be 
involved in elaborate and attention-seeking forms of 
advertising. Moreover, as it was often pointed out at the 
Prices Justification Tribunal (P3T) enquiries, such advertising 
will usually only lead to customers or clients circulating 
within the profession without increasing the profession's 
client base; it is, therefore, wasteful. Similarly, marketing 
practices which involve a direct poaching of competitor's 
clients are also unethical as this can lead to 'excessive' 
competition amongst members of the profession to the 
confusion and ultimate detriment of the client. The statutory 
Board set up to monitor and guide the path of the profession 
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can be expected to regulate, limit or restrict these forms of 
behaviour. 

In addition, members of the profession who work mth 
non- or sub-professionals have the potential for subverting 
the code of behaviour adopted by the profession and enforced 
by the board. It is considered important that such 
relationships be closely controlled or preferably eliminated. 
It is also pointed out tliat such working relationships, 
including franchising, can effectively dismantle the 
restrictions on entry, to the obvious detriment of the 
standards of the profession. The boards can be expected to 
act against such developments. 

3. Quality and price of service 

In periods of intense price competition, it is inevitable that 
the quality of service will fa lL Therefore, in order to 
maintain a level of service that the public requires (as inter-
preted by the regulators), it is essential that a 'reasonable' 
return be obtained by members of the profession. To protect 
against the consequences of this type of price or commission 
competition, the board can be expected to set a level for 
commissions that is commensurate with the level of service 
required, taking into account a reward for the skills of the 
profession. 

It is also argued that a set price or commission will 
prevent uninformed clients from paying too much for 
services. This can lead to a board setting a maximum rate 
that the profession can charge. However, with the con-
straints on entry and specifications of quality of service, 
these maximum rates frequently become the set rate. The 
justification for the board setting the quality of service is 
that it simplifies 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 easier to monitor and 
regulate the profession. 

The compensation fund 

In situations where a profession's members are responsible for 
holding a client's money in trust, the legislation 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 or indemnity 
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insurance scheme is used to make good the losses. These 
schemes or funds are often support^ by contributions from 
members and by interest earned on money held in trust. 

IV. THE SIMILARITY BETWEEN THE S T R U C T U R E OF 
REGULAHON AND THE R U L E S OF A C A R T E L 

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

1. barriers to entry in the form of qualifications and 
apprenticeship; 

2. constraints on advertising; 
3. constraints on how clients may be approached; 
<». constraints on price arxl quality of service; 
5. the establishment 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 effectively and extract monopoly profit from its 
customers. The major difference is that an effective cartel 
will usually have to allocate production quotas to prevent 
members competing against each other arxl 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 its power from statutes), it wil l . 
However, where a cartel cannot effectively allocate 
production quotas - and in the case of selling services, it 
usually cannot because the quotas cannot be easily measured 
or policed - its rules will be almost identical to those above. 

From the viewpoint of a cartel, tlie most critical require-
ment is effective barriers to entry that it can control or 
influer»ce. Without these, the cartel will not be able to 
develop and extract the benefits of monopoly power. 
However, once these barriers are established, the main 
concern of the cartel will be to prevent competition amongst 
members from eroding the benefits of the morjopoly and this 
Is ultimately tied up with allocating the monopoly profits of 
the cartel amongst members. If quotas for members can be 
effectively set and policed by the cartel, it will have little 
need to police other areas of members' behaviour sirKre no 
other activity of members can increase their individual share 
of the profits. However, if these quotas cannot be set then 
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the cartel will have to accept rules for members that limit 
competition between tliem and prevent them from dissipating 
the monopoly profits in competition. Such rules usually 
relate to how clients are to be ap>proached, charged, the type 
of service to be provided, and constraints on advertising - the 
same type of rules we have discussed above in relation to 
regulation of a profession. 

V. THE SOCIAL COSTS OF REGULATING PROFESSIONS 

Having considered the supposed benefits, 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 fewer entrants, and the greater the compensation 
required by entrants, with the inevitable result of a greater 
cost to clients of the profession. 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 of the profession - those who did not have to meet 
the new requirements - are able to capitalise on the higher 
costs of duty ajvi service. We do not find older members of 
the profession decrying the increased standards; quite the 
reverse, they applaud them because they stand to benefit 
from them in a way that neither the consumer nor the new 
entrant benefit: they do not pay for them. 

Constraints on attracting clients, including advertising 

The costs to the community are reflected in a number of 
ways when there are restrictions on the marketing of 
services. Firstly, it disadvantages new entrants to the 
profession to the benefit of older members. If new entrants 
are prevented from attracting clients in the most effective 
way, the existing members of the profession, who have 
established a client base, benefit. Also, this inhibits the 
attractiveness of entering the profession to the benefit of the 
existing members. 

Constraints on advertising restrict the information 
available to consumers. It is argued, of course, that much of 
this advertising is misleading or even unnecessary. Even If 
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the charges are true, it denies the consumer the option to 
decide for himself. It is the sort of paternalistic attitude 
taken by socialist and totalitarian regimes that implies the 
regulators know what is better for the consumer than he does 
himself; it denies consumer sovereignty. In a competitive 
meu-ket, information (advertising) that is not valued by the 
consumer will be a cost to the producer without any compen-
sation: in short, unprofitable. Such advertising could be 
expected to disappear; to argue otherwise is to impose ethical 
and value judgements that are inconsistent with consumer 
behaviour. The only time we can justifiably question this 
stance is when the marketing strategy imposes costs on those 
not involved in sale and purchase of the service. 

Constraints on price and quality 

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

The establishment of a compensation fund 

This will have a social cost if the contributions by members 
or the general funding of the fund is not related to the risks 
(probability) of default or other fraudulent practices that may 
be perpetrated on the public. In many cases where the fund is 
regulated without meeting market tests of similar 'insurance' 
schemes, this will indeed be the case. 

VL ALTERNATIVES TO S P E C m C REGULATIONS 

The above-mentioned costs are rarely discussed when 
regulation of a profession is considered. If they were, it is 
likely that the problems as perceived 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 
suffering unnecessarily at the hands of the providers of 
professional services. 

If we accept the principle of consumer sovereignty (that 
is, we do rtot accept that the state through regulatory autho-
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rities knows what is better for us than we know for 
ourselves), then there are alternatives to imposing regulations 
of the type described. 

There are several generalised circumstances where there 
is justification for intervening in the market for professional 
(or any other) services. Firstly, there may be a market 
imperfection such that the efficient flow of resources into 
and out of the industry is impeded. Typically this occurs 
when, for one reason or other, an individual or group achieves 
market power that is not commensurate or consistent with its 
efficiency of operation. An example is when the full costs of 
fraud and deception are not brought to bear on the 
perpetrators because the high cost of litigation discourages 
clients to seek redress. The efficient way of handling this 
problem is to reduce litigation costs, which could be 
accomplished by setting up a body comparable to the small 
claims tribunals that some states have established. It does 
not require the full and costly armoury of regulation. 

Another justification for intervening - which involves a 
social judgment about welfare or income distribution - occurs 
when there is thought to be an imbalance in the bargaining 
power, not related to issues raised above, between the 
professional and his client. The typical example is when the 
client is much less well-informed about the services he is 
acquiring and their value, than the provider of these 
services. The most effective way of handling this is to 
subsidise the cost of informing the consumer. This may 
involve accreditation of professionals, even to the extent of 
different classes, but it does not require licensing with the 
attendant barriers to entry. 

The firial generic circumstance for intervention is when a 
group of professionals achieves a natural monopoly in the 
profession. Space does not permit me to discuss how to 
handle this complex problem. However, the solution is not 
for a set of regulations along the lines that one generally 
finds for a profession. 

Vn. HOW THE ESTATE AGENTS ACT 1980 (VICTORIA) 
FITS THE MODEL 

The Estate Agents Board 

Part n of the Act sets out the composition and terms of 
appointment for the Board. It consists of eight members, 
with six of the eight needing the following qualifications: 
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a. One shall be a barrister and solicitor of not less than five 
years standing. 

b. One shall be a member of either the Australian Society of 
Accountants or the Institute of Chartered Accountants. 

c. Two shall come from the Real Estate and Stock Institute 
(RESI) of Victoria. 

d. One shall come from the Real Estate Agents Association 
(REAA) of Victoria. 

e. One shall come from the Victorian Stock Agents 
Association. 

The remaining two members will be appointed by the 
government, who also can specify the Chairman and Deputy 
Chairman. 

With half the Board coming from the real estate 
profession, even though the Chairman has a casting vote, it is 
clear the Board fits the model outlined for the typical 
composition of such a board. It is inevitable, even with the 
most well intentioned of members, that such a board is going 
to have a perspective on conduct and events that is biased in 
favour of the profession to the cost of the public. The 
arguments supporting this statement have been outlined and 
some of the evidence is presented below. 

Licensing: barriers to entry 

Part m sets out the cornJition for licensing agents and sub-
agents. In summary, these requirements for an agent are: 

1. a. Resident of Victoria and over 18 years of age. 
b. Passed a course of prescribed instruction. These 
courses are equivalent to Certificate level courses at 
Colleges of Technical and Further Education ( T A P E ) . In 
general, the Leaving Certificate is a pre-requisite for 
entry into the course. Typically, there are sixteen 
required units in a course, although an additional four 
units are required for a Certif icate. The typical duration 
of the course is two years full time or four years part 
time study. 

c. Held a sub-agents licence for four years and been 
engaged in full time employment as a sub-agent. 

2. Alternatively, held within the immediate five years, an 
estate agent's licence. 

3. Under section I ' fO) , the Board can waive the require-
ments for someone they believe is fi t to hold a licence. 
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The requirements for a siii-agent's licence are critical as 
it can be seen that this is the common, perhaps the only, 
route to becoming an agent. The requirements are also 
onerous; in summary, they are: 

1. Passed the prescribed course. 
2. Certification that an estate agent proposes to employ the 

applicant in full-time employment if the licence is 
granted. 

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 a duration that few other professions 
require. Difficulty in finding a position as a sub-agent can 
lead to licenced agents giving preference to those that are 
not necessarily the best suited for ttie job. One could imagine 
that nepotism would be r i fe in times of downturns in the 
housing market and, in so far as these occur at more frequent 
intervals than four years, one could generalise the statement 
to nepotism is likely to be common. 

It could be argued that section I 'fO) enables the Board to 
relax some of the severity in the licensing constraints, 
particularly for, say, interstate real estate agents or sub-
agents who have been in practice for many years. From all 
reports, this is not the case; I believe there are cases of 
inter-state agents being told that they must do the prescribed 
course before they can be considered. Recently, the Board 
wrote to all sub-agents pointing out section 1*(3). There 
immediately followed an outcry from licerKed agents, 
including the executive director of the RESI (which has two 
members on the Board), objecting to the Board's initiative. 
Hearsay evidence suggests that there is considerable 
heightening of requirments and few, if any, will be licensed 
under section I ' fO) . 

Specific powers of the Board (specific constraints) 

Section 10 of the Act sets out many of the specific powers of 
the Board that correspond in large part to those outlined 
under Specific Constraints. 

1. The Board has the power to prescribe maximum commis-
sion rates. I believe these are the standard rates for 
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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 form contracts and they can 

allow or prohibit variations in the terms of such 
contracts. 
It can prescribe rules of professional conduct 
(unspecified) for agents and sub-agents. 

5. Agents and sub-agents are prevented from sharing 
commissions except with licensed agents or sub-agents. 

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

The Board is not unbounded in its powers. The govern-
ment can revoke any rule of the Board and citizens, if 
aggrieved, can take their case to the County Court. 
However, to enforce these rules the Board can impose fines 
of up to $5,000 and, of course, cancel licences. 

Estate agent's guarantee fiBxl 

The Act specifies in some detail (part VI) how an agent is to 
manage and have audited trust accounts. 

Part Vn of the Act outlines the funding and role of the 
Estate Agents' Guarantee Fund. The fund is to be used to 
compensate persons who suffer pecuniary loss by reason of 
defalcation committed by an estate agent or an employee of 
an agent. The fund is also used to pay the general expenses 
of the Board. 

The Fund is financed by licence fees (S'fOO 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 
self-financing, although there are allowances made for funds 
to be advanced by the government. 

The Fund, as a form of indemnity insurance, suffers from 
the disabilities already referred to. It is open to 'free-
loading', in the sense that the coit to agents is not necessarily 
related to the rbk of them being successfully sued 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 regulation. Someone has to pay, 
whether one section of society or another. The social costs 
arise from the misallocation of resources through the con-
straints on the services offered or the options open to 
clients. Self-financing simply implies that the costs of the 
regulation are kept to the industry and its clients. 

Vni. CONCLUSION 

If we were to design rules for successfully operating a cartel, 
where it was difficult to 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 to 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 police rules on the amount of competi-
tion. Such rules include restraints on advertising, on poaching 
clients, on dealing with people outside the profession, and on 
setting prices and quality of service. 

The cartel cannot exist unless there are significant 
barriers to entry. The most successful barriers are statutory 
ones. Because the state has substantial authority and power 
it is difficult in a weII-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 behalf, 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 genuinely beUeve they are 
acting in the best interest of the public, they inevitably 
perceive problems from the viewpoint of the profession. 
They fail to recognise the full ramifications of the rules they 
are required to administer. 

The Estate Agents Act 1980 of Victoria, designed to 
regulate the activities of those involved in the real estate 
industry, fits the model for regulating a cartel remarkably 
well. This does not necessarily imply agents in Victoria are 
earning monopoly profits. We would expect new entrants to 
be attracted to the industry until the compensation is equal 
to what they might expect from alternative occupations - the 
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returns they expect to get from real estate are commensur-
ate with their qualifications and skills. It is the agents who 
did not have to meet the increased requirements for entry 
who could be expected to earn higher than normal returns, 
i.e. the returns commensurate with their qualifications and 
skiUs. 

However, the cartel structure of the industry, in 
particular the barriers to entry, will restrict the range of 
services offered and the range of costs. Also, the restrictions 
on competition can be expected to inhibit innovation arxi the 
amount of information available to clients, which together 
can lead to excessive costs relative to a more open and 
competitive system. The argument that these restrictions 
protect clients from malfeasance is true, to a degree, but it 
is a high cost to pay when there are better alternatives for 
tackling this problem that do not unnecessarily restrict 
competition. 

Note 

1. G.3. Stigler, 'The Theory of Economic Regulation', Bell 
Joumoi of Economics, 2, Spring 1971. 
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A BRIEF EXPLORATION 

INTO THE ANATOMY OF 

THE MEDICAL PROFESSION: 

THE MARKET FOR GP SERVICES 

John Logan 

\. INTRODUCTION 

This paper is concerned with some of the consequences of 
regulation by licensing in medical markets. In any market for 
skilled labour where successful entry requires the expenditure 
of resources to acquire the skill, the market clearing wage 
wil l , ceteris paribus, be competed to that level which just 
compensates for the cost of the skill-acquisition, all flows 
being capitalised to the date at which the decision to enter is 
made. If regulation of the market is in the dimension of 
certification, the result of which is to increase the cost to 
new entrants of acquiring the skill, then quasi-rents are 
created and accrue to established workers. Competition for 
access to the market redistributes part of the rent to those 
resource owners supplying the certification function, and part 
is dissipated in non-transferable rent-seeking costs such as 
the costs of extra time spent in seeking market entry. The 
net result is higher wages (or prices for services directly sold 
to ultimate consumers) which again just compensates, in 
terms of present value, the cost of the now regulated skil l -
acquisition. Ultimately sellers make zero economic profit, 
and receive virtually none of the market-closure rent. 

It is 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 some other 
occupation, all costs considered. Thus it is as sensible to 
blame the individual doctor for high fees and high incomes as 
it is to blame the taxi owner/driver for high cab fares and 
high incomes (gross of the opportunity cost of acquiring the 
licence), when the cause of each of these is the legal market-
closure. 

The material concentrates on the market for general 
practitioner (GP) services, since GPs constitute about half of 
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the registered medical practitioners, and there are enough of 
them to avoid running into open-ended discussions of 
oligopolistic price-setting. Firs t , the meirket structure is 
described, and the informational problems associated with the 
particular kind of service which a GP provides are high-
lighted. Then follows an outline of the registration 
requirements, and the special difficulties with which the 
medical practitioner is confronted when seeking 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. 

n . THE M A R K E T 

The structure of 'the market' for medical services is itself 
highly complex. It can usefully be dissected into three broad 
sub-markets: markets for the services of general practi-
tioners, specialists, and auxiliary health personnel 
(paramedics). Within each of the last two sub-markets there 
are again further levels of division into the various areas of 
specialisation, and, in auldition, there is some overlap between 
the first and second markets as CPs themselves may gain 
post-graduate specialist qualifications in areas such as 
obstetrics. The three sub-markets are themselves linked in 
various ways through complementary relationships - for 
example the referral of a patient to one or more specialists, 
co-operation in surgical procedures, and so forth. For the 
remainder of this paper, I will myself specialise in exploring 
the economics of GP services. 
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Approximate numbers of medical practitioners, specia-
lists, and general practitioners for selected years since 1966 
are shown in Table 1. From this it can be seen that GPs liave 
constituted slightly less than one-half of the population of 
total medical practitioners, and have grown in numbers at an 
annual average rate of about 3.5 per cent since 1966, 
accelerating to 10 per cent over the three years to 1979. As 
GP numbers have grown faster than the population, the GP to 
population ratio has risen steadily over these years; a similar 
trend is apparent for specialists (see Table 1). 

The 11,000 odd (1979 estimates) GPs in Australia are 
essentially organised as small businesses either as a solo 
practice or as group practitioners, with the distribution 
skewed toward the former. One regional study estimated 
that almost 90 per cent of practices had four or fewer 
doctors, and virtually no groups had more than five 
members.' The nature of general practice appears to involve 
low financial barriers to entry for the registered solo 
practitioner, apart from the purchase or establishment of 
'goodwill', with many GPs choosing to operate from their own 
residences. In fact, the total practice cost for GPs has a 
large variable cost component (for example, about 50 per 
cent for salary and wages - see Table 2). 
T A B L E 2: M e i c * of P r s c i J c c 0 » l i and Income - O n e r a l Pnc i i i i one r s 
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Presumably there are some economies from group practice -
for example, those realised from division of labour into areas 
of member-specialisation, and from some spreading of 
overheads etc. - but these evaporate rapidly as the size of the 
group practice expands. Thus the supply side of the GP 
market is characterised by a large number of small producers 
of medical services. 

GPs are differentially distributed over the population by 
state, and by location in metropolitan areas or otherwise. 

Hi 
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Table 3 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 
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will be determined by doctors' locational decisions which, in 
the long run, can be expected to equalise net advantages 
across locations, taking into account non-pecuniary as well as 
pecuniary returns. Thus it can be predicted that GP density 
will be determined by expected local demand for their 
services, proximity to hospital facilities, non-pecuniary 
attributes of particular locations, all relative to anticipated 
practice costs, including the cost of acquisition. That is, we 
would expect GPs to gravitate, ceteris porltxxs, to areas with 
higher family income* and to those areas which possess 
modern hospital facil i t ies.J The 'goodwill' component of 
established practices at present varies 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 dlsequl-
iibrium in the current distribution of GPs over various 
regions, or, if it is relatively more diff icul t to establish a new 
practice ab Initio in city areas, the goodwill component would 
constitute a return to Investment in building up an established 
clientele. 

The demand side of the market fu tu res considerable 
informational problems, which are common to 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 
services from the supplier, but instead presents the pro-
fessional with a 'condition' (Illness, legal problem, etc.) which 
the professional is expected to redress. The professional then 
applies his/her expertise to design a set of actions Intended to 
'cure' the condition. The significant informational costs to 
buyers of acquiring anywhere near the same expertise as the 
professional(s) consulted over time means that it pays to rely 
on one's chosen professional's quality of service, and 
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therefore to spend resources in initially searching for that 
optimal professional. This search process will generally 
involve buyers specialising in acquiring information via word 
of mouth, searches of relevant literature, discovering the 
professional's track records (for example, a barrister's 
previous success rate) eind so forth. In the case of profes-
sional services, the search process itself contains some 
interesting consequences. Here the product and the 
producers are not separated (as is the case, for example, for 
washing machines), and so the buyer searches primarily for 
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 for the 
latter. Of course, parameters such as price, locational 
convenience, expected queueing times etc. will all influence 
the buyer's ultimate choice. In addition, search is not made 
any easier 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 
engaged in, but product quality itself can, in these cases, only 
be fully 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 costs of search for 
an alternative supplier are avoidable (by not searching), 
lessens the incentive to search; the more so, the higher the 
search costs. From this we may predict that for professional 
services for which buyers have relatively high quality 
information and search costs, the elasticity of demand for 
irxlividual sellers with respect to other variables such as 
net price to buyer, time costs, etc. will be lower than 
otherwise. * In addition, we should observe a closer, more 
durable relationship between individual buyers and sellers as 
compared with most other markets, that is, the professional-
client 'relationship of trust'. 

GP services qualify m just such a commodity; the major-
ity of patients themselves (rationally) have little medical 
knowledge, search costs are high, and the product must be 
experienced for full buyer evaluation.' GPs' services are 
differentiated not only by location and 'quality' (however 
evaluated) but also by buyer-specific intangibles such as the 
doctor's personality and manner. In addition, there are a 
large number of sellers in the market, entry to which is 
restricted by law (see below). In current parlance, GPs can 
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be described as closed-market price searchers, selling a 
'reputation good'.* As above, we predict low price 
elasticities and close doctor-patient relationships. In 
addition, surprisingly, 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 search; the 
so-called 'increasing monopoly' property.' We return to this 
briefly below.' 

As for any price-searcher market with sizeable infor-
mation and search costs, we would expect the market for GP 
services to clear, in the short run, by auljustments in queue-
length and/or lengths of consultations, and in the long run by 
(sluggish) price movements, modified by entry/exit of medical 
practitioners. It is these long run market clearing adjust-
ments which serve to eiimirate the economic profits or losses 
which are generated by perturbations in the marketplace, as 
occurs, for example, when there are changes in government 
policy regarding the proportion of medical fees covered by 
third-party payers. These adjustments are also the means by 
which 'monopoly' rents created by mau-ket 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 is, as mentioned above, the entry/exit of 
practitioners. Barriers to entry are low, once the GP has 
succeeded in becoming a registered medical practitioner. 
Gaining registration (the licence) essentially involves the 
aspiring practitioner in an intensive and lengthy process of 
acquiring education combined with practical experience. The 
aforementioned buyers' limited information as to practitioner 
quality is one of the justifications used for certifying medical 
practitioners in accordance with educational-practical 
background. We turn now to the registration process itself, 
and then look at some of the effects that this has on Incomes 
prices, incomes and wealth, within the market for GPs. 

m . PRACTITIONER UCENSING; REGISTRATION OF 
DOCTORS 

Registration (licensing) of medical practitioners in Australia 
is over 100 years old, 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 
must: 
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a) hold a degree in medicine or surgery; 
b) have obtained the degree from an Australian university, 

or from one in the U K , Ireland or New Zealand. (Persons 
with degrees from other countries have the option of 
attempting the Australian Medical Examining Council's -
A MEG - series of stringent examinations. Otherwise they 
are required to complete an Australian degree.); 

c) have spent a pre-registration year as an intern; 
d) be of 'good fame and character*. 

The various Acts contain anti-quack sections which make it 
Illegal for unregistered practitioners to sell rr>edical services 
or to call themselves (medical) doctors. Finally, the Acts 
provide for de-registration In the case of, amongst other 
things, 'unprofessional conduct' - which is defined to include 
advertising in order to 'procure' patients (the anti-toutlng 
sections). Registration is administered by the Medical Board 
in each state which are composed primarily of registered 
practitioners. 

Thus, the legal requirement of registration for entry into 
the medical profession imposes significant pre-registration 
training costs on the aspiring doctor. Courses in medicine at 
all Australian universities, with the exception of Sydney and 
New South Wales, are of six years' duration, at the end of 
which the medical student graduates with the coveted MBBS 
degree (Bachelor of Medicine, Bachelor of Surgery). In 
comparison with other iriiversity degree requirements, 
medicine is an intensive, exacting course of study. It would 
appear that, on average, students are required to work 
"harder' for relatively longer hours in mediclr>e, 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 worl< may result in the student 
being required to repeat the whole y e a r . " Entry to medicine 
is by quota and the minimum selection (school) aggregate is 
generally higher than for any other discipline. HSC aggre-
gates for entry into selected 'professional' courses at the 
University of Sydney (1982) are listed in Table from which 
it is clear that the HSC cut-off mark aggregate for medicine 
tops the list, and is significantly higher than it Is for law. 
Thus the entry screen for medicine favours those who have 
performed very well at school, and thus would tend to select 
students who have or are willing to spend more resources (for 
example, time) in study to achieve these superior school 
scores. Failure and drop-out rates in medicine (at least at 
Sydney) are extremely low by comparison with other 
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disciplines, and so it would seem that the primary screen is 
the mark aggregate entry requirement.' > 
T A B L E T e r t i a r y E t k i c a l l a n ( U n i v e r s i t y of S y d n e y ) S e l e c t e d P r o i e s s l o n s 

U i n i m u t n S e l e c d o i U i n i m u f n A<t l i t i ana l Re< | j toe inn i t s 

A f l i i M U n Number o f Y e a r s for P r o t e n i o n a l 

( I W l M S C ) ( P M D a s r e c ) R e g l i t r a u o n 

Medicine 

Dent i s t ry 

Engineer ing 

A r c h i t e c t u r e 

E c o n o m i c s / C o m m e r c e 

� 2 J 

379 

J 7 3 

335 

] I 3 

J32 

I p r e - r e g i i t r t t l o n year 

as i n t e r n . 

Add i t i ona l e x a m s plus 

p r a c t i c a l w o r k . 

2 y e a r s p r a c t i c a l w o r k . 

( a ) Up to 1973, MB&S courses a t a l l m i v e r s i t l e s * e r e o l s ix years ' dura t ion , fai 

197*, the U n i v c r s i t i e t o l Sydney and N S V in t roduced five year courses ; 

however, there is some movement towards a r e t u r n to the s ix y e a r cou r se 

s t r u c t u r e , a l least at the U n i v e r s i t y o l Sydney . 

Source) J n l v a r i l t y of Syiinty Co landa r , I 9 S 2 . 

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 more of the various teaching hospitals 
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 
(provided, of course, there is no intervening lapse of 'fame or 
character' etc.). 

Following registration, 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 a 
Registrar. In addition, he/she may acquire further post-
graduate qualifications, ultimately entering one of the 
specialist areas. For example, RMOs aspiring to general 
practice are encouraged to take the four year (postgraduate) 
Family Medicine Program. Doctors in general, and GPs in 
particular, are in any case involved in a process of (voluntary) 
continuing self-education throughout their working l i fe , in an 
effort to keep abreast of advances in medical knowledge and 
technology. The incentive for this is generated by com-
petition in the dimension of quality which is prevalent in the 
kinds of markets in which medical practitioners sell their 
services (as outlined above). 
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IV. THE E F F E C T S OF REGISTRATION 

Registration effectively closes the supply side of the 
market(s) for medical services to all except those willing and 
able to complete the registration requirements as outlined 
above. Direct entry by immigrant doctors has been restricted 
to those with degrees from Commonwealth countries. 
Unprofessional conduct, such as advertising, is 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 fee) by quacks is 
outlawed, although some sellers of 'fringe medicine' services 
such as homeopathy, osteopathy and so forth compete with 
the registered practitioners for custom. >' 

However, there is 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 grandfather clauses), can be expected, 
therefore, to result in higher net irxromes for established 
practitioners, and a potential market-closure monopoly rent 
to rtew entrants. In so far as new entrants behave so as to 
maximise their expected returns over the set of available 
alternative occupations, they will compete for this rent by 
Investing in acquisition of whatever attributes permit them 
entry - in this case the registration requirements. This 
competition will result in redistribution and dispersion of the 
rent to the point that new entrants ultimately make no more 
than normal returns. Registration has been around for long 
enough for this to be the case for medical practitioners. 

Were doctors' licences freely transferable but restricted 
in number (just as are taxicab licences), then the mju-ket-
closure rent would be revealed in the market-clearing price 
for the licences. However, this is not so for medical 
registration; the practitioner and the licence to practise are 
not separable in this way. In medicine, we would predict 
therefore that competition for the right to practise medicine 
wil l , in the short run, relocate part of the market-closure 
rents to the owners of resources providing the accreditation: 
that is, the teaching facilities (including perhaps the 
teachers) and the users of intern labour (that is, the 
hospitals). In the long run, to the extent that there are no 
fixed factors in the production of these facilities, costs there 
will rise until the entire rent is dissipated. '* Of course part 
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of the rent could be captured by those whose fortunate choice 
of parents endowed them with a superior ability to attain 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 choice of 
occupation), and in the administrative costs of the 
bureaucracy necessary to run the whole show. The point of 
this is that, apart from short run market perturbations, we 
can expect medical practitioners currently in the market to 
make no more than normal return (that is, zero economic 
profit). Short run disturbances, such as changes in govern-
ment policy as to health ir»urance etc. will create quasi-rents 
only. Of course, the length of time necessary for training to 
acquire registration means that full long run adjustment to a 
new zero profit equilibrium may take several years . " On the 
other hand, long run adjustment might rx>t only be by way of 
market entry, but also by the professional bodies responding 
to happier circumstances by raising 'standards' (for example, 
tighter restrictions on immigrant doctors, compulsory post-
graduate training, etc.). The latter device would preserve 
rents for established GPs. 

One other implication is that doctors' chosen (weekly) 
working time may tend to rise relative to 'other' occupa-
tions. This Is so because the market-closure raises 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 effect dominates." This is relevant to GPs 
in private practice since they are able to choose their 
preferred working hours more easily than can, say, a salaried 
professional. The evidence is that the average working week 
for a GP is 50 to 53 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 for medical services to have been 
fully worked out. As indicated below, the student entering 
university with a view to eventually becoming a GP can 
expect ultimately to earn an IrKome which may well be above 
that earned in the other professions to which he/she would 
otherwise have aspired, and it will certainly be above the 
'average' income measured, say, by average weekly earnings. 
Against this, on the other hand, the student can expect an 
arduous and lengthy period of training and, if eventually 
entering private practice, additional costs (for example, 
leisure time given up, provision of 24-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 
differential non-pecuniary attractions of practising medicine. 

V. P R I C E S , INCOMES AND WEALTH 

It is at present virtually impossible to obtain sufficient data -
especially on GP incomes - to adequately test the hypothesis 
that doctors' rents, other than those to differential ability in 
medical practice, will be zero. However, some indications 
can be ted from the information that is currently available. 
A glance at Table 5 reveals that in respect of average net 
incomes (after expenses, but before tax) calculated for tax 
purposes, medical practitioners head the list. It is interesting 
that the ranking by income of the professionals listed in Table 
5 is the same as their ranking by the height of the market 
aggregate entry barrier to their respective university courses 
(see Table *»). 

T A B L E V. M e a n N e t I n c o m e s - S e l e c t e d P r o l e s s i o n s 

1973-76 1979-W) 

S » o f D o c t o r s S « o f D o c t o r s 

M e d i c a l P r a c t i t i o n e r s 3 6 , 2 1 ) 100.0 ) 9 , 9 « l lOO.O 

L a w y e r s 2 « , J 8 3 6 7 . 9 2 7 , ) » * 7 6 . 2 

D e n t i s t s 2 2 , 3 2 9 6 2 . 2 23,676 71 .4 

E n g i n e e r s l * , 2 } l 39 .* 1 6 , » l « 6 . l 

A r c h i t e c t s 10 ,739 29 .7 1 2 . 7 » J 3 J . J 

S o u r c e : S c o t t o n , 1980 , p . 7 1 ; a n d r a i o t i a n S t a t i s t i c s , 1979-SO 

Note also that medical practitioners* mean income level 
declined in real terms^o over the four years to 1979-80 and 
also fell relative to the incomes of all the other professionals 
listed in Table 5. Over that period, the supply of newly 
graduated medical students rose sharply at the same time as 
the increase in the net inflow of immigrant doctors. At the 
same time, the well-known changes in government policy 
regarding its own subsidisation of health care expenditure and 
health insurance meant that there was a (small) rise in the 
part of gross medical fees directly paid by the patient. The 
consequent price effect on demand combined with the 
increase in supply should have resulted in a fal l in the market 
clearing prices of medical services relative to other prices, 
with the low elasticity of demand resulting in reduced 
incomes. Net real incomes would have been further reduced 
by rises in practice costs, especially wages. Both the Medical 
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Benefit scheduled fees and the AMA listed fees in fact rose 
by a little more than 30 per cent over this period, but the 
proportion of medical services actually priced in excess of 
the MBS schedule declined by over 50 per cent (see Table 6). 

T A B L E 6t P e r c e n t a g e o f S e r v i c e s w h e r e the F e e C h a r g e d w a s i n E x c e s s o f 

the M B S F e e - G e n e r a l P r a c t i t i o n e r s 

D e c . 197* D e c . 1979 D e c . 1980 

New South Wales «6 25 17 

V i c t o r i a » 37 27 
Queens land 66 yj ) 0 
South A u s t r a l i a 11 12 

<i2 

9 

Western A u s t r a l i a « 6 
12 

<i2 W 

T a s m a n i a � 9 26 23 

S o u r c e : Hansard, C o m m o n w e a l t h House o f R e p r e s e n t a t i v e s , 16 F e b r u a r y , 

I 9 S 2 , pp. g 7 - S 8 . 

It would appear that the market clearing price structure has 
not kept pace with the two 'off ic ia l ' schedules,^* as Is so 
often the case, and thus that market forces are alive and 
well. It is difficult to determine whether medical practi-
tioners, particularly GPs, made economic losses in the late 
1970s - 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 period. 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 earnings of a representative GP by making guesses at 
these streams for a person who expects to spend six years in 
an intensive university course, followed by one year as an 
intem, and say, three to four years as an RMO before 
entering private practice. This person would expect low 
income for three to five years while the practice is being 
established and higher Income thereafter until retirement at, 
say, age 65-70. Intern and RMO salaries are published 
awards, but the unknowns are the net earnings from private 
practice, and the other additional costs of general practice -
such as the value of extra leisure given up. With respect to 
the first of these, close substitutes for GP private practice 
are the available salaried positions as Medical Officers in 
hospitals and sundry government areas, the salaries for which 
are obtainable. Rough and ready calculations yield the 
following guesstimates of (gross) present values using 
constant 1981 prices,^ ̂  and assuming that 'most' of the direct 
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university training costs are funded by a combination of tax-
financed subsidies and parental support.2 s 

T A B L E 7: Cnm P i v M n i V>Jur (Net of T u > of E^MCIed U l d i m c Nei E M I I « > U A ^ C U 

(Real) O s o D u n I HmUi 

Economict Oraduaw (3 yew P a u r j x i r w l 
loar 
high 

C P r e u r i f i ( at a ( « 6i 

low 
mid-range 

5 per cent 1 per cent 10 per ceni 

111,100 12«,100 »9,}0Q 

201.lOO 111,100 
2 )« .M0 117.100 l l t , » 0 0 

2II.0O0 I I I . M O 15,100 
2W.11* 121,121 91.271 
2«I . I00 IJ l . lOO » t ,500 

� 2 , I M -1,222 

-10, M* - l l , 7 7 » -19.122 

DUlfl 
GP (mitl-range) mirajt AWE 

C P (mld-rangc) rmnut 
Economic! graduate Clow') 

If these calculations mean anything, they indicate that 
the hypothesis that GPs' rents are zero cannot be rejected 
without further evidence to indicate the contrary. The GP 
income figures may well be biased 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 ignored.?* In addition, private practice involves a 
greater risk than do salaried positions, but on the other hand, 
could yield rewards (for example, non-pecuniary returns, tax 
advantages) rK>t available elsewhere. In any case, raising 
after-tax income during private practice by 50 per cent would 
add roughly $30,000 to mid-range present value - bringing the 
GP just up to the economist. This is because the higher 
irjcome is postponed so far into the future. Extending the 
analysis to the case of specialists, one would expect that 
again, higher net incomes would, in terms of present value, 
just compensate for the additional training costs, ignoring 
differential rents to 'ability' as a specialist. It would be 
interesting to test this. 

V. REGISTRATION, B U Y E R INFORMATION AND P O U C Y 

As we have seen, the medical services are reputation goods 
sold in a closed price searcher market. One of the 
implications of this is that an increase in the number (rather 
than the doctor-population ratio) of GPs results in greater 
search difficulty on the part of buyers. Buyer search 
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becomes less efficient and, as a result, the demand schedules 
facing sellers become less price elastic. Thus, a rise in price 
is a possible consequence of an increase in GP supply.^* This 
conclusion rests on the economics of information flows and 
consumer search patterns in these kinds of markets, and 
provides an explanation of the often observed non-negative 
relation between doctor-supply and price. It is thus an 
alternative to the 'supplier-induced demand' or 'target 
income' hypotheses. * ' 

Another aspect of the informational peculiarities of these 
markets is, as we have seen, that buyers have limited 
knowledge of the quality of the producer, whereas the 
producer is relatively certain of his or her own expertise. 
This is referred to in the literature as an instance of 
'informational asymmetry'. When informatiorial asymmetry 
occurs, the market can fail to produce a socially optimal 
level of quality of service, in the sense that buyers' benefits 
from higher quality units that could be produced but are not, 
exceed the metrginal cost of their production. To see this, 
imagine a market in which anybody could set themelves up as 
a 'doctor', but that patients cannot distinguish which doctor is 
of which quality, and that there is a range of qualities 
available from the "best' to the 'worst'. The market clearing 
fee will then reflect the average quality available. High 
quality 'doctors' cannot command a fee different from the 
market clearing fee unless they can transmit (believable) 
information of their excellence to potential patients. If this 
is not feasible, then high 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 
market clearing fee. This process, if stable, continues toward 
a 'quack-equilibrium' in which it does not pay higher quality 
'doctors' to sell their services as doctors, even though the net 
social gain would be positive.*' 

Thus, one justification for the requirement that all GPs 
pass through a prescribed course of training is that this has 
the effect of raising the average quality of doctors, and thus 
the fee charged. This in turn attracts the entry of higher 
quality GPs. Minimum registration requirements also provide 
buyers with the information that all registered GPs possess 
'quality' of at least minimal stemdard. To the extent that 
buyers trust that all GPs are alike in this respect, their gain 
from sesu'ching amongst alternative GPs is reduced. Location 
and other parameters become relatively more important 
determinants of buyer choice. 
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Unfortunately, there is no guarantee 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 of rent-seeking 
professionals, the level of minimum requirements is likely to 
be excessive in relation to a socially optimal level, because of 
the influence of the mcirket-closure quasi-rents potentially 
available. 

Other justifications used for compulsory registration 
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, as the consequences of many medical services are sunk 
(the appendectomy, like the cashectomy, is irreversible), 
people should be prevented from choosing medical services 
supplied by lower-quality, high-risk sellers. 

The extent to which the problem of limited buyer 
information can be met by the alternative course of (non-
compulsory) certification has been discussed by Baird,^* 
among others. Whether the net gains, from the introduction 
of this kind of certification, would be positive is a moot point 
- certainly the consumer choice set would be widened. 
Currently practising doctors would lose and we would observe 
intensive lobbying by the professional associations to prevent 
such a change from taking place. 

Firtally, the economics of the GP market has led to the 
conclusion that GP rents are competed to zero in the long 
run. The sources of high and rising health costs CirKreasing 
monopoly' apart) are largely to be found first, in the 
separation of user and third-party payer under government 
subsidy schemes etc.; and second, in the standards of quality 
imposed by the Medical Practitioner Acts, monitored by the 
Medical Boards, and sustained by the practitioner-training 
industry. It is pointless to complain exclusively about too 
high doctors' fees and current flow incomes, while at the 
same time Insisting that standards be compulsorily 
maintained. It is the latter which determines the former. 
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Notes 

1. Royal Australian College of General Practitioners 
(RACGP), General Practitioners in Three Regions of New 
South Wales: A ^ v e y Report, Research Committee, 
N.S.W. Faculty, 1977. 

2. Studies reveal that medical service is a superior good. 
See 2. Richardson, The Inducement Hypothesis: That 
Doctors Generate Demand for their Own Services', ed. 
P.M. Tatchell, Economics and Health, Proceedings of the 
First Australian Conference of Health Economists, ANU 
Press, 1980, pp. 9k-\^t; Richardson, 'A Model of Doctor 
Practice: An Empirical Analysis using Sydney Survey 
Data', ed. P.M. Tatchell, Economics and Health 1980, 
Proceedings of the Second Australian Conference of 
Health Economists', ANU Press, 1981, pp. 17-53; 3.P. 
Newhouse and C . E . Phelps, 'Price and Income Elasticities 
for Medical Care', ed. M, Perlman, The Economics of 
Health and Medical Care, Wiley, 197'», pp. 139-161; and 
the studies reported by P.3. Feldstein, Health Care 
Economics, Wiley, 1979, pp. 92-93. 

3. Relocation of doctors towards areas initially perceived as 
relatively more advantageous should have the effect of 
competing down the level of fees there, relative to fees 
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 'quality' (for 
example, longer avail2d>le surgery hours) will raise 
practice costs. Either way, net returns tend to equality 
across regions, all factors taken into account. 

I*. Low price and time-cost elasticities of market demand 
have been observed for medical services; see the 
references cited in Note 2. 

5. Also, as is well known, the 'condition' from which a 
patient suffers is often revealed not directly, but via 
symptoms. The GP must then provide a diagnosis (or 
failing this, referral to a specialist) and a course of 
treatment. GPs presumably differ In their diagnostic 
expertise, and this adds another uncertainty to the 
buyer's choice problem. One of the cirguments put for the 
RACGP's Family Medicine Program is that less well-
trained and less experienced (but risk-averse) GPs tend to 
refer more frequently, and thus use up more expensive 
resources, relative to FMP training. 
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6. M.A. Satterthwaite, "Consumer Information, Equilibrium 
Industry Price, and the Number of Sellers', fne Oell 
Journal of Economics, voL 10, 1979, pp. <t83-502. 

7. See Satterthwaite, 1979; and M.V. Pauly and 
M.A. Satterthwaite, The Pricing of Primary Care 
Physician's Services: A Test of the Role of Consumer 
Information', r/ie flell Journal of Economics, vol 12, 
1981, pp. W8-506. 

8. Because of limited arbitrage (It Is difficult to re-seil an 
appendectomy), if individual demand elasticities are 
identifiable (for instance, by income), then we can also 
expect price discrimination. This was observed by 
R . A . Kessel ('Price Discrimination in Medicine', Journal 
of Law and Economics, vol. 1, 1958, pp. 21-33) for the 
US. There is some evidence that this is also the case in 
Australia (sundry evidence given to NSW Price 
Commission Inquiry into medical fees), although this 
should be less frequently observed the less the proportion 
of the 'gross' price that is paid directly by the patient. 

9. For example, see T.S. Pensabene, The Rise of the Medical 
Practitioner in Victoria Health Research Project 
Monograph no. 2, chap. 2, AND Press, 1980. Attempts at 
licensing and regulating the profession in the UK date 
back to the time of Henry VIII, and the establishment of 
the Royal College of Physicians in 1551. As for surgeons, 
the Charter of 'The Mystery and Commonalty of the 
Barbers and Surgeons of London' (.151*0) introduced 
demarcation between surgeons and barbers; at this time, 
and earlier, 'ojjerations' 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 fee and conduct 
regulation for Babylonian physicians (2000 BC) with 
quality control exercised via rather drastic sanctions 
against physician/surgeons whose operations had less than 
satisfactory results. 

10. Or, at Sydney, the particular set of courses leading to 
one of the "barriers' to further progress towards the 
degree. 

11. This may well be efficient in the context of 'free' 
scarce education funded by the taxpayer-at-large, as 
compared with a policy of lowering the entry barrier 
and subsequently failing or excluding many more 
students at the end of, say, first year. 

12. On the plight of immigrant doctors from post-war 
European countries, see E . Kunz, The Intruders: Refugee 
Doctors in Australia ANU Press, 1975. 
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13. Chiropractic is now a registerabte practice in several 
States. 

Ik. See A.O. Krueger, 'The Political Economy of the Rent-
Seeking Society', American Economic Review, June 
197f, pp. 291-303; and R . A . Posner, The Social Costs of 
Monopoly and Regulation', Journal of Political Economy, 
vol 83, 1975, pp. 807-827. 

15. Posner gives an analysis of this for regulated industries 
in general. It would be interesting to attempt to 
calculate the deadweight losses in our particular case, 
account being taken of the extent to which compulsory 
registration corrects for market failure. 

16. This contention is supported by Leff ler 's findings for the 
US ( K . B . Leff ler , 'Physician Licensure: Competition and 
Monopoly in American Medicine', Journal of Law and 
Economics, vol. 21, 1978, pp. 165-186). 

17. C M . Lindsay, 'Measuring Human Capital Returns', 
Journal of Political Economy, vol 79, 1971, pp. 1195-
1215. This is also the case where access to any skilled 
occupations requires an investment in training. 

18. The Karmel Report (Committee on Medical Schools, 
Ejcpanaion of Medical Education, 1973, pp. 37-tO; 
evidence given to the NSW Prices Commission Inquiry 
into Medical Fees, 1979-80. 

19. See Leffler for confirmation of this for US data. 
20. The CPl rose by 50 per cent over this period. 
21 . As pointed out previously, there is no regulation of 

actual fees charged, except that changes in the Medical 
Benefits scheduled fees directly alter the proportion 
which the patients pay directly, for any given gross 
fee. Nor are there sanctions against doctors who do not 
follow the AMA listed fee schedule; rather, the 
preamble to the AMA list appears to exhort doctors to 
regard these fees as upper bounds. Thus, set against the 
dogma current in some quarters that the AMA attempts 
to somehow 'administer' prices in the medical profession 
is the alternative proposition that the AMA list is a 
device for signalling individual members the AMA's 
estimates of these upper bounds. Price-searcher 
information costs are thereby reduced and fewer 
mistakes are made by sellers in attempting to correctly 
guess the market clearing price. 

22. Income streams are calculated net of tax, as progressive 
taxation will presumably affect occupational choice. 

23. Using a combination of MO award salaries, anecdotal 
evidence and the tax data yields a range of $28,700 to 
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$36,000 for net income before tax but after expenses, 
with a mean income of $32,300 (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-to-measure 
intangibles. The calculations of present values of 'GP 
mid-range' use an estimate of award salaries for MO 
positions 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 
comparison. 

21*. 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 margin) by the 
number of hours worked by GPs in excess of their best 
other occupation (for instance, as an employee of the 
public service). Considering only additional leisure 
given up while in practice (that is, ignoring that given 
up during the training period), the present values as at 
age 18 of this cost are $>2it,092, $11,68'*, and $7,511 at 
discount rates of 5, 8 and 10 per cent respectively. This 
places the aspiring GP at a further relative disad-
vantage, although the disadvantage is here overesti-
mated because the figures are upper bounds on the cost 
of leisure foregone. 

25. Satterthwaite, 1979. 
26. See, for example, Richardson, 1980. 
27. For an analysis of this, together with the implications of 

professional self-regulation, see H.E. Leland, 'Quacks, 
Lemons, and Licensing A Theory of Minimum Quality 
Standards', Journal of Political Economy, vol. 87, 1979, 
pp. 1328-13'»6. 

28. 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 

Don Anderson 

I - INTRCXDUCnON 

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 occupation.' In Australia, the 
provision of accounting services is not determined in a free 
and unregulated market. Instead of free interaction between 
producers and consumers, there is substantial interference by 
government, regulatory bodies and the accounting profession 
itself, relating to the nature of, and conditions under which, 
producers operate. These include the type of data, form and 
regularity of accounting reports for consumers. Further, it 
lias been predicted by both regulators and the accounting 
profession that the degree of interference is likely to 
increase. ^ 

The accounting industry in Australia then appears to 
operate on a mixture of government regulation and self-
regulation. Entry to practice as an accountant is restricted' 
and practitioners choose to further restrict competition by 
imposing restrictions on advertising, by binding themselves to 
codes of ethics in the conduct of their service, by seeking 
essentially identical services under the ambit of 'accounting 
standards' and (if recent suggestions are correct) binding 
themselves to 'guidelines' for the setting of fees." In so far 
as the producers of accounting services are acting in concert 
and barriers to entry are maintained, there exists the 
possibility of a cartel of producers with the potential to 
charge higher than competitive prices, to price discriminate 
and to restrict output to less than socially optimum. In a 
profession of allegedly rational, wealth-maximising persons, 
we would assume that individuals would react to the incentive 
structure they face; to this end any observable antisocial 
behavior of the cartel reflects the 'tolerance' of the rest of 
societv in allowing that group to be antisociaL 

63 



Occupational rtegulatfon 

While the avowed intention of regulation is frequently 
couched in terms of furthering the public interest on the t>asis 
that a freely operating market is apt to be fragile or 
ineffective, the view of regulatory authorities as costless or 
effective actors in markets has been increasingly dis-
counted.' The recent theoretical work of Peltzman' which 
examines the behaviour of regulators who, it is presumed, 
maximise their utility, raises skepticism as to the singular 
relevance of either the public interest theory or capture 
theory (private) results of regulation. Peltzman hypothesises 
that 'regulatory agencies will not exclusively serve a single 
economic interest'.' In other words, the possibility exists 
that testing either the capture hypothesis or the public 
interest hypothesis in isolation may generally provide 
incomplete and misleading answers. On the other hand, it 
may be rather empty to demonstrate that members of the 
accounting Industry simply react rationally to the incentives 
they face, however anti-social. There is merit, at least on a 
priori grounds, to analyse the structure of incentives and 
explain consequent actions if for no other reason than 
establishing a justification as to why a society might allow 
itself to bear such costs. 

It can be argued that at a time of restructure or change 
within an occupational cartel (either exogenous inspired or 
endogenous inspired change), the Incentive structure facing 
various parties becomes more observable in supporting or 
opposing the change. Rather than attempt to observe the 
progression to the present regulated structure, this paper 
seeks to analyse the incentive structure of the accounting 
profession by analysing the structure of interests in the 
recent attempt to amalgamate the profession from two 
bodies into one. The possibility of a competing 'competition' 
hypothesis will not be ignored - that is the existence of two 
bodies in the profession over a considerable period has 
reflected a desire for competition between producer groups. 

n . INTEGRATION OF THE PROFESSION 

Background 

The accounting profession is organised into two main 
professional groups: the Australian Society of Accountants 
and The Institute of Chartered Accountants. The history of 
professional accounting associations in Australia has been 
characterised by a large number of amalgamations.* As early 
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as 1952, publicity was given to the need for only one 
accounting body, yet two recent attempts in 1976 and 1981 
both failed to produce an affirmative result for integration 
despite strong statements from the executives of both bodies 
urging members to support the integration proposals. Typical 
of the type of argument presented over the period has been: 

Two professional bodies can only result in two defini-
tions of the basic pattern of intellectual interest and 
emphasis; in two sets of entrance standards; and in 
two methods of maintaining ethical and moral 
codes. There is obviously a prima facie case for one 
profession. 

. . . It [integration] will strengthen the ability of 
our profession to meet the many challenges facing its 
members and facilitate effective action to develop 
and enforce the standards of accounting appropriate 
to the rapid economic expansion of Australia. ' 

In pursuing integration emphasis has been given by both 
bodies (frequently in the form of joint statements) to the 
need for protection of the public from imperfect knowledge 
of the accounting product " . . . caused by different profes-
sional designations each claiming its own status'.'* 

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

Consumers and quality 

The idea of protecting consumers of accounting services by 
implementing a unified standard of product from one 
professional body may reflect a consumer demand for 
licensure of accountants under one organisation. While 
consumers face the considerable cost of organising 
themselves into an effective cartel, they do drastically 
dominate producers in numbers, wealth and votes. In short, 
to dismiss a public interest explanation outright may be 
dangerous when a priori It would be possible that integration 
could offer gains (losses) for the consumer as well as the 
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producer. At least three rationales based on public interest 
arguments have been made to explain why consumers might 
demand minimum quality standards: from Moore, these are 
'Costly information as to quality', 'Consumption externality' 
amd 'Society knows best' and are now briefly outlined.^' 

(1) Costly information as to quality. If the consumer 
cannot judge the quality of a complex good, particularly if 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 shifting 
the equilibrium distribution of quality supplied to lower 
qualities directly as information costs rise. Implicit in the 
action of a self regulated (or state regulated) profession in 
guaranteeing minimum quality is that they have a 
comparative cost advantage over private entrepreneurs who 
might offer an information service. 

(li) Consumption externality. Consumers may demand 
minimum quality standards be set for all practitioners 
because they cannot internalise the external benefits of high 
quality. For example, if a firm chooses to use the services of 
a 'quick and dirty' accountant they may increase the 
probability that others may lose from not having the 'correct' 
financial information. In short, if there is a positive 
externality in the provision of accounting services, there will 
be under-investment in these services if this externality 
cannot be internalised under a non-regulated system. 

(lil) Society knows best. A final rationale for demanding 
minimum quality constraints is based on the assumption that 
individuals underestimate the risks from consuming low 
quality services, but the same individuals correctly anticipate 
the expected results for the best of society. To illustrate, an 
individual (firm) may correctly estimate that 'improperly' 
prepared financial statements will result in capital being 
supplied to the wrong firm in x per cent of cases, but the 
same individual (firm) may evaluate his own chances of being 
disadvcintaged at less than x per cent. 

However, while it is possible that certain public Interest 
rationales may manifest themselves in demand for minimum 
quality service, what is not obvious is 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 freely operating market. 
The demand for quality standards per se may constitute 
rveither necessary nor sufficient conditions for the regulation 
of quality standards because it has been implicitly assumed 
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that there is market failure. In a freely operating market for 
accounting services, there are a number of ways consumers 
are able to make decisions on the basis of quality even when 
the good is complex in nature and (possibly) purchased 
infrequently. 

Firstly, the fact that accounting firms have organised 
themselves Into professional organisations which impose and 
enforce standards is some guarantee of quality. In fact there 
is a positive incentive for like producers to form such 
organisations to share advertising costs about quality, parti-
cularly when consumer search costs are positive. In the case 
of the accounting industry, each professional group will have 
an incentive to advertise the quality of its product vis-a-vis 
tliat offered by different groups. If qualities are different, 
then consumers are better off in that they are able to 
purchase only the quality desired and not a minimum quality 
which might be greater than that desired. Therefore, if the 
accounting profession is interested in offering information 
about quality, it is difficult to understand why there exists an 
almost total ban on advertising. 

Secondly, a purchaser may hire the services of an 
independent accountant to monitor the services provided by 
any hired f i rm. However, again the profession is active in 
discouraging this type of activity by the imposition of ethical 
rules which 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 of accounting services can protect 
themselves through the contract they negotiate with the 
accounting firm whose services they employ. Clauses to 
cover such contingencies as specific performance, 
nonperformance, damages or rights of redress could be 
written into contracts between accountant and client and the 
price of accounting services would reflect the contractual 
obligations. In the same way, consumers could ensure against 
the risk of loss through quality being less than expected. «* 

Conspiring to compete? 

While the avowed intention of integration may be to further 
the public interest, the actual effects by such proposals may 
be different. There exists prima facie evidence that the 
accounting profession has intended to further limit 
competition by raising barriers to entry. In another document 
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entitled /ntegration Proposals published jointly by the 
Institute and Society, it is sUted explicitly that following 
integration: 

It is pcirt of the spirit of integration to 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 also interesting to note that existing members of either 
body would automatically be elevated to the status of the 
integrated body without having to satisfy the new entry 
requirements (gramdfather clauses). It is not within the scope 
of this paper, however, to specifically record each 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 existertce of barriers to entry is a necessary, but not 
sufficient, condition for the generation of long run rents 
(excess profit) and, in the absence of detailed information on 
price and cost structures, to conclude that the nnembers of 
the industry earn rents, whilst tempting, may be dangerous. 

The accounting bodies give only tacit recognition to the 
possibility that two producers might facilitate the provision 
of a competitive environment in the industry. Instead, 
competition is interpreted by the profession as the process by 
which barriers can be erected to control 'infiltrators'. Under 
the heading 'Competition' in the /ntegration Proposals, the 
following policy statement appeared. 

It has been suggested that two professional bodies 
provide a degree of competition which is healthy in 
our free enterprise system. Al l accountants compete 
in their normal business activity, for more clients, 
better jobs, more efficiency. However, as a pro-
fession, all accountants are meeting increasing 
competition from practitioners in tax who are not 
bound by the discipline and ethics of the accountancy 
profession, and from merchant banking, trading 
banks, management consultants, even lawyers, and 
therefore the stronger and more united the profession 
is, the less erosion there will be of business available 
to <pjalified accountants <ind the better and more pro-
fessionally served will be the general community.'"* 
(emphasis added) 
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The opportLffiity for the greatest producer benefit from 
integration is the possibility of a reduction (or elimination) in 
the costs of colluding to maintain a cartel arrangement 
between the two bodies. 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 is exacerbated by the fact that 
any agreement to collude cannot be written as an enforceable 
contract; the legal system imposes costs 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 as a result tend to be more implicit than 
explicit. 

From Machlup,>* implicit forms of collusion may be 
supported in many ways: by tradition - a consistent pattern of 
responses to competitors actions permits competitors to 
expect continued adherence to the same pattern; by ethics -
the implication is that one will adhere to a 'standard of 
fairness' in the conduct of trade; by 'informal' talks between 
competitors; by announcements of 'trade associations' of 
'industry standards'; by announcements of firms indicating 
compliance with trade association announcements; and, by 
participation of competitors in trade association meetings, 
conferences etc. 

The types of implicit collusion alluded to above are 
directly observable in varying degrees in the accounting 
profession. For example, both bodies maintain comprehensive 
codes of ethics for their members; the bodies co-operate on 
the running of the Australian Accounting Research 
Foundation whose principal function is to publish standards of 
accounting practice for use by members of the two bodies; 
the bodies prepare joint submissions for, and elect common 
delegates to serve on, government committees; and, the 
bodies jointly sponsor conferences. The conclusions of 
Machlup are important in offering some perspective to the 
type of collusion in accounting. 

None of these six forms of collusion includes 
'agreement': at best they involve 'understanding'. 
But, it should be obvious, the most informal, 
impersonal understanding will often achieve far 
better compliamce than the most 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 so a cartel is inherently unstable as the opportunity for 
gain by a recalcitrant participant to the agreement is ever 
present. Stigler succinctly summarises the position. 

And this is the story of cartels' lives. When this 
rivalry does not take the form of investment, some 
other form achieves the same result. Thus some 
states have had laws that no one could sell liquor, or 
gasoline, or some other commodity at less than a 
designated price (or mark-up). A firm will then seek 
additional patronage by advertising more, giving 
better service, or some such device. As a result, the 
cost curves shift upward, and in long-run equilibrium, 
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 to reduce collusion costs 
but instead maintains that integration would enable the 
profession '. . . to speak with one voice in the areas of 
accountir^ <ind standards research, legislation review, 
taxation submissions and professional development''* but 
admits: '. . . there can be no doubt that the joint approach of 
the two bodies speaking for the whole profession has been 
more effective than approaches by individual bodies would 
have been', 

It also seems possible that the collusion costs argument 
might manifest itself in an argument by the profession about 
'wasteful replication'. 

Aware of the degree of co-operation already existing, 
some members have questioned the need for 
integration of the two bodies. Such a view overlooks 
the inefficient administration inseparable from the 
reconciliation of the views of the two bodies, and the 
often almost Insuperable difficulties achieving such 
reconciliation with the constraints of an often tight 
timing deadline. The separate preparation of 
submissions by the elected representatives or 
administrative staff of 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 excuse for the reduction of collusion costs may represent a 
saving if the probability of the cartel breaking up is zero and 
the dead weight loss is regarded as a 'sunk' social cost. 

The vote considered 

While on a priori grounds it would appear that the effect of 
integration would be to further restrict competition (or, at 
least maintain the current restricted level at lower cost) and 
generate rents for the industry, the likely distribution of 
those rents between members of the cartel is important in 
hypothesising Ixjw individuals reacted to (and voted for) the 
integration proposals. Under the 1981 proposals, it was 
planned to establish barriers to entry on the basis of the 
higher of those of either the Institute or Society. In absolute 
terms this would mean that no members would be affected by 
a lowering of barriers, but more importantly the possibility 
exists that some members will be made relatively better or 
worse off after integration. 

Certain interests were declared both officially and 
unofficially during the negotiations. On a priori grounds, it 
would appear that the executives of both bodies had good 
reason to open negotiations, notwithstanding the reduction in 
collusion costs considered above. From the executive 
position it would be easier (less costly) for governments to 
deal with one body and in turn easier for that body to lobby 
the government if it has minimised the costs of lobbying. The 
Society obviously would receive a considerable elevation in 
economic status in achieving barriers to entry of at least 
those of the Institute - which tend to be higher than those of 
the Society. The Institute on the other hand, it has been 
suggested, saw the considerable advantage in amalgamating 
with tlie member-rich (and fee-rich) Society as an opportunity 
to avoid an embarrassing financial situation. The Financial 
Review reported during the 1975 negotiations: 

A material factor that led the Institute council to 
seize the initiative in reopening integration 
discussion has been the Institute's weak financial 
position, but very little has been said about this at 
the Melbourne meetings.^ ^ 

While the executives of the bodies might have incentives to 
maximise the present value of their memberships by an 
amalgamated body, this action does not guarantee that all 
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categories of members of either body are as well-catered 
for. One group which was vocal in its opposition to the 
amalgamation was those members of the Institute who had 
graduated from satisfying a professional year requirement of 
the Institute. Under the rules of the Institute, it is necessary 
for any person seeking admission to attend twelve discussion 
sessions of three hours' duration, complete an assignment 
prior to the session, and sit an examination all within a nine 
month period. The candidate must have worked for a 
chartered accountant for at least one year prior to the course 
and remain in his employ during the course. The achievement 
of the qualification is considered onerous and difficult . 

The Society has nothing which compares with the 
Institute, with the exception of a very '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 
professional 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 period 
of their membership. Opening the floodgates would 
effectively 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 respective bodies. 

m. CONCLUSION 

This paper has attempted a review of aspects of the incentive 
structure facing both producers and consumers of accounting 
information. A recent significant event - integration - was 
considered so that the incentive structure might become 
more apparent. In the absence of empirical research in the 
area 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 face. While no support could be 
found on a priori grounds at least, for rejecting a market 
solution as an optimal production strategy for eiccounting 
information. Further, there is reason to believe (again on 
a priori grounds) that the regulation of accounting may be in 
equilibrium where the gains (and pains) of the regulation are 
shared between the regulated and consumer. 
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Notes 

1. The economic theory of regulation was formulated by 
G.3. Stigler 'The Theory of Economic Regulation', Sell 
Journal of Economics 2, Spring 1971, pp. 3-21 and posits 
regulation as an economic good with specificible demand 
and supply functions. 

2. For example the Attorney General for New South Wales 
has warned: 'Accountants I speak to seem to be of the 
consensus that self-regulation Is what they want. It is, of 
course, what they already have, but my thesis is that a 
continuation of l ife as it is in the profession can only 
guarantee that the profession will not be left alone -
either by law enforcement agencies, by the judiciary, or 
bureaucrats or, eventually, by our legislatures.' 
( F . Walker, 'The Accounting Profession: a Case for 
Regulation', Proceedings: Regulation and the Accounting 
Profession, October, University of Queensland, 1979, p. 
l l '*) And the accounting profession, anticipating an 
increase in government regulation, has lobbied for 
involvement. 

'It was submitted that the competency of the two bodies, 
to undertake the responsibilities outlined, could be 
gauged by reference to the objectives which constantly 
remain their goal: . . .to develop mutually beneficial 
relationships with governmental, commerciaJ, industrial 
and educational bodies: to assist governments in the 
formulation of legislation by analysis and examination of 
draft proposals and to advise members in relation to the 
interpretation of Acts and Regulatiora.' (Australian 
Society of Accountants and Institute of Chartered 
Accountants in Australia. The Accountant and Statutory 
Recognition', Australian Accountant 3uly 197'f). 

3. For a full description of the barriers, see D. Anderson, 
The Accounting Profession in Australia', Proceedings: 
Regulation and the Accounting Profession, October, 
University of Queensland, 1979. 

t. See for example National Fimes, 12 April 1982. 
5. See R . A . Posner, Theories of Economic Regulation', 

Journal of Law and Economics, 5 Autumn, 197'», pp. 335-
58 for a description of the general assumptions on which 
this, and other regulatory rationales are based. 

6. See S. Peltzman, Toward a More General Theory of 
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Regulation', Joumai of L a w and Economics, vol . 19(2), 

August 1976, pp. 211-1*0. 

7. Pel tzman, p. 1. 

8. See R . S . Gynther, Prac t i s ing Accountants in Aus t r a l i a : an 

Analyt ica l Study, St. L u c i a , Queensland: Univers i ty of 

Queensland Press, 1 967. 

9. Australian Society of Accountants and Insti tute of 

Chartered Accountants in Aus t ra l i a , /ntegration 

Proposals, 1967. 

10. Austral ian Society of Accoimtants , 'Integration of the 

Accounting Profession' , President 's le t ter , 17 March 

1975. 

11. T . G . Moore, T h e Purpose of Licensing ' , The Journal of 

L a w and Economics, in , October 1961, pp. 93-117. 

12. For the original application of these arguments in the 

auditing profession, see F . Milne and R . Weber, 

'Regulation and the Audit ing Profession in the U S A ' , 

Accounting and Business Research , Summer 1981, pp. 

197-206. 

13. Austral ian Society of Accountants and Institute of 

Char tered Accountants i n Aus t ra l i a , /ntegration 

Proposals, November 1981. 

lit. Integration Proposals, 1981. 

15. The Trade Prac t ices A c t (197'*) spec i f i ca l ly attempts 

to deal (among other things) with r e s t r i c t ive 

agreements. The appl icabi l i ty of the A c t to both 

expl ic i t and impl ic i t agreements is s t i l l yet to be 

interpreted by the courts. However it does appear 

that a broad interpretat ion of ' restraint of trade' is 

intended. ' I think the A c t covers exac t ly what It is 

meant to: i .e . any act ion which in this area is i n 

restraint of trade. I f it did less i t would fa i l in its 

objectives. ' (W. Pengil ley, T r a d e Prac t i ces A c t : Legal 

and Other Implications ' , inpublished, 1975) However 

the applicabil i ty of the A c t to professions is s t i l l at 

question. In regard to the Uni ted Kingdom and Uni ted 

States, R icha rd L . Schmalensee (Applied 

Microeconomics, San Franc i sco : Day, 1973, p. 103) 

notes: 
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'Under the English common law, agreements to f i x 

prices or to share prof i t s (or markets) are not i l legal , 

but they cannot be enforced in court. The Likelihood 

of stable collusive action is reduced when judicia l 

procedures cannot be used to punish c^ieaters. 

Under the Sherman Anti t rust Ac t , any overt 

agreement among f i rms which either direct ly or 

indirect ly acts to res t r ic t competition is I l legal . U . S . 

f i rms can legally only attempt to Implici t ly or taci t ly 

collude on pr ice policies, cind no legal sanctions can be 

brought to bear on cheaters. Thus the American legal 

structure works against the formation of stable 

collusive agreements both by limiting the power of an 

industry to maintain pricing discipline and by 

res t r ic t ing communications among industry members. 

Under the common law, f i rms could meet to discuss 

and eigree on prices: this is quite illegal under the 

Sherman A c t . 

16. F . Machlup, Economics of Sellers Competition, 

Bal t imore: John Hopkins Press, 1932 

17. Machlup, p. ' f ' l l . 

18. G .3 . St igler , The Theory of Price, 3rd edn, New York : 

Macmil lan , 1966. 
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THE AUSTRALIAN 

STOCKBROKING CARTEL 

Ray Ball 

L I N T R O D U C T I O N 

Stockbroking in Aus t r a l i a has more of the features of several 

colluding clubs than of a competit ive industry. I t possesses 

the classic machinery of a car teL Recent decisions of the 

Trade Prac t ices Commission suggest that some of the 

offending features w i l l be removed, though it is by no means 

clear that the proposed changes wi l l go far enough. 

There are many offending features of stockbroking at 

present. En t ry to each exchange is at the discretion of a 

committee e lected by exist ing members; members adhere to 

a f ixed schedule of fees and risk severe penalties for charging 

non-schedule fees; there are severe restrictions on 

advertising and on members competing for clients; 

competition f rom incorporated organisations is excluded; and 

the committees that run the exchanges are given a wide 

range of discretion in policing these rules without having to 

jus t i fy or even report their actions to the public. Such rules, 

contained in the Memoranda, A r t i c l e s , Rules and Regulations 

of tlie exchanges, closely resemble the rules one would expect 

of a ca r t e l . 

In addition to their individual features, the stock 

exchanges have engaged in several forms of col lec t ive 

act ion. The a f f i l i a t e d exchanges might seem to be potential 

sources of competi t ion for each other, yet they charge 

identical pr ices , o f f e r essenticUly identical services and have 

almost identical rules and regulations. An important 

structure is the Aust ra l ian Associated Stock Exchanges. 

Another is the 3oint Commit tee of the Melbourne and Sydney 

Exchanges which, because those exchanges transact 92 per 

cent of a l l Aus t ra l i an turnover, is an extremely powerful 

body.' The Joint Commit tee presumably is a forerunner to 

the proposed merger of the Sydney and Melbourne 

exctianges. This merger would in e f f e c t create a monopoly on 

the business of operating stock exchanges in Aus t ra l ia . 
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To operate a stock exchange, approval must be obtained 
in terms of the Securi t ies Industry A c t s ( S I A ) . In the past, 
the industry has acted as if such approval were d i f f i c u l t for 
new entrants to obtain. There has even been a belief that the 
' a f f i l ia ted ' exchanges might exer t pol i t ica l pressure upon 
aspiring entrants to the stock exchange industry. 

The advent of the National Companies and Securi t ies 

Commission ( N C S C ) probably adds regulatory pressure toward 

monopolisation of the business of running stock exchanges. 

The limited budget of that body and the distaste of the 

regulatory mind for the (adminis t ra t ive) untidiness and 

unpredictability of competition probably make it prefer to 

deal with a single body. A new entrant might experiment 

wi th a new exchange technology, wi th promise of improved 

e f f i c iency or improved se rv ice , and might discover that the 

N C S C had adapted its regulatory procedures and i ts way of 

thinking to an obsolete technology. I t might resist 

innovation, preferr ing the cosiness of a f ixed 'club'. 

The industry thus can be seen as a mixture of government 

regulation and self-regulat ion. F rom a social viewpoint, the 

incentives faced by members of the industry cannot be 

acceptable. There is an incent ive to use the power of the 

car te l to establish monopolistically high prices, to price 

discriminate and to restr ict output to levels that are less than 

socially optimal. Fur thermore , sheltering the industry f rom 

the ful l force of competit ion reduces its incentive to 

innovate, to find e f f i c i en t solutions to problems in production 

of its services, to try new types of services for i ts customers, 

to use resources to their utmost capabi l i ty , and in general to 

meet the implications of change. 

It is possible, I suppose, that members of the stockbroking 

industry are not concerned for their own well-being and are 

consumed by a passion for fur ther ing the public interest . It is 

conceivable that they ignore the incentives of a ca r t e l 

structure, at their own expense. It is possible that the 

apparently collusive prac t ices of the industry are part of an 

elaborate public-interest s t ructure in which the industry has 

expended its own time and resources over the years on 

charitable grounds. On the other hand, at least one coali t ion 

of consumers of broking services c la ims that it is the v i c t im 

of price discrimination and that it has paid prices that 

systematically exceed cost by a large margin.* And in my 

view it would require a v iv id imagination to invent a 

moderately plausible public-interest explanation of many of 

the industry's features. 
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Nevertheless, stockbrokers assure us that they have the 
public interest at heart . Brokers assure us that a l l of the 
temptations to exploit the Irxlustry's elaborate collusive 
machinery for pr ivate purposes are resisted. In the A A S E ' s 
submission to the Trade Pract ices Commission, blanket 
authorisation of a l l of the agreements within and among 
exchanges was sought on public interest grounds.' 

In viewing these assurances with considerable scept icism, 

care must be taken to distinguish deliberate, calculated self -

interest f rom well-intentioned error and f rom non-

deliberat ive, evolutionary adaptation. Even a we l l -

intentioned group can be expected to evolve a set of 

pract ices over t ime that r e f l e c t the incentives it f aces . No 

doubt many members of the stockbroking community 

genuinely believe that they act in the public interest, 

par t icular ly those who are less enquiring. The purpose of this 

paper is not to demonstrate that individual stockbrokers are 

rational exploi ters of the ca r t e l structure, though again such 

people undoubtedly ex i s t . Rather the purpose is to analyse 

the structure of the incentives in the industry, on the 

assumption that there is no social just i f icat ion for tempting 

economic agents to behave in an anti-social manner, even if 

some of them can resist temptation from time to t ime. 

n. AN INDUSTRY O V E R V I E W 

The operations of the industry are complex, so some 

definit ions are in order. The focus of this paper is upon 

stockbroking in its purest sense of arranging for buyers and 

sel lers of stocks to be matched. Excluded from the analysis 

are other ac t iv i t i e s of brokers, such as underwriting, cash 

management trusts, f inanc ia l advice to corporations, advising 

corporations on acquisit ions, and company valuations, which 

are ac t iv i t ies that also are undertaken by merchant bankers 

and/or consultants. 

Stockbroking i tself is an operation comprising many 

ac t iv i t i e s . For convenience, they can be described as: 

1. a market mechanism, in which an attempt is made to 

match aspirant buyers and sellers; 

2 . a retail mechanism, which locates and processes 

individual buyers and sellers whose o f fe r s are fed into the 

market mechanism; 

3. a title exchange, in which the contract that is made in 

the market is executed ( i .e . money and t i t le are in f ac t 

exchanged as agreed), normally in a 'clearing house"; and 
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't. related client services, such as research and investment 
advice. 

For the present purpose, c l ient services are of interest only in 

terms of their role in non-price competit ion in the industry. 

A ver t ica l ly integrated structure is evolving. When the 

clearing house system planned by the Melbourne and Sydney 

exchanges is in operation, the f i r s t three ac t iv i t i e s listed 

above wi l l be an integrated package - integrated not only as a 

package offered to the consumer but also in terms of 

ownership of production."* That is , the producers of t i t le 

exchange, retai l broking and market making wi l l be ve r t i ca l ly 

integrated. To be a r e t a i l broker, one w i l l also have a 

position in t i t le exchange and market making; to liave a 

position in market making, one wi l l also have a position in 

t i t le clearing, and so on. 

Ver t ica l integration is not undesirable in its own right, 

but it could be a means of continuing monopoly power in 

stockbroking. 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 

exchanges in the late nirwteenth century were located close 

to the geographical points at which listed f i rms and investors 

were located. The markets for stock exchanges were 

segmented by communication costs. A s communication costs 

have declined, stock exchanges have survived in centralised 

locations, and the likes of Char te r s Towers , Ba l l a ra t and 

Bendigo have disappeared. The trend toward central isat ion is 

obvious and unavoidable. A single national exchange is 

implied by the proposed merger of Sydney and Melbourne 

exchanges, the disappearance of many smaller exchanges, and 

the tiny proportion of rat ional trading done on the Per th , 

Hobart, Adelaide, and Brisbane exchanges. 

Given the substantial f ixed costs of establishing an 

exchange with physical f a c i l i t i e s , computer systems, 

operating procedures and a complex set of rules that 

investors treat as defining a ' fa i r game', it is reasonable to 

view stock exchanges (qua markets rather than re ta i l broking 

outlets) as 'natural monopolies' within their domains. 

Ini t ia l ly , communication costs segmented the markets served 

by the exchanges on a geographic basis, but the long-term 

decline in costs of both computing and communication has led 

to the breakdown of geographic segmentation; the domain is 

becoming (or has become) nat ionaL 

Consequently, a 'natural monopoly' is emerging at the 

national level , due to the intersect ion of two trends: 
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1) declining unit costs of computing over time have caused an 
increase in optimum scale of operation; and 2) declining 
communication costs over time have led to a fall ing cost of 
pooling previously segmented markets into a large scale 
national marke t . 

Inst i tut ionally, the A A S E and the 3oint Committee of the 

Melbourne and Sydney Exchanges re f l ec t the scale economies 

in the market system. The planned national Clearing House 

re f l ec t s the scale economies in the t i t le exchange system. 

In addition to the 'natural ' monopoly power of the 

incumbent due to persistent scale economies, an additional 

(unnatural?) source of monopoly power lies in the S I A . Under 

section 27 of that ac t , one cannot operate a regular market 

for securi t ies ( i . e . as distinct f rom a casual transaction) 

without approval of the Minister in the appropriate State . 

While it is not c lear how this wi l l operate in the future, it is 

however c lear that in the past either there has been or there 

has been perceived to be a 'closed shop'. 

Whether the perception is realist ic or not, it is so 

widespread that it seems fa i r to say that most potential 

entrants to that ac t i v i t y see entry as being expensive, if not 

impossible. In the sense that the set of Ministerial approvals 

required under section 27 for a national exchange of any type 

would be d i f f i c u l t or impossible to obtain. The merchant 

banking community is understood to believe that entry to the 

business of running stock exchanges is not competit ive, even 

for those who meet the standards of expertise, f inancial 

security, re l iab i l i ty e tc . envisaged by the Ac t s . 

The advent of the N C S C certainly adds to the entry 

costs. Most regulatory bodies find it easier and tidier to deal 

with one body. The Austra l ian Associated Stock Exchanges, 

being well-established and administrat ively competent, would 

be a l ikely candidate. I cer tainly sense this in private 

discussions wi th the N C S C people. For example, there have 

been several disapproving references about the Bal la ra t , 

Bendigo, Hobart and Newcas t le 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 

o f f e r at least a l i t t l e promise for genuine competitiveness in 

an industry that has advanced no strong reason for being ant i -

competi t ive. 

Regulators tend to regulate as if the world were f ixed 

over t ime. They cer ta in ly do not individually possess the 

aggregate c rea t iv i ty and dynamism of a competitive 

market . Nor are they l ikely to comprehend and sympathise 
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with the r isk-taking behaviour of competit ion. In orienting 
their rules, regulations and ent ire method of operation to a 
particular type of stock exchange, they incur costs of 
adjustment when forced to respond to an innovation in the 
market for stock exchanges. They also impose costs upon the 
innovator. No matter how lo f ty their intentions might be, 
their existence in the system imposes costs on entry and upon 
change that must reduce the likelihood of competi t ive 
innovation. Whether or not the N C S C f i t s this pattern of 
behaviour is too early to determine, but one would necessari ly 
be sceptical . 

This is not to say that the source of exploitable monopoly 

power is legislative and/or 'natural ' monopoly in the retailing 

operations of brokers. Indeed, as is argued below, brokers 

have sought to res t r ic t the scale economies at the re ta i l l eve l 

as a means of controlling industry output. The evidence of 

emerging 'natural ' and ' legis la t ive ' monopoly power is at the 

market mechanism and t i t l e exchange levels . 

m. SOME INDUSTRY R U L E S 

Price fixing 

Rule 2.2 of the Stock Exchange of Melbourne s ta tes: ' 

No other rates of brokerage other than those 

prescribed shall be charged to buyers or sellers and 

no waiver or rebate of brokerage (which includes any 

allowance by way of rebate return commission or 

otherwise in respect of or in connection with the 

purchase or sale of securi t ies as broker) shall be 

made except to such persons and upon such terms and 

conditions as shall be prescribed f rom time to t ime 

by Ru le . 

Rule prescribes brokerage rates for a l l members; these 

rates are identical to those prescribed by a l l other A A S E 

exchanges ( i .e . a l l exchanges). The power of the exchanges to 

enforce these rates (see below) provides an incentive to 

monopoly-price. 
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Restrictions on connpetition 

Melbourne Rule 7.2 states: 

A Member F i r m may advertise provided that a l l such 

advert isements are in good taste and do not contain 

false or misleading information. 

Advert isements that have appeared over the years reveal 

what the exchange def ines as 'taste': they are smal l , obscure 

statements of broking f i rms ' names and addresses. It would 

be d i f f i c u l t to construe the few advertisements we see as 

competi t ive, the inference being that the Commit tee that 

defines 'good taste' e tc . v iews competitive advertising as 

violating Rule 7.2. They conteiin no information that would 

assist consumers in their choices among broking f i rms , the 

inference being that such information is seen by the 

Commit tee as being either 'tasteless' or invariably ' false or 

misleading'. 

Melbourne Rule 7.9 states: 

The issue of a c i rcular or unsolicited business 

communication by a Member or Member F i rm to a 

person other than a c l ient or an employer pursuant to 

Rule JAA is expressly prohibited unless the consent 

of the Commi t t ee is f i r s t obtained. 

Because other parts of Rule 7 describe a client in terms that 

amount to 'exist ing c l ient ' , the e f f e c t of 7.9 is to prohibit 

'poaching' o f , or competing for, the clients of other brokers. 

In other words, R u l e 7.9 attempts to create a monopoly over 

each and every c l i en t . 

Rule 7.3 does al low brokers to approach institutions for 

business. Presumably, the scale and wide range of needs of 

the institutions are inconsistent with the concept of an 

institution as the capt ive c l ient of one broker. The notion of 

a single partnership servic ing the needs of the AMP Society, 

for example, would not be workable. 

Regardless of the intent of Rule 7, which brokers no 

doubt wi l l say is to protect innocent investors from avaricious 

brokers, the e f f e c t of the rule is to give brokers an incentive 

to o f f e r their c l ien ts less service than if they had 

competition. And if brokers indeed are avaricious, they w i l l 

respond to that incent ive . 
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Restricting entry to stockbroking 

Among the provisions governing membership of the Melbourne 

exchange is Ar t i c le 51 : 

Without otherwise res t r ic t ing the absolute discretion 

of the Committee to act in the public interest to 

decide whether an applicant for Membership has 

suitable qualif icat ions 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 

a) the sharebroking business of one or more 

Members; 

b) the sharebroking business of one or more 

Members of a Recognised Stock Exchange in any 

capital c i ty of the Commonweal th of Aus t ra l i a ; 

or 

c ) the employ of the Exchange or of a Recognised 

Stock Exchange in any capi ta l c i t y of the 

Commonwealth of Aus t ra l i a ; 

P R O V I D E D H O W E V E R that the aforesaid period of 

employment may be reduced to not less than one year 

if the Committee is sa t i s f i ed that the candidate has 

extensive experience in any one of the following -

1) Accountancy; 

ii) Banking or Finance; 

iU) Financia l Journal ism; 

iv) L a w ; or 

v) Has successfully completed the examinations 

conducted by The Securi t ies Inst i tute of 

Aust ra l ia ; 

P R O V I D E D F U R T H E R that in exceptional 

circumstances and notwithstanding the above 

provisions the Commit tee , not less than eight 

Members concurring, may admit a candidate who has 

not completed a period of employment as specif ied 

above. 

Ar t i c l e 51 gives the exist ing part icipants in the industry total 

discretion over entry. 

This Is an important feature of the industry. The 

ultimate power of any c a r t e l lies in i ts abi l i ty to protect i ts 

members f rom entry. No matter how e f f e c t i v e l y the car te l 

polices the ac t iv i t ies of its members in order to stamp out 

competitive pricing prac t ices , i t cannot enforce c a r t e l prices 

in the long run unless it can elimir\ate competition f rom non-

members. 
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In a t tempting to ju s t i fy its exclusive control over entry 

to stockbroking, the A A S E observes: Tn the last ten years , no 

Exchange has re jec ted an application for membership.'* 

Many interpretations of this interesting fact are possible. 

The A A S E c lea r ly interprets the absence of rejections as 

indicating the openness of entry. A more l ikely 

interpretation lies at the opposite extreme. This 

interpretation is that there is a heavy pre-screening of 

potential applicants, wi th accurate signals of the likelihood of 

success available in the system, so that unfavoured applicants 

never apply. One would expect stable organisations wi th a 

'club' s t ructure to provide accurate signals. Indeed, if the 

formal application process were to be taken seriously as the 

stage at which screening occurred, and if the Commit tee 

were seriously interested in maintaining st£uidards, then it 

would be d i f f i c u l t 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. If applicants are screened on the basis of their 

past contributions to the welfare of existing members, or 

even expected future contributions, then the entrant is paying 

a monopoly rent to the incumbents. The mechanisms could be 

many: for example, to be nominated for membership one 

might be expected to have provided several years of solid 

service to an exis t ing f i r m , without having taken al l the 

rewards for one's e f f o r t (that is , having l e f t a proportion with 

the f i rm) . There thus is a likelihood that the true price of 

entry is considerably in excess of the cash payment that 

might be made at the point of entry. 

The present a im is not to speculate on these mat ters , but 

to observe that entry to stockbroking is at the discretion of 

stockbrokers, who thereby have an incentive to use that 

discretion to r e s t r i c t entry for their own benefit , and that the 

existence of this incent ive is socially unacceptable. 

Restrictions on legal form 

Melbourne A r t i c l e 69(1) provides: 'No Member shall car ry on 

business unless he does so in partnership with another Member 

or a Member of a Par t ic ipa t ing Exchange' . In part icular , this 

provision excludes incorporated stockbrokers. One possible 

explar>ation is given by the stock exchanges themselves: 

A stockbroker is personally liable to the extent of a l l 

his assets for not only his own acts but for the ac t s of 
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each of his partners. This unlimited personal l iabi l i ty 
is a constant stimulus to promote the highest 
standards of service and advice . This links intimately 
with another aspect of membership; namely, the 
requirement to deal. Mutual trust and confidence in 
each other as members is essential because a member 
is required to deal wi th a l l other members. This 
unique feature means that transactions must be 
executed whenever there is a matching buyer or 
seller. Any other arrangement would endanger the 
e f f i c iency of the market . 

A consequence of the present rules of each 

Exchange is that a corporation may not be admitted 

to membership of the Stock Exchange. Incorporation 

would require a number of amendments to the 

present Ar t i c l e s and R u l e s . The Stock Exchanges 

have reviewed the matter of corporate membership 

from time to time. Because it would constitute a 

fundamental al terat ion to the present operations of 

the Stock Exchanges and would have profound 

consequences, they have agreed that no one Exchange 

wil l change its rules to 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 . ' 

Unlimited l iabi l i ty can be a facade i f brokers arrange their 

personal a f f a i r s c lever ly , protecting their assets against 

claims arising f rom their broking business. Assets can be held 

in trusts and other devices, making l imited l iabi l i ty a sham. 

Y e t this is the incentive provided by the present rules of the 

game. On the other hand, l imi ted l iabi l i ty companies can 

raise more capital and might well put more capi ta l at risk 

than do partnerships. They cer ta in ly do elsewhere in the 

economy and there is no reason to see stockbroking as 

d i f fe ren t . 

An intriguing a l ternat ive explanation is that prohibition 

of the corporate form is a means of controlling the output of 

members. One cannot determine both the number of f i rms 

and price without also determining f i rms ' output. Potent ia l 

entrants, if incorporation were al lowed, would include a l l of 

the f inancial institutions ( f inance companies, banks, building 

societies etc .) and retai lers (Grace Bros . , Myer e tc . , following 

Sears Roebuck in the U S A ) and any other organisation with a 
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dispersed re ta i l network. The competition they would give 
brokers, at the re ta i l l eve l , could be formidable. 

It seems reasonable to believe that the retail ing of 

equities, bonds, personal f inance, mortgages, insurance, cash 

investment vehicles , rea l estate and other f inanc ia l 

phenomena are complementary. For example, stockbrokers 

now market 'cash management trusts', as re ta i lers for 

merchant banking 'wholesalers' . Why cannot re tai lers of 

personal finance also re ta i l equities? From the client 's 

perspective the a r t i f i c i a l separation imposed by fai lure to 

retai l a range of securit ies in one network must be 

i ne f f i c i en t . 

By res t r ic t ing brokers to the partnership form, the 

industry could be res t r ic t ing them to a small scale of output 

and therefore could be preserving the incumbent brokers f rom 

competition they cannot meet , and also restraining individual 

f i rms ' outputs. The incentive certainly is there. 

Powers to enforce provisions 

Melbourne A r t i c l e '»5 provides: 

1) I f the Commit tee considers a Member should be 

charged wi th conduct (herein cal led 'prohibited 

conduct") which is contumacious, dishonourable, 

d isgraceful or unbecoming a Member (whether such 

prohibited conduct constitutes or involves a breach of 

any A r t i c l e or Regulation of the Exchange or any 

Rule made by the Joint Committee or not), it shall 

cause the Member to be given wri t ten notice of the 

charge and of part iculars thereof and of the date 

(being not less than seven days a f t e r the date when 

such notice is served) when such charge shall be 

heard. The Member concerned shall , if he so desires, 

be heard by the Commit tee in answer to the charge. 

2) In the event of any Member being found guilty by 

the Commit tee of prohibited conduct, the Committee 

in its absolute discretion may -

a) censure the Member; or 

b) impose a f ine not exceeding the sum of 

$10,000 upon such Member and/or suspend him 

f rom a l l or any of the privileges of Membership of 

the Exchange and/or prohibit him from transacting 

any business wi th or through any Member or any 

Member of an Austral ian Associated Stock 

Exchange for a period not exceeding three months 
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upon such terms and conditions as the Commit tee 
thinks f i t ; or 

c ) report the charge and the finding aiKl the 

recommendation of the Commit tee to a Meeting 

of the Exchange special ly convened for the 

purpose. 

3) The Members present at a Meeting convened in 

accordance with the last preceding sub-paragraph 

may by resolution -

a) impose such fine not exceeding the amount 

recommended by the Commit tee as they think f i t 

upon the Member corwrerned, and/or suspend the 

Member concerned f rom a l l or any of the 

privileges of Membership of the Exchange for a 

period not exceeding the period recommended by 

the Committee and/or prohibit him f rom 

transacting any business wi th or through another 

Member or any Member of an Austra l ian 

Associated Stock Exchange for any period not 

exceeding the period recommended by the 

Committee upon such terms and conditions as the 

Members think f i t ; or 

b) on the recommendation of the Commit tee 

expel the Member concerr»ed f rom the Exchange. 

Sub-article '»5(7) confers powers of secrecy: 

7) The Commit tee in its absolute discretion shall 

decide whether any announcement of the decision be 

made to Members and if so in what fo rm arxl manner 

it should be made. 

and sub-art icle '»5(8) a t tempts to re in force the discret ion of 

the Commit tee by providing: 

8) The Members of the Exchange undertake that 

they w i l l not, in any act ion arising under this A r t i c l e , 

take any legal proceedings either in equity or at law 

with reference to the grounds or e f f e c t s of any 

decision of the Commit tee or of the Members, not-

withstanding any i r regular i ty or any informal i ty in 

proceedings. 

These provisions give stockbrokers considerable power, 

exercised through their e lected representat ives, to enforce 

their agreements to f i x prices, res t r ic t competit ion, f i x 
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entry, restrict legal form etc. For all the public knows, this 
power could be even wider. The width of the discretion and 
the possibility of secrecy together imply the power to act 
upon an even wider range of issues, in addition to price fixing 
etc., and it is doubtful that the range of discretion that has 
been exercised in the past will ever be publicly known. 
Again, the incentive certainly is there. 

These enforcement provisions resemble the classical 
policing function of a formal cartel. The survival of a cartel 
depends critically upon its ability to police its pricing, output 
and entry decisions. The provisions of Article 1*5 therefore 
are an important feature 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 
exploit the investing public is there. 

The Trade Practices Commission determirtation 

The stockbroking community refers to its various agreements, 
articles, rules etc. as being determined on 'public interest' 
grounds. The credibility of these claims would be greater if 
industry rules did not so closely resemble the price-fixing, 
output-restricting and policing provisions of a cartel.* Is it 
public Interest or self Interest? 

The recent determination of the Trade Practices 
Commission came down on the side of the 's«lf interest' 
explanation of the industry's present structure. The Trade 
Practices Act 1974-81 automatically deems some of the 
industry rules to be anti-competitive, but has an escape 
provision if the rules are found to be in the public interest. 
The AASE sought relief from the Act, in the form of an 
authorisation of industry practices from the Commission. To 
the credit of the Trade Practices Commission, it resisted 
substantial political pressure in deciding not to grant 
authorisation. After a l l , the industry has been given a decade 
in which to maintain its cartel structure since the 
introduction of the Trade Practices Act . 

m. "COMPETITION POUCY* 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. 
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Here I do not refer to the issue of the financial and other 

qualifications required for entry: the various markets 

(including insurance markets) can sort that out, the AASE's 

views notwithstanding. I refer to the share market and the 

title clearing mechanisms. 

The effect of vertical integration 

It se«ms difficult to envisage what a simple prohibition on 
price-fixing at the retail level will achieve by itself, given 
the apparent natural monopoly and the perceived costs of 
entry at the exchange level. As noted above, entry to the 
business of running stock exchanges is not easy, as a result of 
section 27 of the SIA and the pervasive pressure of the NCSC, 
as well as the economies of scale. 

The institutional feature that Of>e immediately 
encounters is the existing tie between entry to retail 
brokerage and exchange membership. Those who can supply 
retail brokerage are members of the exchanges, and vice 
versa. The possibility therefore exists that one can appear to 
'free up' competition at the retail brokerage level, but that 
existing brokers would nevertheless take out any monopoly 
rents at the stock exchange level. 

For example, imagine that 500 brokers 'own' a 
monopolised (by fiat) 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, for access by others to the system. Imagine that one 
now prohibits restrictions on entry to retail broking, 
restrictions on advertising, and price fixing at the retail 
brokerage level. 

Then the opportunity still remains for the 500 brokers 
wlw own the exchange to: 
1. Set prices to all retail brokers for use of the central 

market system, that are sufficiently high to recoup their 
monopoly as suppliers of system services; 

2. Set a pricing structure that allows them to act aa a price 
discriminating monopolist (for example, an appropriate 
combination of fixed and variable components for 
transactions of different sizes); and 

3. Sell 'ownership' rights to the monopolised system, 
however defined (for example, shares, debentures, 
membership, or some combination of these), at prices 
that capitalise the present value of the monopoly rents as 
a result of I . and 2. ed>ove.» 
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Free entry to the retail brokerage business then would do 
nothing to alter the basic anti-competitive structure o( the 
industry, including the price structure. There now would be 
merely an increased competitiveness in implementation of 
the monopolised system at the retail level - with possible 
gains in efficiency at that level. The basic monopoly would 
remain, however. 

Further, free entry to the 'ownership' of the monopolised 
central market system would not elitninate the fundamental 
monopoly pricing and output structure. By point 3 above, new 
entrants would buy in at prices that reflected the share of 
capitalised monopoly rents being purchased. Each new 
'entrant' now would be a new shareholder in an existing 
monopoly; there would be no effective entry; it would be akin 
to expanding the shareholding base in a monopoly producer; 
there is no reason to believe that 1000 'owners'of a monopoly 
central market system would run it in a more or less 
competitive fashion 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 nxmopoly 

The economics suggest a two-tiered pricing system. The 
regulatory agency chosen to control the industry (conceding 
that there inevitably will be one) should erKOurage open 
access to the natural monopoly, 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 
introduction of negotiated broking commissions, and given the 
preference of brokers for the NCSC, one can only hope for 
the Trade Practices Commission.) 

If the clearing house and market activities are natural 
monopolies, then the charge to users for the service should be 
the marginal cost of the service, thus ensuring provision of 
the optimal amount of service. However, to charge only 
marginal cost would be unfair on those who bore the fixed 
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 
imnual licensing fee for all who operated on the service would 
be required, in addition to the fee for service (which would be 
set at the marginal cost). 
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Free or open entry into a market does not mean there 

should be no charge for resources used. It does mean that 

there should be no 'excess' charge or other impediment to 

entry. The difficulty in setting a fair entry price in the case 

of access to a natural monopoly is to ensure that the charge 

reflects only the 'true cost' of resources that went into 

establishing the natural monopoly. It should not reflect a 

capitalisation of monopoly profits being earned by the 

monopoly. To establish a true cost of these resources 

requires examining the cost of these resources in alternative 

uses, which is never easy. But if the Trade Practices 

Commission (or other t>ody) decided this was the approach to 

take then a separate investigation or study should be able to 

at least set the bounds on a reasonable figure. 

V. CONCLUSIONS 

The Australian stockbroking industry possesses many 
structural features that resemble the rules and policing 
mechanisms of a classical carteL Key rules in the industry 
fix prices on a national basis, restrict advertising, give 
complete control on entry, give the cartel wide policing 
powers, arxl essentially eliminate competition among stock 
exchanges. The incentive certainly is there for stockbrokers 
to use that structure for their private interest. 

The brokers' application for authorisation of these 
practices by the Trade Practices Commission appears to have 
failed. The Trade Practices Commission has decided to phase 
in negotiated commissions, thus outlawing price fixing. 
However, the Commission will encounter several difficulties 
in implementing competition. Not the least of those 
difficulties is the problem of right of access and pricing of 
access to market and title clearing mechanisms, which show 
evidence of emerging 'natural monopolies'. Outlawing price 
fixing is one small step in dismantling the cartel. We hope 
the process will continue. 
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Notes 

1. Turnovers for 1977-78 and 1980-81 are reported in 
Australian Associated Stock Exchanges, The Role and 
Functions of the Australian Stock Exchai\ges: A 
Submission to the Trade Practices Commission, Sydney: 
AASE, 1981, Table 1.2. 

2. The Australian Merchant Bankers Association (Submission 
to the Trade Practices Commission Relating to the 
Application by the Australian Associated Stock 
£xcnanges for tne Authorisation of their Rules, 
Regulations and By-Laws, Melbourne: AMBA, 1981, pp. 9-
10), believes that brokers are extracting the rents 
associated with the superiority of on-market offers 
relative to Part A offers, to the tune of at least %6Am in 
the CSR-Thiess acquisition alone. 

3. AASE, p. 2. 

U. Some details of the planning clearing house system are 
contained in The Stock Exchange of Melbourne Limited, 
Annual Report 1981, Melbourne: Stock Exchange of 
Melbourne, 1981, p. 10. See also, Joint Working 
Committee, Report of the Joint »Vorking Committee on 
the Law Helating to Accounting for and Safekeeping by 
Stockbrokers in Respect of Clients Funds end Securities, 
1978. 

5. References are to the Memorandum and Articles of 
Association, Rules and Regulations, Melbourne: Stock 
Exchange of Melbourne. Similar (often identical) 
provisions are made by other exchanges. 

6. A A S E , p. 118. 
7. AASE, pp. 118-119. 

8. The term 'cartel' is used as in Leftwich: 'a formal 
organisation of the producers within a given industry ... 
to transfer certain management decisions and functions 
of individual firms to a central association in order to 
improve the profit positions of the firms'. ( R . H . 
Leftwich, fne Price System and Resource Allocation, 
Hinsdale, Illinois: Dryden Press, 1979, p. 297.) See also, 
C . E . Ferguson and J .P . Gould, Microeconomic Theory, 
Homewood, Illinois: Richard D. Irwin, 1973: 'a 
combination of firms, whose object is to limit the scope 
of competitive forces within a market'. 

9. While Clause in of the Memorandum of Association of the 
Stock Exchange of Melbourne Limited purports to 
disallow profit-making at the stock exchange level, such 
restrictions normally are avoidable and changeable. 
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L INTRODUCTION 

The legal monopoly has a long and respectable history. 
Judicial supervision of the profession can be traced back to 
the late thirteenth century when in 1280, following a 
complaint that lawyers were inadequately trained, the 
authorities of the City of London declared that in future they 
would refuse audience in the Courts 'except to those whom 
they have admitted as knowing their work "reasonably 
well". ' They divided the profession into three branches and 
prescribed the functions of each. ' In 1292, Edward I 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 certain 
number, from every County, of the better, worthier and more 
promising students . . . » and that those chosen should follow 
the Court and take part in its business; and no others.'* 

While there was greater freedom, and even competition, 
until much later in the courts of equity and in non-litigious 
cU'eas, the Serjeants (or barristers, as they were later known) 
early set the pattern in taking control of admission to their 
ranks and restricting supply.' Almost from the outset they 
sought to maintain the image of gentlemen untainted by the 
world of commerce. 

That attitude persists even today. Barristers cannot 
enter contractual relations with their clients. They cannot 
sue, nor can they be sued, for breach of contract in relation 
to their work, and until recently could not be sued in 
negligence for work connected with litigation. Likewise, 
there is no contractual relationship between solicitors and the 
barristers they brief. The former 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 
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Greece and Rome) and aristocratic idea that lawyers are 

above the market. The payment to counsel is 'a gratuity by 

way of honorarium over which he [hajG no claim and for 

which, therefore, he [hasl no right to sue.' The pocket-flap at 

the back of the barrister's gown is an archaic relic of this 

theory. It is there so that the client can slip counsel a 

gratuity without causing him the embarrassment of a dis-

cussion about fees.'' 
The courts have been keen to 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 refusing the application, ' I 
will never tvillingly derogate from the high position in which a 
barrister stands, and by which he is distinguished from the 
ordinary tradesman.'^ 

Both branches of the legal profession are forbidden from 
advertising, the prime concern being that it is undignified.' 
As Nieuwenhuysen and Williams-Wynn have observed, this 
very common feature of professional snobbery strikes at 'the 
keystone notion of the sovereignty of the consumer'.' Price 
competition is also unethical. An English court has stated, 
'There is nothing worse in any profession than that there 
should be open fee cutting . . . It is most undesirable in 
professions that . . . there should be competition among 
members of the profession to get or keep business by offering 
to charge less than others are entitled to charge.'' 

It is no surprise, then, to find not only strict provisions 
restricting competition from outside the profession, but 
regulations and codes of conduct restraining competition 
between members of the legal fraternity. 

n. THE I^ARKET FOR LEGAL SERVICES 

Although this paper is concerned primarily with solicitors and 
t>arristers, 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 is 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 as to the type of medical therapy, as well as the 
choice of individual practitioner. By the time 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 is rxst merely interested in 

the quality of his advocate, but in the quality of the justice 

he receives and the principles of substantive law by which he 

is judged. UrKler our adversary system of justice, advocates 

play an integral role in the court processes, and they not 

infrequently play an important part in the judicial law-making 

too. Landmark cases such as Donoghue v itevenson 

illustrate the role counsel play in the generation of new law. 
By definition, law-making is a governmental function, 

though this does not preclude the possibility of private rule-
making bodies'" or of competing government agencies. It is 
customary in looking at 'private government' to seek out 
exotic examples among primitive societies. In fact we have a 
recent example among Western legal systems that has been 
little ar^lysed and which deserves a great deal more 
attention - the New Hebrides under the British-French 
condominium government. The I91'» Protocol Respecting the 
Sew Hebrides provided that the 'citizens of the two Signatory 
Powers shall enjoy equal rights of residence, personal 
protection and trade, each of the two Powers retaining 
sovereignty over its nationals and over corporations legally 
constituted according to its law . . .' Paragraph 2 of Article 1 
provided, 'The subjects or citizens of other Powers shall enjoy 
the same rights and shall be subject to the same obligations 
as British subjects or French citizens. They must opt within 
one month, by means of a declaration made either verbally or 
by letter to the Resident Commissioner concerned or his 
delegate, for the legal system applicable to the subjects or 
citizens of one or other of the two Powers.'" A system of 
native administration operated separately.'* 

This joint system of government survived until 
Independence in 1980, by which time it had come under 
considerable criticism. The failure of the French 
administration to act against the (mainly French) rebels on 
the islcmd of Santo in the lead-up to Independence has been 
seen as a classic example of the weakness of this system. 
The two powers could not agree on action. However, given 
the possibility of electoral fraud and Frerjch fears of 
persecution under the new government (later borne out in 
part), this may be an indication of the system's greater 
effectiveness in representing the diverse interests of its 
members. 

101 



Occupational Heguiation 

Purposes of ttie judicial market 

The judicial market in fact provides two services: dispute 
resolution and rule creation. Both are important, though 
neither is frequently discussed in economic terms, and the 
idea of an unregulated market for these services is to some a 
difficult concept. Indeed, despite the rethink of the 
ecorwmics of regulation over the last two decades, there lias 
still been little analysis of the regulation of the judicial 
market." 

Landes and Posner'* see two problems in the private 
production of rules in the judicial process. The first is 'the 
difficulty of establishing property rights in a precedent'. 
What incentives would private judges have to produce 
precedents? One answer may be the reputation they would 
derive from such rule-making and the consequent economic 
gains.'* Another, in the absence of a supporting public court 
system (such as we now have backing up commercial 
arbitration), may be the facilitation of appeals. Thus a 
comprehensive private judicial system might offer parties not 
just a one-tier court system, but appellate courts as well. 
Published reasons for decisions would be essential in such a 
system. 

The second problem Landes and Posner describe as 
follows: "There would appear to be tremendous economies of 
standardisation in the precedent market, akin to those that 
have given us standard dimensions for electrical sockets and 
railroad gauges."' There are efficiency gains from a unified 
public system of law that is widely known 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 specify in their contract which legal system is to 
apply. There are also externalities in the creation of new 
law, which tend to favour a public system. 

Dispute resolution, however, does not face the same 
difficulties. Again Landes and Posner identify two major 
problems. 'Public intervention may be required (1) to ensure 
compliance with the (private) judge's decision and (2) to 
compel submission of the dispute to adjudication in the first 
place. ' ' ' The first is no real difficulty providing the state is 
prepared to lend its coercive powers to certified private adju-
dication agencies. The second poses more of a problem, since 
there 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. 
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The difficulties can be overcome in two ways; by 

specifying beforehand what forum will hear the dispute (as in 

contract); or within small societies or sub-cultures, through 

non-coercive discipline (excommunication in religious groups, 

de-registration within professional bodies). Nevertheless, in 

areas such as tort and criminal law, there would appear to 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 competing 
systems of adjudication and rule-creation. Again, although 
we can, there is no need to go to colourful anthropological 
illustrations of this process. i» 

The Small Claims Tribunals (in New South Wales, the 
Consumer Claims 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 Sessions). The aggrieved consumer 
has a choice of forum and, in effect , a choice of systems of 
justice - the Cadillac model before the law courts, or a 
cheaper version in the administrative tribunals. A dispute 
arose in New South Wales in late 1981 over a solicitor. 
Warren Rosen, who advised members of the Council of 
Australian Spa and Pool Associations how they could avoid 
being brought before the Consumer Claims Tribunals. It was 
his belief that traders did not receive justice at the tribunal. 
In his opinion, the tribunal was biased towards consumers, and 
there was not equal access by both parties. There were no 
provisions for the review of decisions, n 

The New South Wales Minister for Consumer Affairs 
regarded Rosen's remarks as unethical, but it is arguable that 
it was sound advice to traders, who are, after ail, half of the 
consumers of the Consumer Claims Tribunals. This flight 
from what is perceived to be an unjust triburial illustrates the 
kind of 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 consun^er claims 
tribunals, this has meant direct competition for the common 
law. 

A new challenge is being mounted in New South Wales 
from the recently opened Community Justice Centres, which 
provide another alternative to the Magistrates Courts. 
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Staffed by trained laymen, these bodies use conciliation in 

dispute resolution, a technique that has proved successful in 

the United States in coping with neighbourhood and workplace 

disputes. There is more of a sociological than a legal 

atmosphere in these hearings. 

Commercial arbitration 

Although regulated by Act of Parliament, commercial 
arbitration remains a fundamentally private system of 
adjudication. The arbitrator's jurisdiction 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 kindly arrangements to oust the jurisdiction of the 
courts, and although the common law has found nothing wrong 
with contractual clauses making arbitration a condition 
precedent of going to the courts, the legislatures have acted 
to give the courts wide powers to stay arbitration 
proceedings.*' An Institute of Arbitrators has been 
established in Australia which is being increasingly specified 
in contracts as a nomir»tor. Although there is no formal 
certification, the Institute does conduct courses and rarely 
nominates an arbitrator who has not been through this 
training. 

The prime advantage of commercial arbitration is that 
technical experts (engineers, architects, loss assessors) can 
act as adjudicators, obviating the need for costly and time-
consuming expert evidence. According to the Institute, 
arbitrations tend to be much shorter than comparable actions 
in the courts*' and in a recent case where a small homeowner 
was burdened with a costly twenty-day arbitration, the 
Institute closely inquired into the actions of the arbitrator 
involved.** All such negative feedback is investigated, for 
the Institute's reputation as a rraminator depends on the 
quality of its arbitrators. 

To summarise, there is 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 is not so 
disastrously inefficient that government is being pressed to 
immediately abandon i t . Indeed, the New South Wales 
government has recently passed legislation for a system of 
semi-private arbitration for civil disputes. Under this 
scheme, modelled on those operating in several American 
States, litigants in minor disputes will be compelled to submit 
to arbitration by state-certilied arbitrators, lawyers in 
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private practice nominated by the Law Society. Appeals will 

still lie to the courts in the costlier cases. It would appear 

that, despite its limitations, arbitration is still in demand by 

the state for its advantages over the court system. 

nL C U R R E N T REGULATION OF SECONDARY L E G A L 
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 firms do employ their own lawyers, the majority 
of legal graduates practise in the profession proper as 
barristers or solicitors, or in some Australian States, as 
both. It is with these latter groups that I am primarily 
concerned in this paper. 

Government vs voluntary regulation 

At the outset it is important to distinguish between legal or 
other off ic ia l regulation, and traditional or other voluntary 
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 ciiaracteristic: 'The state has one basic resource which in 
pure principle is not shared with even the mightiest of its 
citizens: the power to coerce.'*' It is this resource that 
interest groups seek to control in the private Interest model. 
Voluntary controls are of lesser importance, because, unless 
supported by the state's monopoly on legitimate force, they 
will generally fail under the pressures of competition. Even 
traditions as ancient and firmly entrenched as the 
proscriptions on advertising and fee competition, and the 
conveyancing monopoly, have come under frequent 
challenge. These attempted inroads have been withstood in 
each case by recourse to the state's power of coercion.** 

While recognising the need for a distinction between legal 
and voluntary regulation, the New South Wales Law Reform 
Commission in its 1981 inquiry argued that 'restrictive 
practices' among voluntary groups of practitioners should be 
exempted from its general policy of laissez-faire regarding 
internal regulation. Its recommendation on this matter was 
that: 
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Restrictive practices within the legal profession 

should be regulated along the lines of section 43(2) (a) 

(ii) of the Commonwealth Trade Practices Act 1974. 

Thus, practitioners would be prohibited from making 

an agreement, or arriving at an understanding, which 

substantially affects competition in all or part of the 

legal services market, unless the agreement or 

understanding is authorised by a specific body as 

being in the public interest.*' 

Without wanting to enter into this debate here, the 
restrictive practices argument would only seem to apply 
where a professional association holds a monopoly or 
dominant position by tradition or by virtue of some unique 
feature of the market.*' There appear to be no natural 
monopoly elements in the provision of ancilliary legal 
services and there is little evidence that the legal traditions 
are strong enough on their own to prevent competitive 
professional associations arising. In Western Australia, for 
example, despite the dominant, indeed monopoly, position of 
the Law Society of Western Australia, a Bar Association was 
established in 1980. This grew from the efforts of a single 
practitioner (now the Chief Justice) who in 1961 annourxred to 
the Full Supreme Court that in future he would practise 
solely as a barrister.*' The South Australian and Victorian 
experiences are similar (though not as striking). 

Similarly, the success of the Western Australian 
settlement agents in breaking the monopoly on conveyancing, 
suggests that the legal profession is not as close as is 
sometimes claimed. 

In short, there is considerable doubt whether, in the 
absence of their recourse to the State's monopoly on 
legitimate coercion, the legal professional bodies would be in 
a position to substantially control the market for their 
services. 

Types of regulation 

In the legal profession, then, we can identify four types of 

regulation: 

1. voluntary regulation 
2. self-regulation supported by statute or the courts 
3. direct regulation by the courts 
4. direct regulation by statute. 
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Because of the plethora of government regulations 

surrounding the legal profession, it is difficult to find a truly 

voluntary regulatory system - closest, perhaps, are the Bar 

Associations in some of the States with amalgam practices. 

In South Australia, for instance, there are more than thirty 

practitioners who have signed the South Australian Bar 

Association's roll. By so doing they have undertaken to 

practise exclusively as barristers, though in law they are 

entitled to undertake the work of solicitors as well. Other 

rules forbid them practising in partnerships or accepting work 

directly from clients, but these restrictions have been 

voluntarily undertaken. While ultimate powers of discipline 

lie with the Law Society of South Australia, the Association 

has its own rules on professional conduct and disciplines its 

own members. There is no prohibition on other amalgam 

practitioners appearing in the courts, and there are few, if 

any, other off icial rules supporting the existence of the Bar. 

A similar situation exists in Western Aust ra l ia ." 
Distinguishing between voluntary regulation and self-

regulation granted by statute is not always an easy task. In 
New South Wales, for instance, solicitors are not required to 
belong to the Law Society, but they are nevertheless legally 
subject to its regulations and are required by law to pay 
annual fees. Not surprisingly, most solicitors are members of 
the Society. Thus, although the nr>onopoly 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) is even more complex. Again, membership of 
the Bar Association is not compulsory, nor is submission to its 
jurisdiction in disciplinary matters, but superimposed on this 
professional regulation is discipline by the Supreme Court, a 
more daunting proposition (arxi a more public form of 
scrutiny). Most barristers belong to the Association; those 
who do not submit to its rules and disciplinary powers in any 
case. A more blatant professional nK>nopoly 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 
association either with a specific monopoly granted by 
statute, or an indirect one supported by statute or the 
courts. It 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 
to enforce would be so close to those of the Association, that 
there would be little advantage in belonging to i t . 
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A unique feature of the legal services market is the role 

played by the courts. In all States, the Supreme Court 

exercises the final jurisdiction over admission to the 

profession and discipline, and although this jurisdiction is 

rarely exercised, it nevertheless has a major influence on 

practice and procedure. This is a difficult 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 system 

because of the near-monopoly of the state on adjudication 

services. But it is aggravated by the control the courts 

exercise not only over those appearing before them, but over 

the whole profession in most of its activities. It would be of 

small consequence to a private adjudicator if an advocate 

advertised his services or engaged in fee cutting, but there is 

little doubt that if a barrister in New South *ales undertook 

these practices and refused to acknowledge the jurisdiction of 

the Bar Association, he would be disciplined by the Supreme 

Court. 
The most blatant form of regulation is that specified in 

statute. The prohibition on unqualified persons 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 too. It is the form of regulation 
that will most likely grow in the future. 

In practice, all four types of regulation work together, 
and it is difficult to separate their individual effects. There 
is anything but a free market for legal services in this 
country. Overall it could best be described as a system of 
producer control. It is not even a case of a regulatory agency 
captured by the producers; the law gives the regulation of the 
profession 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 is almost 
completely theirs. 

IV. RESTRICTIONS ON COMPETITION FROM OUTSIDE 

THE PROFESSION 

Restrictions on Output 

There is no legal prohibition on an individual undertaking 
legal work on his own behalf, 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 in a significant waste of the court's time and 

resources. It is usual in such cases for the judge to assist the 

unrepresented litigant. 
Undertaking legal services for another is in some cases 

permitted, but when done for reward, it is prohibited by law. 
For instance in Victoria, under section 93 of the Legal 
Professi(M\ 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 is made when this 
work is carried out by an unqualified person with no 
expectation of fee, gain or reward. In Queensland, there is a 
similar prohibition in the Supreme Court Act, and breach of 
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.** 

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

It would not be right to impose too rigid a limitation 
on a 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 
merely formal matters such as adjournments) when 
the assistance of qualified persons is available 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. If the contentions were accepted, they could 
produce far-reaching consequerices. They would open 
the way to a vast field of litigation, associated with 
companies, being conducted through untrained and 
unqualified advocates. They would not merely 
encroach on the established practice, but tliey would 
destroy that practice, and perhaps, if extended 
further to include agents for litigants who are natural 
persons, destroy the whole system of the 
administration of justice in these courts.** 

The court ackrxjwledged the custom of permitting non-
professional advocates in proceedings under the 
Commonwealth Conciliation and Arbitration Act but 
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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-

professiorial advocates in minor matters, and trained and 
qualified non-lawyers in more complicated cases, it is 
unlikely that the courts would countenance the development 
of an alternative Bar. Encroachment on the established 
practice of the existing profession would not be tolerated, u 
the Victorian Supreme Court suggested.'' 

In most States solicitors and amalgam practitioners not 
practising exclusively as barristers are required to liave 
practice certificates, which are renewable annually and are 
under the control of the respective law societies. In New 
South Wales, for example, under the Legal Practitioners Act 
only a person who holds such a certificate is qualified to act 
as a solicitor. However, because of the other, stronger 
controls on competition, the practising certificate is rarely, 
if ever, so used. It is used by the law societies to obtain 
compliance 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 of the actual applications. 
Thus the courts only generally become involved when the 
decisions of the boards are called in question, as happer>ed in 
1981 in New South Wales in the Wendy Bacon case. In that 
case, after having been refused admission to the Bar by the 
Barristers Admission Board, Bacon applied directly to the 
Supreme Court for an order that she be admitted to 
practice. Control thus rests either with the Supreme Courts 
or with statutory bodies substantially composed of judges and 
representatives of the professional associations.*' According 
to the NSW Law Reform Commission, in practice, the 
admission boards attach considerable weight to the views of 
the professional associations." 

In addition to academic requirements, considered below, 
the NSW Legal Practitioners Act requires that prospective 
barristers and solicitors be fit and proper persons. In the case 
of barristers they are required to prove they are of 'good 
fame and character'. The difficulties with such a standard 
were miinifest in the Bacon case where there were claims of 
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l>olitical discrimination on the part of the Barristers' 

Admission Board. Of course while government agencies with 

such powers of regulation exist, they will always be liable to 

capture by interest groups and to claims of bias. This is 

important in New South Wales at present where there is a 

power struggle between the traditional practitioners and a 

f;roup which might loosely be referred to as law reformers 
receiving strong support from the Attorney-General's 

Department). This struggle for power has been manifest in 
recent judicial appointments, appointments to O'J^en's 
Counsel, elections of the Law Society and the Bar 
Association, and appointments to the NSW 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 New South Wales Bar 
Association moved against two other 'reformers' 3ohn Basten 
and Peter Livesey. Basten, a University of New South Wales 
law lecturer, was accused of assisting an escaped prisoner, 
engaging in unprofessional conduct and touting. This matter 
was 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 3. are illuminating: 

. . . this case illustrates the dangers and difficulties 
that lie in the path of the barrister who ignores the 
conventions, traditions, safeguards and self-imposed 
restrictions 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 . . 

No comment is made here on the correctness or otherwise of 
these disciplinary actions. What is important in the present 
context is that all three individuals were prominent 
'reformers', a fact which raised questions of political bias in 
the media. 

The other potential machinery for restriction on entry to 
practice is the educational conditions placed on entrants. 
The Admissions Boards determine these standards in NSW 
and, though universities may introduce new courses, the 
professional associations keep control of these standards 
nevertheless. In the early 1970s, the University of 
Queensland introduced greater variety into its Bachelor of 
Laws degree course. The admissions boards ignored that 
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change by specifying the subjects necessary for admission, so 

that, in practice, law studies at the university changed very 

little. 
Control is also exercised over post-graduation 

conditions. These vary from articles arxl extended periods of 
study at practice-oriented institutions like the College of 
Law in Sydney, to pupilleige (and in the United Kingdom, to 
the requirement than an applicant for admission to the Bar 
eat a specified number of dinners at the Inns of Court). 

But despite their enthusiasm for quality control, lawyers 
have generally refrained from placing direct restrictions on 
entry. They have not pressed for university quotas; indeed, 
the NSW Law Society has encouraged the establishment of 
law schools. Periodic attempts by newly admitted barristers 
to close the rolls have been resisted, although competition 
with the senior bar from interstate has in some cases been 
viewed less liberally. The South Australian Board of 
Examiners in 1981 refused to allow five Victorian lawyers, 
including a senior Queen's Counsel, to practice in that State. 

Because of the national uniqueness of legal principles, 
competition from Australia's growing immigrant population is 
not a problem to ttie legal profession as it is in medicine. 
Nevertheless, in mid-1983, the New South Wales Law Society 
opposed the admission of a qualified South African lawyer on 
the grounds that he had not completed the six month course 
at the College of Law, a restriction similar to that used by 
the doctors. He was admitted by the Supreme Court over the 
Society's objection. 

The general reluctance to restrict entry into the 
profession would appear to be a major departure from the 
conditions of Stigler's 'capture thesis', but it is clear from the 
conveyancing field that lawyers have nevertheless been able 
to regulate supply substantially through internal, 
'professional' controls. 

V. REGULATION OF LEGAL PRACTITIONERS 

Once admitted to practice, the solicitor or barrister is still 
faced with a maze of regulations governing form of practice, 
advertising, fee-setting, and how he may compete. The major 
controls are described briefly below. 
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The division of the pfx>fessian 

In New South Wales and Queensland, practitioners are 
admitted either as barristers or 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, of course, are 
prohibited from undertaking solicitor's work in these States. 
In Victoria the profession is technically fused, but a strong 
Bar has existed for many years, supported by ancillary 
legislation which reinforces the division. In the other 
Australian 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 
action and they still face competition from amalgam 
practitioners. 

The New South Wales Law Reform Commission 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 to 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 indicated that it 
intended 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 smd vigorous Bar should, and 
would, exist in a flexibly structured profession. We 
do not suggest that any style of practice, whether or 
not that of a barrister, should have an inalienable 
right to be preserved from the forces of fair 
competition arxl personal choice . . . The Bar need 
not depend for its existence on maintenance of a 
rigid division in the profession . . . " 

But while critical of the current professional bodies, the 
Commission in its final report was not prepared to 
recommend the termination of its monopoly status." And it 
did not favour the development of a similar role for the 
special interest associations (i.e. associations of lawyers, and 
perhaps others, interested in one field of practice, such as 
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family law). 'Special interest associations can be beneficial 

but they should not be permitted to become, in reality, the 

regulatory bodies for solicitors working in particular fields.'" 

Forms of practice 

Complex restrictions also exist on the style of practice 
lawyers may engage in. Some of these are based in law, 
others are established by the professional associations, 
backed by the probability of court enforcement against those 
who do not belong to the associations. For example the NSW 
Legal Practitioners Act prohibits solicitors from sharing 
professional costs with persons who are not practising 
solicitors (a consequence of which is that they cannot 
practise in partnership with barristers). NSW Bar Association 
rules also forbid pju-tnership by barristers with solicitors and 
other barristers. 

In NSW barristers do not employ other barristers (with 
the exception of a practice called 'devilling' which involves 
research work by other barristers) but this appears rK>t to be 
due to any legal or formal Bar Association rule, but is a 
universally observed convention. Solicitors are permitted to 
employ barristers, but Bar Association rules forbid barristers 
from being so employed except with its permission and then 
under close supervision. Barristers who are members of the 
Association are prohibited from employment by a company 
for the purpose of their work as barristers. 

Barristers also face special controls already mentioned 
regarding 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. This artachronistic rule has come urxler 
increasing attack in recent years and is finally givir^ way. 
New South Wales, Victoria and Queensland have introduced 
legal services directories listing legal firms and the type of 
work they are prepared to undertake, but this has not 
provided the information consumers need to Improve 
decision-making. 

There has been further pressure to allow individual 
practitioner advertising and the NSW Law Society several 
years ago siJt>mitted changes to its regulations to the 
Attorney-Genera I for gazetting, which will permit limited 
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advertising. At the time of writing, the Attorney-General 

had not yet acted on this. In the meanwhile the Society has 

been individually approving advertisements which conform to 

those draft rules, although they are subject to considerable 

restraints. Only print advertising is permitted, and it must be 

less than 72 square centimetres in size and not in a type-face 

that will attract undue attention. Solicitors are still 

forbidden from advertising the fields of law they specialise 

in, although there are moves to liberalise this too. In general, 

advertising which is promotional rather than informational Is 

frowned on by the Society as undignified. Barristers in NSW 

are restrained by the rules of the Bar Association. 
The NSW Law Reform Commission has indicated its 

support for controlled individual practitioner advertising by 
both solicitors and barristers. In its 1981 discussion paper, 
the Commission suggested the following rules to govern such 
advertising: 

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

2. They must not claim superiority for the advertising 
solicitor over any or all other solicitors. 

3. While they may make 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 to bring the 
profession into disrepute. 

They must not contain testimonials or endorsements 
cofKreming the advertising solicitor." 

In late 1982 the Victorian Law Institute Council 
introduced the most liberal rules on practitioner advertising 
to date. The new rules contain similar limitations to those 
recommended by the NSW Law Reform Commission, and 
advertisements can be up to 120 square centinietres in size. 
'Touting' in the electronic media is still not acceptable, 
although a practitioner appearing on programmes can rww be 
described by name and specialty. The old limitations on the 
sizes of signs outside practices have gone, although neon 
lighting is still unprofessional. 

Fees 

Statutory fees and scales regulate fee-setting in most areas 
of the legal profession, and in addition there is provision for 
independent review of solicitor's bills by court officers (a 
procedure known as 'taxing'). There is some discretion in 
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charging more or less than scale fees, but a practitioner who 

charges excessively is not likely to be able to recover his bill 

on taxation, and may face disciplinary action as well. On the 

other hand, the practitioner who undercuts acts unethically 

and offends the general prohibition on attracting business 

unfairly. 
Barristers in general have greater freedom in setting 

their fees than do solicitors or those who practise in that 
style. There is generally no upper limit on what beu-risters 
may charge, taking account of the superior skills of 
successful counsel, and more freedom 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 protecting the legal 
consumer. These include trust account regulations and 
compulsory professional indemnity insurance (at present 
applicable in most States only to solicitors or those practising 
in that style). 

VL THE EFFECTS OF THE LEGAL MONOPOLY 

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

To test this hypothesis, one area of legal practice -
conveyancing - is considered. This is a fitting topic of study 
because conveyancing accounts for about 50 per cent of 
solicitors' 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 anomalies. The 
monopoly was lost in the former case in the 1860s when the 
profession attempted to resist the introduction of Torrens 
Title, a system of land title registration which greatly 
simplified conveyancing procedures of the time. A new class 
of conveyancers called lauvJ brokers grew 14), and they have 
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become so much a part of the industry that they now account 

for more than three-quarters of the conveyancing in that 

State."*" In Western Australia, settlement agents have 

established themselves with the assistance of some members 

of the legal profession and have in recent years been 

licensed. They account for about 75 per cent of that State's 

conveyancing practice. There have been many claims over 

the years as to the relative efficiencies of these two systems 

- the legal monopoly and open competition. The Dawson 

Committee in Victoria looked at the issue in 1980 and 

concluded that 'the claim that conveyancing costs in South 

Australia are appreciably cheaper than in Victoria cannot be 

sustained 
Subsequent to that report two other, more detailed 

studies of the comparative situations were made. Both 
concluded that conveyancing charges in South Australia and 
Western Australia were cheaper. The Victorian Consumer 
Affairs Council produced a report in 1981 after the release of 
the interim report of the Dawson Committee which concluded 
that 'Even upon the most conservative approach, it is safe to 
generalise that conveyancing in Victoria (excluding 
government fees) costs the typical consumer more than 
double what it costs in South Australia and Western 
Australia'."* A separate but similar study by Nieuwenhuysen 
and Williams-Wynn using the data provided by the Dawson 
Committee concluded '. . . in 1978 the maximum amount 
payable in South Australia was less than the minimum amount 
payable in Victoria, the difference becoming progressively 
more marked for higher value transactions'."" Looking at a 
$40,000 transaction, the relevant ratios between the two 
States ranged from 2.5:1 to 2.2:1. These figures are 
confirmed by the charges of the non-legal conveyancers 
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 New South Wales 
cut-price conveyancers were charging about 60 per cent of 
the scale fees. 

Who opposes this monopoly? 

Predictably the challenge to the conveyancing monopoly has 
not come from consumers but from insiders (lawyers) and 
competitors. As Friedman observed in 1968: 

Each of us is a producer and also a consumer. 
However, we are much more specialized and devote a 
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much larger fraction of our attention to our activity 

as a producer than as a consumer. We consume 

literally thousands If not millions of Items. The 

result Is that people In the same trade, like barbers 

or physicians, will have an intense interest in the 

specific problems of this trade and are willing to 

devote considerable energy to doing something about 

them. On the other hand, those of us who use barbers 

at all, get barbered infrequently and spend only a 

minor fraction of our income In barber shops. Our 

Interest Is casuaL Hardly any of us are willing to 

devote much time going to the legislature In order to 

testify against the iniquity of restricting the practice 

of barbering."** 
This Is very much the case with conveyancing (and most other 
legal services). As consumers, we have only Infrequent 
dealings with the legal profession. Most of us buy and sell 
property infrequently. Thus our frustration at the costs of 
conveyancing and the Inconvenience of the present system is 
only rarely experienced, too Infrequently to spur us to action 
in times of review or challenge. These comments remain 
valid in spite of the fact that the first and major NSW cut-
price conveyancer. Property Transfer Company, was set up by 
the Law Cormimer's Association and In spite of the heavy 
Involvement of the Consumer Law Reform Association in 
Victoria. While It cannot be denied that the people Involved 
in these organisations are legal consumers (which of us are 
not?) their motivation was Ideological arxi political rather 
than merely commercial. 

The challenge to the conveyancing monopoly has come 
from would-be competitors, with the assistance of rogue 
lawyers. Settlement agents have operated In Western 
Australia for more than fifteen years, and any defensive 
activities by the profession were confounded by the 
widespread Involvement of lawyers In these agencies for tax 
avoidance reasons. 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 following year and has fought a running battle 
with the Law Institute ever since. The Institute has not yet 
proceeded against the company itself (which has operated by 
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undertaking administrative work, while having the legal work 

done by a qualified practitioner to avoid offending the Legal 

Practitioners Act). Instead the Institute has successfully 

proceeded agciinst the solicitors associated with the 

company. Two have been fined by the Solicitor's Disciplinary 

Tribunal. The first, Roger Stevenson, was found guilty on 

four charges of professional misconduct. Vhe diarges are 

interesting. He was found guilty of attracting business 

unfairly, of feuling to stop advertising, and of holding himself 

out and allowing himself to be held out as willing to do work 

at less than the minimum fee fixed by the Solicitors 

Remuneration Order. 
A week after Stevenson was firmed in September 1980, a 

former law clerk, Pamela Clark, owner of the Bendigo 
Conveyancing Company, was taken to court by the Law 
Institute. She decided not to contest it because of the costs, 
and indertook not to act ais a solicitor again. 

But the Victorian conveyancing war is far from over. 
According to press reports, the Land Transfer Company has 
an adequate supply of solicitors willing to co-operate in 
undercutting the legal conveyancers. The Victorian Labor 
Government has also indicated a willingness to legislate to 
end the lawyers' monopoly on conveyancing. 

In New South Wales the experience has been much the 
same. Msuiy of the twenty or so cut-price conveyancers 
which set up in 1980 folded under economic pressure. 
Initially the Law Society had given consent for some 
solicitors to be involved with the norv-qualified conveyancers, 
but this wsLs witlxirawn in February 1980 and in late 1981, the 
Society commenced legjd proceedings against the two largest 
companies. 

There is little doubt as to the basis of the legal 
conveyancing morwpoly - 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 a significant section of the profession itself. 

Vn. THE JUSTIFICATION FOR REGULATION 

If the conveyancing experience can be extrapolated, legal 
consumers are paying dearly for professional regulation of the 
legal market. Of course, alternative regulatory mechanisms 
can be devised and it is conceivable that the state could 
create an agency run entirely in the public interest to 
supervise the legal profession. 
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But before proceeding to ask what alternative regulatory 

mechanisms might be constructed, it should be asked whether 

regulation is necessary at all. 

Most of the economists' arguments for government 
regulation rest on the proposition that, in certain circum-
stances, consumers do not know what is in their best 
interests. It can also be argued that the provision of some 
secondary legal services is so closely tied to the process of 
law generation and to the production of justice that it should 
be regarded as a public good. 

For the purposes of this discussion, four primary 
arguments for government regulation are identified: 

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

2. the potential conflict between the interests of the lawyer 
and those of his client, 

3. underestimation by the individual of the probability and 
cost of fraudulent and negligent legal service, and 

<». the public benefits generated by the provision of legal 
services which cannot be captured by the individual 
paying the bill. 

The information problem 

The law is necessarily 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 himself because of his infrequent involvement in 
these matters. Instead, he seeks an expert. 

However, becaujse of his limited knowledge of the law, 
the layman does not know how to recognise a fraudulent or 
incompetent practitioner. The costs of leaming from 
experience can be prohibitive; the costs of acquiring the 
necessary information beforehand, both in studying the law 
and in surveying all or a significant number of the available 
suppliers, will be exorbitant. 

The traditional response to this alleged market failure is 
to assume that the least costly way of protecting consumers 
from this lack of information is through state regulation, 
preventing unskilled practitioners from offering their services 
in the marketplace. 

This nwdel assumes, however, that the only choice is 
between restrictive state regulation and a situation where 
individual practitioners refuse to co-operate voluntarily in 
excluding, or at least identifying, those with inferior skills. 
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One intermediate solution, not requiring state involvement, is 

private certification. Agencies such as the Law Institute and 

the Law Societies could provide much the same service they 

do now, but without the supporting power of the state. 
Assuming several such bodies developed in each 

jurisdiction, the consumer would then face a choice, 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 costs it is assumed 
would exist in an unregulated market. 

It is doubtful whether the current system of exclusive 
licensing provides any more information than such a system 
would; indeed, it may provide less. The present regime 
provides Uttle information about practitioners above the 
minimum entrarKe requirements and almost nothing of their 
expertise in various areas of the law. 

Possible information solutions 

The NSW Law Reform Commission proposed several innova-
tioru which would permit a state regulatory system to provide 
this greater detail, but it is far from clear that the detailed 
regulation required would be less costly to consumers than 
voluntary certification. 

If government involvement is required, it is probable that 
state certification will be a cheaper option than granting 
exclusive licences to qualifying practitioners. In that way. If 
the government's standards are unrealistic and consumers are 
prepared to take the risk of dealing with lower quality 
lawyers in spite of the government's warnings, the costs of 
the regulatory distortions will be minimaL 

Uniform fee scales also protect consumers from high 
information costs by eliminating the rwed for shopping around 
for price bargains. The Victorian Consumer Affairs Council 
has said of this argument, that 'the certainty of a high charge 
is of very doubtful utility to the consumer'.*' Recommended 
fee scales published by the professional bodies would similarly 
lower information costs to consumers without the side-
effects of loss of competition. The argument in favour of the 
advertising restrictions is often expressed in terms of 
information costs also. It is maintained that too much 
information would confuse consumers, and that by restricting 
advertising, the professional bodies are assisting consumers in 
making their choices. This argument also assumes no brand 
names (certification agencies) would appear in the legal 
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market. One of the valuable pieces of information a solicitor 

could advertise would be his membership of a particular 

certifying body. In any case the American experience since 

the Bates case is that most legal advertising is informational 

rather than promotionaL"' What promotional advertising did 

appear in an unregulated market would no doubt be dismissed 

as puffery in the same way that Peter Clyne's flamboyance is 

received. 
Under the current system of self-regulation, it is also 

possible that attempts to maintain the professional image in 
fact protect lesser offenders and prevent the public from 
learning about weaknesses within the system. In this the 
legal profession does not appear to be cis much of a closed 
brotherhood as the medical fraternity (which has protected 
not just minor offenders, but some real criminals). The Law 
Reform Commission did, however, suggest in one of its papers 
that such a brotherhood syndome does operate in the NSW 
legal profession.** Without buying into this debate, in cases 
of professional regulation, esp>ecially where that is reinforced 
by a State monopoly, such claims will always exist to trouble 
consumers. 

Determining agency costs 

But the legal consumer needs more than just an expert in the 
law. He requires a consultant, an agent into whose hands he 
can commit his business and legal affairs. This «igency 
relationship creates problems of its own, for the interests of 
the agent are not identical with those of his principaL The 
reasons lie in human nature (solicitors with trust moneys in 
their hands sometimes have pressing personal priorities), and 
in the fact that the consumer's agent is usually also the 
supplier of the service, so that there is an irtcentive to 
recommend oversupply. 

Establishing and maintaining an agency relationship is not 
a costless activity, and the question arises whether the 
present system of professional regulation or any alternative 
mechanism for state regulation, can lower these agency 
costs. The professional approach to the legal market eschews 
the treatment of lawyers as economic men. Professionalism 
is an attempt to lower agency costs voluntarily by having 
legal practitioners more closely identify their own interests 
with those of the client. 

Professional codes of ethics stress the primacy of the 
client's interests; for example, the Code of Ethics of the 
International Bar Association states, in part, "A lawyer shall 
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never forget that he should put first not 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 attempt to create 

'professional man' who is nobler and less self-interested than 
'economic man' - has been remarkably successful. It appears 
to make economists' arguments about the legal market in 
many cases appear irrelevant. Traditions about the 
undignified nature of competition and advertising, which look 
ridiculous on economic man, fit professional man remarkably 
well. One group of writers observe, 'Cleau l̂y, the agency 
relationship between professionals and clients cannot work 
satisfactorily if practitioners are not self-dlsclpllned. In this 
context. It is hard to over-emphasise the importance of the 
"socialisation" process Inherent In professional education and 
reinforced by professional norms."*' 

The weakness of the 'professional man' approach is that it 
starts from such strong assumptions. The economist's 
assumption of the rationally self-interested individual (the 
utlllty-maxlmlslng individual) Is better, not because It more 
accurately describes the majority of professionals but 
because It assumes less. 

Professionals and personal temptation 

The 1981 report to the NSW Law Reform Commission by trust 
account Investigators revealed the weakness in assuming 
professionals are able to ignore their private Interests. 
Listing the reasons for misuse of trust money, the 
Investigators spoke of fraud, cupidity, gambling, philanthropy 
and laziness and concluded there was need for a psychological 
study to analyse the pressures on people in control of other 
people's money. 'Some of these weaknesses may have been 
inherent in the solicitors' characters; they may have been 
triggered by the many mental and physical Ills which beset 
mamkind, such as nervous disorders resulting In nervous 
breakdown and paranoia, alcoholism and drugs, marital 
problems, blackmail, accidents to themselves and their 
families.. .'»� 

The report also noted that 'Persons who appear to have 
deep religious convictions have not been Immune from the 
temptations afflicting those with principles and morals of a 
lower standard. In fact, in our experience some of the worst 
offenders have been 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 to trust account defalcation is 

unusual because the investigators seem to have assumed 

lawyers would always function as professional men. In 

contrast to this approach to breaches of trust, the 

economist's assumption of rational self-interest seems 

conservative indeed. 
The discussion above on conveyancing suggests that even 

legal professionals with the intention of acting in their 
clients' best interests will be unable to meet those needs as 
well as they might under conditions of competition. The 
mere fact that lawyers intend to act in their clients' interests 
does not mean that they will always be able to do so as well 
as professional men as they would as economic men. 

Agency costs are the costs of forming and maintaining a 
contract or trust relationship which will limit the agent's 
independence, including the expenses involved in monitoring 
the agent's performance. These costs can be lowered through 
trust account auditing, through fidelity funds and professional 
indemnity insurance, and while these services are now usually 
associated with state intervention, they were provided long 
before the state became involved. Professional 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 I97'», when the Law Society 
voted to make this insurance cover compulsory for its 
members, it chose to do so through amendments to the Legal 
Practitioners Act and the Solicitors Regulations rather than 
through internal rule changes.** 

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

Pii>iic good 

In the primary legal market, and perhaps in the provision of 
advocacy services, there is a public good argument for state 
intervention. The provision of a stable legal environment, 
and the generation of high quality legal rules for one 
individual automatically make those same goods available to 
every other nrtember of the community. It is possible to 
exclude free riders from the adjudication process by making 
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determinations in private, but it is clearly not desirable to 

exclude outsiders from the benefits 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 is irrelevant, for 
example, to conveyancers, and would seem to be limited 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, to counteract the 
underproduction of law that would otherwise result. 

Given the present system of Queen's Counsel, it is to be 
doubted if such regulation is, in fact, required. But if there is 
a public good argument for state regulation of the legal 
market, it justifies far less than the system presently in 
operation. 

Society knows best 

It is often argued that individuals underestimate the 
probability and costs of inadequate legal representation. In 
some way that is not made clear, society is assumed to be a 
better judge of risk. Moore comments: 'Occupations, we have 
found, are licensed because the public is believed to be overly 
sanguine. . . . social security, housing laws, and many 
sanitary statutes would appear to have been motivated by the 
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 
occupational regulation is far from clear. It assumes a great 
deal about optimum levels of risk; and our recent experience 
with social security laws suggests that society's wishes as 
expressed through the electoral process are inclined to be 
conservative when it comes to risk-taking. The social gain 
from increased risk-taking is not always obvious and a cost-
berwfit study would be very difficult . Society may not know 
best after a l l . 

Vni . A L T E R N A T I V E S 

The above instances of alleged market failure may provide 
some justification for government intervention in the legal 
market, but it is doubtful that they give support to the 
present system of professional regulation backed by 
government sanction. The 'professional man' approach to the 
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legal market has proven to be less than adequate, particularly 

in price competition. 
It is important to note, however, that the current system 

of professional regulation is but one form of government 
control, resting as it does on the coercive power of the 
state. Voluntary 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 
competition. 

It is not difficult to cfa-eam up alternative regulatory 
regimes. The difficult question is to find one more efficient 
than the present arrangements, or the unregulated market. 
The New South <Vales Law Reform Commission, for example, 
put up a number of proposals, initially favouring an 
'independent regulatory body' established by statute with 
government and consumer representation. Under the 
Commission's first proposal, the general regulation of the 
legal profession was to be handled by a Legal Professional 
Council with 21 members, 9 of whom would have been elected 
by the profession, 3 nominated by a Community Committee 
on Legal Services, and the remainder appointed by the 
Government. The Community Committee on Legal Services 
was to have 2'* to 29 members, with 8 nominated by the 
Crown and 10 by specified community organisations, including 
the Australian Consumers' Association, the Law Consumers' 
Association and the Council for Civi l Liberties. 

Why this regulatory structure would be more 
'independent' 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 mechanisms. Indeed, since a number of the 
'consumer organisations' nominated for inclusion on the 
Community Committee on Legal Services were in fact 
extremely ideological bodies with little public support, and 
since some of these had close ties with one of the most active 
Law Reform Commissioners, there was considerable doubt 
that this agency would either be independent or be able to 
escape its own set of private interests. 

Moreover, no explanation was given why this mechanism, 
or any such 'independent' regulatory agency should not be 
liable to 'capture' by the legal profession in the same way 
that all such industry bodies are. In this case the economists 
did not have long to wait before the capture took place. 
Before it had produced its final report to Parliament, 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 regulation little different in substance from 

what presently exists. In the final report, the Commission 

recommended corjsumer representation on the Law Society 

Council and the Bar Council, but these lawyer-controlled 

bodies were to be unquestionably in charge. It is probable 

that the model firially accepted by the NSW Government will 

be even closer to the professional monopoly which now exists. 
In the end, the government failures associated with each 

of the regulatory mechemisms may be greater than the 
market failures they are implemented to remedy. A careful 
cost-benefit analysis of each of these proposals must be 
undertaken to determine their value. There is good reason 
for believing that the most efficient solutions will be those 
with considerably less government regulation. 

Competition within the legal market is not such a 
daunting prospect when it is considered how much exists 
already. Para-legals operate as industrial advocates (in NSW 
the first non-lawyer has been appointed to the bench of the 
Industrial Court), maneiging clerks have assumed some legal 
functions in Victoria, land brokers and settlement agents have 
moved into conveyancing. 

Group legal services, similar to group medical practices, 
or health maintenance organisations, have operated for 
several years in the United States, but have yet to come 
here. These schemes will allow pre-existing groups (such as 
trade unions or specially formed co-operatives) to purchase 
bulk legal services for their members with all the bargaining 
power that such arrangements offer. We have yet to see in 
this country legal check-up services such as exist in the 
medical field, and sho|>-front law has only recently begun to 
appear here. 

The options are, of course, endless. We simply do not 
know what price we have been paying for an inflexible, 
heavily regulated legal profession. 

I X . THE P U B U C I N T E R E S T 

What then of the public interest? According to the 
professional associations, they have been regulating the legal 
market in the public interest all along. The NSW Bar 
Association, for example, told the NSW Law Reform 
Commission inquiry that 'the interests of the Bar as a whole 
coirKide with the public interest'. The Commission, on the 
other hand, considered its regulatory mechanism more likely 
to coincide with the public interest. 
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The Commission, at least, was prepared to acknowledge 

the subjectivity of this concept: 

No one has a monopoly of understanding (of the 
notion of the public interest); even a disinterested 
person approaches it with a limited viewpoint. As we 
have pointed out earlier, the problem is not merely 
one of the tendency to prefer one's own interests, 
consciously or subconsciously, when a conflict is 
perceived. The limitations of an individual's 
experience may make it difficult for him even to 
atppreciate the existence and nature of different 
views and Interests, or the possibility of an approach 
different from the one that is familiar to him,** 

Crudely put, the Commission's view on the way to discern 
the pid}lic interest in such circumstances was to take a vote. 
In fact, the process it described for resolving this conflict of 
private interests was more complicated and less democratic: 

Assessment of the public interest is a complex value 
judgment involving the consideration of, and 
attempts to resolve, potential conflicts between the 
interests of members of a profession and the 
interests of the clients, and often other interests, for 
example the many interests in the administration of 
just ice." 

How one distills the interest of the public from the 
conflicting interests, for example, of the NSW Law Society, 
the Property Transfer 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 suggested, voting in a 
way that was never described, could discover the public 
interest more successfully than an alternative set of 
arrangements. The public was simply left to assume that its 
interest would be discovered and put into effect . 

Despite its continuing use among politicians, the notion 
of the public interest has lost its usefulness arxl should be 
discarded on the philosophical scrapheap where all such out-
of-date concepts go. To attempt a reconstruction, either in 
terms of the consumers' interests or in terms of the majority 
decision on a democratic vote, is to risk the perpetuation of 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 greeted as a sign that large-scale private 

interests are probably at stake. ' I have not known much good 

done', he wrote, 'by those who affected to trade for the public 

good'. 
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REGULATION OF 

INSURANCE BROKERS 

Peter L . Swan 

L INTRODUCTION 

In 3une 1981 the Federal Government announced its decision 
to reject the recommendations of the Australian Law Reform 
Commission ( A L R C ) and industry siismissions from the 
Confederation of Insurance Brokers of Australia (CIB Aust.) 
and the Insurance Brokers of Australia ( IBA) ' which would 
have resulted in a system of occupational licensing for 
insurance brokers both to regulate and restrict entry into the 
profession.* Insurance brokers act as intermediaries between 
consumers and insurance companies by arranging policies and 
receiving premiums. The stated aim of the recommendations 
was to ensure competence and fairness, impartiality, 
accountability for clients' funds and some form of profes-
sional indemnity and fidelity guarantee against bankruptcy. 

Since the industry had been lobbying for compulsory 
registration and licensing provisions for many years, the 
Fraser Government's rejection of the Law Reform 
Commission proposals (largely reflecting the industry's desire 
for regulation) gave rise to a sense of outrage in the industry 
organisations. This was evident in strong statements by an 
Opposition (Labor) backbencher and by the introduction of a 
private members bill by the then Opposition frontbencher now 
Attorney General, Gareth Evans, incorporating the Law 
Reform Commission recommendations. With strong support 
from several Government sertators, 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 is continuing its lobbying campaign both at the 
Federal and States level to become regulated via statute 
rather than via voluntary self-regulation as at present. The 
new Hawke Government seems favourably disposed towards 
introducing the legislation. In Queensland, brokers are 
subject to control by the Insurance Commissioner (Qld.) and 
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there is a requirement that an applicant be 'competent to 

perform the duties of a broker' which goes beyond the kind of 

restriction on entry recommended by the Law Reform 

Commission. 

n. DEGREES OF INTERVENTION 

It is possible to categorise the degree of government 
regulation of a profession into three stages - registration, 
certification and licensing - which in practice may combine 
elements from each. In the first category, registration 
requires no more than a listing in an of f ic ia l register. There 
is no provision for restricting the right to undertake an 
activity so long as one is registered - and anyone can register, 
usually after the payment of a fee. There is also no provision 
for removing a person from the register for failing to reach 
set standards or for any other reason. Thus registration on its 
own appears relatively harmless, although it is usually the 
forerunner to a 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 or by a private-sector orgcinisation. An example of 
the former would be voluntary Australian design standards 
and examples of the latter, recommendations by Choice 
magazine and automotive inspections carried out by the 
NRMA. The crucial feature of certification is that the 
consumer's choice is not restricted in any way since non-
certified individuals or products are free to compete with the 
certified individual or product. There seems to be no 
particular reason why certification must always be provided 
by government agencies since private organisations are 
capable of providing such a service. In the case of insurance 
brokers, the two industry organisations - CIB Aust. and IBA -
act as certifying agencies by requiring their members to meet 
conditions which are similar to the requirements recom-
mended by the Australian Law Reform Commission. In fact 
the submissions to the Government by these two organisations 
recommended that a sufficient condition for off ic ia l 
registration be current membership of either of these 
organisations. 

Certification has the additional virtue that the oppor-
tunity for the non-certified suppliers to compete with 
certified suppliers provides a litmus test of the value of the 
information conveyed by the certification process. If 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 of 
providing the higher quality certified product is greater than 
the benefit to consumers from the higher quality. 

There are of course possible difficulties associated with 
certification. For example, who certifies the certifiers? 
Does tlie certifier have an incentive to cheat by providing 
false information? If it is a private certifying organisation, 
how is it financed? (If an organisation has a financial interest 
in the advice being offered, credibility may be lacking.) Will 
it be viable? Governmental certification in particular is 
usually the second step after registration towards full occu-
pational licensing and compulsory minimum quality standards. 

Licensing proper is far harder to 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 standards are met is a restriction of one's 
economic freedom to choose one's occupation and a violation 
of the ability of individuals to contract freely for their 
mutual advantage. The usual argument put forward for 
licensing is the paternalistic claim that the consumer is 
incapable of judging for himself and is therefore incompetent 
in some way. This argument is carried to ludicrous extremes 
when certification is rejected on the grounds that consumers 
are sufficiently incompetent to be incapable of distinguishing 
between a certified and a ron-certified supplier when it is 
allegedly in the consumer's interest to do so. * As we shall 
see the A L R C is forced to rely heavily on such paternalistic 
arguments without the support of hard evidence. 

The effect of occupational licensing is usually to provide 
monopoly rents to the existing members of a profession or 
occupation when the supply restriction is imposed. New 
entrants who are able to satisfy the licensing requirements at 
some later date may not actually earn any rents because of 
the often huge cost and/or time spent in becoming suitably 
qualified. Nonetheless there is usually an initial gain for 
those in on the grourx] floor, so to speak. Moreover restric-
tion of supply leads to monopoly pricing even if there are 
large numbers in the industry, so long as the threat of loss of 
registration can be used to discipline members who do not 
abide by the usual requirement for (uniform) pricing at a rate 
determined by the professional itself. This is not the end of 
the matter because prospective suppliers who are not 
permitted to enter the industry also suffer. Migrant and 
minority groups are often the major losers. 

Milton Friedman presents very well the 'private interest' 
theory of the dematxi for occupational licensing, based on the 
creation of monopoly by a small concentrated group: 
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In the arguments that seek to persuade legislatures to 

enact such licensure provisions, the justification is 

always said to be the necessity of protecting the 

public interest. However, the pressure on the 

legislature to license an occupation rarely comes 

from the members of the public who have been 

mulcted or in other ways abused by members of the 

occupation . On the contrary, the pressure invariably 

comes from members of the occupation itself. Of 

course, they are more aware that others of how much 

they exploit the customer and so perhaps they can lay 

claim to expert knowledge.^ 

Friedman's predictions seem to fit the case of insurance 

brokers perfectly. 

m . ASYMMETRIC INFORMATION 

The most plausible sounding case on 'public interest' grounds 
for 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 is 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 ideal solution of fees 
related to the quality of service. Highly skilled doctors with 
opportunities elsewhere will leave the industry as a result of 
low average quality and low fees giving rise to even lower 
quality and fees and the loss of even more skilled doctors. 
This is an example of Gresham's law for doctors: bad doctors 
drive out good. 

This kind of market failure resulting from inadequate 
information on the part of cofwumers may justify cer t i f i -
cation of doctors to allow pricing according to ability or even 
possibly licensing, both as second-best policies given that the 
ideal solution is to 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 profession itself then it is likely that quality 
standards will be too high as a means of determining entry. 

However, tfie weaknesses of this approach to rationalising 
minimum quality standards are obvious. In a free market 
without licensing, 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 

second-opinion, the value of degrees obtained and the univer-

sity in question, word of mouth, court cases e t c Moreover, 

in the absence of occupational licensing, firms or group 

practices are likely to be set up in such a way that the firm's 

reputation acts as a means of certifying the quality of 

services provided. Certification, particularly private 

certification, may be a way of solving 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 to sue doctors since a major obstacle to 
doctors giving evidence against 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 government agencies 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 for damages. 

IV. INSURANCE B R O K E R S AND THE AUSTRALIAN LAW 
REFORM COMMISSION 

The Law Reform Commission bases its case for regulation of 
entry into the profession on three guiding principles -
protecting innocent purchasers, promoting informed choice, 
and encouraging competition - which are unexceptional in 
themselves although I 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 interest: 

Broker insolvencies have been of sufficient frequency 
and have involved such amounts as to justify 
legislative action to control the two main practices 
which contribute to 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 retention of 
premiums, often for lengthy periods, and their 
investment by a broker, sometimes in a dubious 
investment, for the broker's own benefit.' 
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In the first place the significance of an alleged insolvency 
problem has been exaggerated by the Commission. The 
known insolvency tosses totalling $7.3m* over the ten-year 
period 1970-79 are quite small in comparison with the $1110m 
in premiums handled by brokers in just one year alone 1977-
7S, and even in relation to brokers' debts to insurers totalling 
$329m at 30 June 1978.» It is true that there have been a 
number of insolvencies since the Law Reform Commission 
reported, but these do not change the nature of the overall 
picture. In the cases of insolvency which the Commission 
investigated it was found that 92 per cent represented 
premium debts owed to insurers ," and hence the insolvencies 
largely represented transfers from insurance companies to 
brokers rather than from customers to brokers directly. 
Thus, unless the affected insurance company can disallow 
policies on which the broker has defaulted, the cost of 
insolvencies will be spread over the bulk of policy holders 
rather than borne by the relatively smaller number of clients 
of the insolvent broker. This outcome would seem to be in 
keeping with the first principle laid down by the Commission. 

Doubt has recently been cast on this outcome by the 
recent Palmdale Insurance case in the Victorian Supreme 
C o u r t i n which the judge found that in certain but not all 
cases financial intermediaries would escape liability for 
premiums which had not been paid to the insurance 
company. Some brokers have since modified their legal 
arrangements to increase consumer confidence by assuming 
liability for premiums they have received but not passed on to 
the insurance company. The law may need to be clarified in 
tne light of the Palmdale decision. 

The implication of a finding that policy holders rather 
than brokers are liable for insurance premiums not received 
by an insurarice company is that in the event of broker 
insolvency, insurance policies could be cancelled so long as 
the broker had not passed on the funds to the insurance 
company, although the client had paid the insurance premium 
to the broker. In such an instance the broker has really 
defaulted on an implicit loan from the insurance company. 
Moreover the insurance company is likely to be in a much 
better position to judge the financial probity of the broker 
than is the client. 

Thus it would seem to me that the law should be altered 
so as to make the insurance company rather than the client 
liable for premium payments in the case of broker default 
when the client has paid the broker the requisite sum. Such a 
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law would still leave the client liable for the insurance 
premium which has not been paid to the broker. This is in 
effect a loan made by the broker to the insured. Also where 
no insurance contract has been entered into because (say) the 
broker has simply absconded, the client would remain liable 
except for his claim on the broker. In my op'nion 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 turn by commissions 
paid by insurance companies and the income derived from the 
investment of premiums. Insurance companies extend credit 
to the brokers, presumcd>ly in lieu of higher commissions, and 
the brokers also extend credit to their insured clients, but to 
a lesser extent. The provision of credit by insurance 
companies is implicit when there is a failure to insist on 
prompt payment. The net funds available to brokers for the 
purpose of generating income are quite large and were about 
$108m at 30 June 1979. Interest and investment income 
derived from these funds amounted to $12m in 1977-78 out of 
a total income of $137.5m 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 also does the 
risk of default arising from broker irisolvencies. The 
insurance companies clearly find it more economical to 
exterxJ credit and take the risk of default rather than pay 
higher commissions to brokers for the provision of their 
services as intermediaries between the insurers and the 
insured. 

The Commission is particularly concerned about money 
whidi is payable from the insurance companies to the insured 
which is temporarily invested by the broker: 

It is quite wrong for a broker to invest claims moneys 
and returns of premiums for his own benefit. He 
should be made strictly accountable to his client for 
funds held on his client's account and should not be 
permitted to use them for the purpose of making 
personal p r o f i t . " 

It seems hardly justified to set up a system of regulation 
designed to separately treat clients' funds from other furxls, 
particularly when the Commission does not provide any 
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evidence that these funds owed by brokers to the Insured are 
anything more than relatively nriinor. Moreover, ii special 
consideration is to be given funds held by brokers on behalf of 
the insured, why not give special consideration to the much 
vaster amount which the insured owe brokers? At 30 June 
1978, credit extended to the insured amounted to SZ'tZm. 
Rather than referring to an alleged 'personal profit', a 
sounder analysis of the situation would note that brokers, as 
part of a h i ^ l y competitive middleman sector with freedom 
of entry and exit, make only a competitive return 
commensurate with their skills. Any return which is obtained 
by an ability to invest clients' furvJs will be competed away by 
other brokers, and hence will be used to offer more and 
better services In order to attract more customers, or 
similarly will be used to compete for txjsiness by offering 
better credit terms to valued clients. 

The Commission ^dso recommends restrictions on the 
types of investments that general funds can be used for, as 
well as a prohibition on the use of clients' f u n d s . I t rwtes 
with some indignation that it 'has even been known for a 
broker to use premiums for the purchase of real or personal 
property for his own use and benefit'. '* However, the 
Commission forgets that the lower returns which will presum-
ably result from severe controls on the brokers' portfolio of 
assets will be borne by consumers as a result of a fall in 
investment income combined with the inevitable rise in 
commission income to offset the fa l l , and will ultimately 
result In higher insurance charges to consumers. 

I have argued that there is no basis for the 'public benefit' 
argument for regulation of entry arising from broker 
ir«olvency. If the risk of insolvency were an important issue 
with the consuming public, surely more complaints and 
demands for regulation would have come from the alleged 
victims due to the absence of occupational licensing? To be 
fair, I note that victims would most probably have difficulty 
in having their complaints registered and are unlikely to form 
a very powerful lobby. If considerations of the public imerest 
were the real motivating factor in general regulation, the 
brokers and the industry ^nera l ly would be doing everything 
in its power to prevent legislation which would presumably be 
costly to comply with. If 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 TrcMury Submission 
comments ILS follows: 

1 « 
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Although in recent years Treasurers have received 
numerous representations from (or inspired by) 
brokers in favour of a regulatory scheme, they have 
received very few complaints indeed from members 
of the publ ic . " 

State government bureaus do, however, receive complaints 
about insurance matters, but what proportion relates to 
insurance brokers 1 am unaware. Doubtless some consumers 
seeking insurance have been adversely affected by bankrupt 
or absconding brokers but the question remains: what price 
are taxpayers and the majority of customers of non-
defaulting brokers willing to pay to reduce the probability of 
default by a tiny minority of brokers? Is it $1 for every $1 
lost? $10 for every S i lost? $1000 for every $1 lost? or is it 
even higher? 

V. U C E N S I N G V E R S U S A C C R E D I T A T I O N 

Even if it were true that there is some merit in the 
Commission's case for government intervention based on 
broker insolvency, it is far from obvious that all the alleged 
gains to consumers could not equally be achieved by a system 
of accrediting brokers who meet the corxlitions of financial 
probity laid down by the Commission. If meeting these 
conditions truly provides benefits for consumers outweighing 
the costs, then the group of accredited intermediaries should 
thrive at the expense of the remainder, who would not be in a 
position to state or advertise that they have the 'seal of 
approval' from a government agency but would nonetheless be 
allowed to compete subject to this 'handicap'. The Treasury 
Submission'^ proposed the encouragement of a voluntary 
accreditation scheme which would allow the forces of free 
competition to go on acting in the interests of consumers. In 
fact such a scheme already operates for a major portion of 
the industry (up to 80 per cent). 

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

. . . preservation of freedom of choice between a 
broker who is bound to comply with standards 
considered necessary for the protection of the public 
and one who is not bound to do so would be of 
doubtful value even to those with the knowledge and 
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understanding to appreciate the difference. Even if 
that were not so, tlie value of maintaining freedom of 
choice in this regard must be balanced against the 
need to protect those to whom the differences 
between the different types of intermediary, let 
alone those between the different types of broker, 
would remain a mystery ." 

This reply misses the point that individuals including 
consumers in all walks of life have to make choices which are 
never perfectly informed and that balancing off risk against 
expected return is something which all of us do throughout 
our everyday lives. In fact very few clients of insurance 
brokers are naive little old ladies in need of protection 
against themselves, but rather many are mature businessmen 
used to making rational informed decisions. The Treasury 
Submission rwtes 'that brokers are probably used relatively 
little by the man in the street for the purpose of obtaining 
cover in respect of dwellings, vehicles etc ' .* ' The 
Commission's paternalistic attitude, expressed in its views 
and recommendations, is not at all flattering to 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 is merit in the 'public benefit' approach, an 
accreditation system would provide the insuring public with 
additional and valuable information, as well as put the 
Commission's reforms to the market test of competition 
between the accredited and non-accredited sector. 

Certainly the Commission cannot guarantee that its 
proposed solutions will prevent all future broker insolverKries 
or its various others aims via occupational licensing and the 
various other controls it recommends. Moreover, even if 
occupational licensing were capable of achieving its major 
objectives, the costs to the insuring public and society as a 
whole need not be negligible. In particular, occupational 
licensing results in barriers to entry which in turn can give 
rise to monopoly pricing. Monopoly pricing has an efficiency 
cost associated with it because of the reduction in real 
resources going into the irxlustry and higher prices. On the 
other hand, losses sustained as a result of broker insolvencies 
may largely fall into the category of transfers ultimately 
from the insured to brokers with little in the way of 
efficiency costs or social loss. A dollar transferred from a 
taxpayer to a pensioner has a private cost to the taxpayer but 
is a private gain to the pensioner, so that the net social cost 



Swan; Regulation of insurance Brokers 

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 only are 
insolvency losses largely transfers but that transfers are also 
made from the brokers to the insured public. These transfers 
are represented by the lower commissions and hence lower 
insurance charges which result because brokers can invest 
funds resulting from credit at relatively favourable rates of 
return, not merely 'misuse and speculation'. 

V L THE E X P U C r r C O S T S O F R E G U L A T I O N 

The Law Reform 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 to reject regulation. It was 
unfortunate for the broking industry that Cabinet consider-
ation by the Fraser Government took place shortly after the 
cuts made by the Lynch Committee. The Treasury view was 
uncharacteristically opposed to increasing its power and 
influence via more regulation. Approximately 13 Treasury 
staff are required to regulate a handful of life assurance 
companies, 5U to regulate about 16'» underwriters and general 
non-life insurance companies and presumably even more staff 
would be required to regulate and audit where necessary the 
over 350 insurance broking firms at a cost of millions of 
dollars annually. Of course it may be possible to introduce 
forms of regulation with a lower direct cost which would also 
satisfy the industry - for example, a ban on entry - but less 
detailed forms of regulation may be harder to justify as 
allegedly 'serving the public interest'. 

Vn. A L T E R N A T I V E S T O F E D E R A L L E G I S L A T I O N 

Some States already have legislation or are planning to have 
legislation covering insurance broking. In fact some critics of 
the earlier Fraser Government's rejection of regulatory 
legislation argue that the net result will be legislation in the 
various States which may not be uniform in character. It 
seems to me that if such an outcome eventuates it would rK>t 
be the ideal solution but at least would be preferable to 
uniform Federal legislation. Some States may choose to 
introduce regulations which have a high direct and perhaps 
also indirect cost of regulation to be borne by State taxpayers 
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and consumers while others may prefer to rely on accredi-
tation schemes and market forces to provide whatever 
consumer protection is necessary. In a heterogeneous and 
pluralistic society, some degree of non-uniformity between 
the various state jurisdictions may in fact be a virtue rather 
than a liability. To some limited extent, population 
movements between jurisdictions may represent 'voting with 
one's feet' and thus provide an additional mechanism for 
matching preferences for degrees of regulation and 
bureaucratic control with particular political jurisdictions. 
At the State level, legislators may be urKler more pressure 
from voters and taxpayers to justify new programs in the area 

of occupational licensing and regulation. Moreover, where 
not every State adopts the same policies, conditions more 
akin to a laboratory experiment are set up and thus it 
becomes easier to evaluate the effects of different 

regulatory policies. 

VOI. CONCLUSION 

It would be naive to think that with the Cabinet rejection in 
1981 the issue is over arxl dorie with. Over the next few 
years, I expect that intensified efforts will be made by the 
industry to gain what the industry regards as its rightful 
status as a regulated industry. They may well be on the 
verge of success even i f , as I believe, regulation is not in the 
public interest. In the light of a recent court case, there is 
scope for an improvement in the law relating to insurance 
companies and brokers but the case for proceeding beyond 
accreditation to occupatior^l licensing has not yet been 
successfully made. 

The kind of legislative reform which appears to be 
required does not In fact involve regulation or licensing at 
all . My proposal is that insurance companies be made liable 
for unpaid premium income from defaulting brokers when the 
insured have paid the broker in question. In most but not all 
cases, this is the way the industry appears to have operated, 
at least up until the recent Palmdale case. Such a reform 
would mean that premium income received by the broker but 
not passed on to the insurance compeuiy is treated in law as a 
loan from the insurance company to the broker. Thus under 
the proposed arrangements an irtsurance company which 
exterids credit to brokers by not insisting on immediate 
payment spreads any loss from defaulting brokers over all its 
clients via its premium charges. In return for extending 
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credit and bearing this additional risk, it is able to take 
advantage of smaller commission payments to brokers than 
would otherwise be the case. Insurance companies are clearly 
in the most favourable position to make judgments about the 
tradeoff between extended credit with lower commissions and 
higher default risk. 

Author's iVote: 
This paper is an extended version of a portion of Peter L . 
Swan, I s Law Reform too Important to be Left to the 
Lawyers?: A Critique of Two Law Reform Commission 
Reports', in (ed.) R . Cranston and A. Schick, Law and 
Economics, Canberra: ANU Press, 1982. 
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IN A REGULATED INDUSTRY: 

THE CASE OF AIRLINE PILOTS 

Christopher Findlay 

I . I N T R O D U C T I O N 

Aviation in Australia is highly regulated but the degree of 
regulation varies between sectors of the market. The varying 
degrees of regulation cind pilot unionisation, and the 
opportunity for pilots to earn rents in regular public transport 
markets but not in others creates some interesting rent 
seeking incentives for pilots. This involves queueing 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 pilots earn rents? 
what types of rent seeking occur? how do the regulators and 
the licensing standards respond to rent seeking? and does the 
licensing system act as a barrier to entry by pilots to some 
sectors of the product market? 

Another question is whether government involvement in 
pilot licensing is justified. The view is taken here that some 
device will always be used to provide employers with 
information about pilots and their skills. The government 
mechanism is taken as given, but others can be imagined. 
The issue of which device is appropriate is beyond the scope 
of this paper. 

In the r>ext section the important characteristics of 
regulation in product markets and of the structure of the 
pilot market are described. In section I I I , some predictions 
derived from these characteristics are discussed, and data on 
rents, rent seeking and changes in the licensing system are 
presented. The question 'should we do anything?" is 
considered in section IV, and section V contains a summary. 

131 



Occupational Regulation 

n. CHARACTERISTICS OF PRODUCT AND LABOUR 
MARKETS 

Product markets 

The types of air transport offered in Australia are listed in 
Table 1. The categories used (regular public transport, 
charters, aerial work and private) correspond to those in the 
Air Navigation Regulations.' As shown in the Table, these 
categories can be combined into two broad groups of regular 
public transport and general aviation. Regular public 
transport is the operation of scheduled services for carriage 
of passengers and freight. General aviation includes the 
other categories; examples of 'aerial work' are aerial 
agriculture, training, ambulance work, aerial surveys and 
spotting, beach patrols, search and rescue work and aerial 
work ancillary to the aircraft owner's non-aviation business. 

In Table 1, regular public transport is divided into four 
categories, one of which is international service. The 
national trunk service links major cities along trunk routes. 
Regior^ services provide air links between centres within a 
limited geographical area and other routes are served by 
local/commuter operators. Examples of firms of each type 
and the aircraft they typically use are listed in the Table. 

Air transport is subject to a variety of State and 
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 its control of imports of 
aircraft. The States (with the exceptions of South Australia 
and Victoria) impose ecorwmic regulation on intra-state 
regional and commuter routes. State licences must also be 
obtained for charter services. Control of entry and capacity 
in regular public transport appears to be less effective on 
inter-state regional (for example, Sydney-Maroochydore) and 
commuter (say, Melbourne-Wynyard) routes as well as 
commuter routes within states without ecorx>mic regulation. 
All regular public transport fares are reviewed 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 of air transport are subject to 
regulation of safety and operating standards by the 
Common weal th-
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Pilot licensing 

All members of the flight crew of an Australian aircraft are 
required to hold the appropriate licence issued under the 
Regulations and Orders (ANOs) accompanying the 
Commonwealth's Air Navigation Act . There are a number of 
licence categories and the higher categories require greater 
flying skills and experience as well as aeronautical 
knowledge. Types of licences available 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 licerKe. There are aircraft type (or group) endorsements 
which indicate the types (or groups of types) the pilot may 
fly. For larger aircraft , there are two classes of type 
endorsement and the lower class permits the holder to act 
only as co-pilot. 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 
Transport. All licences beyond 'Student' have recent 
experience conditions (for example, three take-offs and 
landings in the 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 flight 
proficiency test. 

Typical licences required in different types of operation 
are listed in Table 1. A pilot must have a Commercial 
licence to undertake aerial or charter work. The highest 
category of licence normally held by general aviation pilots is 
Senior Commercial, required for some commuter operations. 
Recently, licences required for different types of aircraft 
have been amended and this change is discussed in detail 
below. Trunk, regional and international pilots hold Airline 
Transport pilot licences. In 1980, there were 20,502 Student, 
23,'117 Private, 4,273 Commercial, 1,297 Senior Commercial 
and 2,201 Airline Transport Licence holders.' 

Pilot market 

The main Australian pilots' union is the Australiem Federation 
of Air Pilots (AFAP) . Brooks reports that at 30 3une 1980 
there were 2,791 members of A F A P 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. A F A P has generally negotiated 
contracts directly with the airline employers of these licence 
holders* and these agreements are then ratified by the Flight 
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Crew Of f i ce r s Tribunal (discussed below). In summary, A F A P 
has unionised tine international, trunk and regional markets-
This power can be explained by the small number of pilots 
involved and the small number of f i r m s , both of which lower 
negotiating costs within the union. 

Before examining A F A P membership in the G A sector, it 

is interesting to note two recent events . The f i r s t is that 

A F A P has applied to be registered under the Conci l ia t ion and 

Arbitration A c t . Previously the union had preferred to 

negotiate direct ly with each employer, outside the arbitrat ion 

system. The government forced A F A P partly t>ack to the 

system in 1967 through legislation crea t ing the Fl ight C r e w 

Of f i ce r s Tribunal but A F A P did not have the privilege of 

being the sole representative of pilots under this legislat ion. 

Subsequently a r i v a l union was formed, but was deregistered 

(not having suf f ic ien t members) in 1979. To avoid 

membership raids in the future (for example, an attempt by 

the Transport Workers Union to represent pilots) , A F A P has 

changed its policy on methods of negot iat ion. ' 

The second event of interest is that Qantas pilots in May 

1981 decided to withdraw f rom A F A P to form their own 

union, the Austral ian International Pi lots Associat ion. 

Contributing to this split appear to be A F A P policy on routes 

to be flown by Q a n ^ s and the domestic operators, c la ims of 

'scabbing' by Qantas pilots during the dispute over cabin 

s taff ing in a new Qantas Boeing 7'»7SP and the s ize of the 

union fee (of 1 per cent sa la ry ) , a larger absolute amount for 

Qantas pilots. 

A F A P has negotiated an award for G A pilots - the Pi lots 

(General Aviat ion) Award , 1979 - through the Tr ibunal . 

A F A P membership in the G A sector has been low. A t 30 June 

1979 there were 3,1)5 holders of commercia l and senior 

commercial l icences. Not a l l these are ac t ive ; B T E data 

indicate 2,2S0 pilots employed in G A . ' Assuming those 

employed held Commerc ia l or Senior Commerc ia l l icences , 

only about 'i't per cent of l icence holders were ac t ive and 

about 31 per cent of those ac t ive were members of A F A P . 

There is an interesting comment on the G A sector in the 

A F A P President's 1979 report . The report indicates that 

wages paid in G A were less than the award. The President 

said he could not see G A pilots ever uniting and str iking 'for 

decent conditions' , ' for two main reasons: f i r s t , there were so 

many non -AFAP members and so many owner-operators; ' 

second, G A is, he said, 'essentially a deregulated environ-

ment and a lot of operators could not pay'. The options open 

to A F A P according to the President included getting the 
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industry regulated so there was s t r ic t control over route 
l icences; then operators could pass on higher costs to 
passengers without fear of being undercut by entrants. The 
A F A P President said he was prepared to lobby 'at Canberra ' 
for more regulations but that the lobby was 'not l ikely to be 
quickly success fu l , at least in the short term". 

More recently the tone of presidential statements about 

the G A sector has changed. Rising G A membership is 

c la imed; Federat ion o f f i c e r s suggest there are now about 

1,000 Commerc i a l or Senior Commerc ia l members (compared 

to 709 at June 1980). A n explanation offered by A F A P is the 

'achievements ' of the union, following introduction of the 

1979 award . But even at 1,000 members in G A , the A F A P 

share would s t i l l be less than 50 per cent of ac t ive l icence 

holders. The proportion of members in some f i r m s , such as 

Bush Pi lo ts , would be much larger. 

Summary 

Product markets can be broadly divided into two sectors, one 

regulated ( internat ional , trunk and regional services) , the 

other unregulated (the remainder; some qualif icat ion may 

need to be made for some commuter services). Regulation 

here refers to control of entry , capaci ty 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 

of pilots. Pi lots are represented by an e f f e c t i v e union 

( A F A P ) in the regulated sector but, despite the existence of 

an award, A F A P has not yet been e f f e c t i v e in the other ( G A ) 

sectors. In the next section the implications of these 

charac te r i s t i cs for pilot salaries and the licensing system are 

explored. 

ni. PILOTS' SALARIES AND THE UCENSING SYSTEM 

Rents in the inionised sectors 

The f i r s t implicat ion of the features of product and labour 

markets is that pilots in the unionised sectors w i l l earn 

rents . The extent of rents in the unionised sector is 

estimated and reported in an unpublished a r t i c le by 

F i n d l a y , " the results of which are summarised here. The 

method used is to divide actual earnings of pilots into normal 

wages and rents . The technique is either to est imate an 
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earnings function with international data then convert that 

average relationship to a f ront ier by adjusting its intercept , 
or to estimate the frontier d i r ec t ly . Wages along the front ier 
are interpreted as those which would be earned if labour 
markets were competi t ive. These front ier wages are then 
compared to actual earnings to est imate rents. The results 
are estimated annual rent in 1978 of at least $A17,500 for 
Qantas pilots and of $17,000 for pilots in the domestic trunk 

network (the latter is an upper bound). These figures re fer to 

money income only and there are other sources of ut i l i ty to 
pilots in these companies, not the least of which may be the 

firms' protected positions, which lessens the risk of pilot 

redundancy. The presence of these other sources of ut i l i ty 

means the figures quoted w i l l tend to understate the true 

value of the rents,igrKiring other measurement problems-

Rent seeking in the non-unionised sector 

It is evident f rom Table 1 that to get a job in the unionised 

sector a pilot needs an air l ine transport pilot l icence . It is 

evident f rom Table 2 that to get one the private pilot must 

increase his f ly ing experience, improve nis instrument (and 

a i r c r a f t ) ratings and pass wr i t t en exams. When there are 

rents in the unionised sector, pilots wi th lesser l icences wi l l 

pursue them by trying to obtain higher l icences. 

Resources could be absorbed in a number of ways in this 

rent seeking ac t iv i ty . Lesser qual i f ied pilots might hire 

aeroplanes to build up their hours and attend courses in 

aeronautical knowledge and instrument t raining. Instead of 

hiring a i r c r a f t to build up experience another strategy is to 

work for a G A operator (including commuters) and thereby 

irtcrease hours ' in command' which the licence requires. 

Because of the possibility of fu ture rents, the pilots in these 

sectors may be willing to work for lower wages than would 

compensate them for the costs of their training so fa r and of 

their t ime. A number of fac tors w i l l influence the degree to 

which these pilots wi l l o f f e r themselves at a wage below what 

might otherwise be the compet i t ive leve l . F i r s t , there is the 

speed with which the hours required are accumulated. The 

faster this occurs the lower the wage required (since the 

sooner rents w i l l be earned to compensate the loss of current 

income). A second variable is the probability of getting a job 

in the unionised sector. The higher this probability (perhaps 

the higher the rate of recrui tment and the smaller the s ize of 

the group queueing in the G A sectors) the lower the wage 

that the rent seekers w i l l accept . 
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is the maximum amount the rent seekers w i l l pay? 
The answer is the expected value of the rents in the unionised 
sector (presuming them to be risl< neutral) . Thus it is possible 
that the whole of the aggregate value of the rents in the 
unionised sector wi l l be passed back to f ly ing schools, a i r c r a f t 
hire f irms and G A operators. These rents could be redis t r i -
buted even fu r ther , to consumers of the services of the f i rms 
who pay lower pr ices for pilots' services or to other factor 
owners, who receive higher irtcomes. The final resting place 
of the rents would be hard to predict but these rent seeking 
ac t iv i t i e s w i l l contribute to the expansion of the sectors in 
which the rent seeking occurs as the other (regulated) sectors 
cont rac t . In other words, while the rent seeking ac t i v i t y to 
some extent is redistr ibutive, it can add to the wel fa re cost 
of the intervention in the regulated sectors. 

There is anecdotal evidence of rent seeking behaviour in 

the A F A P President 's Report of 1979 which quotes a letter 

f rom a G A member of A F A P : 

The only reason for General Aviation's existence 

seems to be to provide a never ending supply of 

recrui ts for the air l ines at no training cost. The 

situation st i l l ex i s t s a f t e r twenty years of young 

hopefuls clambering over each other to work for well 

below the A w a r d , just to build up their total Senior 

Commerc i a l hours. This law of the jungle is 

tolerated by a l l and paternally condoned by the 

air l ines and the Department of Transport . These low 

cost juniors are costing jobs to seniors who need the 

A w a r d . 

The President comments that 'those of us who know General 

Aviat ion know how true a picture that letter paints'. 

More evidence on the presence of rent seeking can be 

obtained as fo l lows. Using a model of the decision to 

undertake general training, it is possible to predict the wage 

under competi t ive conditions. Some data are available on 

wages earned by applicants for positions in a domestic trunk 

car r ie r and these earnings can be compared to the 

competi t ive wage. The expectation is that actual earnings 

w i l l be less than predicted. 

The cost of training includes not only wages foregone, but 

other costs as w e l l . For example, the cost of obtaining a 

commercia l l icence with a class one instrument rat ing (the 

highest rating) aiKl twin engine type endorsement has been 

est imated to be $20-30,000.12 The higher figure appears to 
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include accomnxxlation costs for t»2 weeks , 75 hours f ly ing 
single engine aeroplanes, 100 hours on twin engines arvi 15 
simulator hours. (These hours of experience would sa t i s fy the 
licensing conditions.) The total cost of obtaining a 
commercial licence can then be est imated by subtracting 
f rom the upper figure an es t imate of the cost of 
accommodation and keep (42 weeks at $50 per week or a total 
of $2,100) and adding the cost of wages foregone (42 weeks at 
$247.60 per week '* before tax , a total of $10,400, or 
approximately $6,916 a f t e r t a x ' * ) to give a total cost of 
approximately $35,000. Assuming a 10 per cent interest r a t e , 
the trainee would need to be paid approximately an e x t r a 
$3,500 each year (in 1979-80 dollars) a f t e r tax to recoup his 
in i t i a l outlay, equivalent to $5,300 before tax. In that case, 
predicted gross income for a pilot wi th a commerc ia l l icence 
and minimum experience (now 175 hours) is $18,200. '* This 
f igure is just above the 1979-80 award range of $17,118 to 
18,167 for pilots of multi-engined commuter a i r c r a f t up to 
5,700 kg wi th one to f i v e years exper ience . It exceeds the 
award range for smaller multi-engined non-commuter a i r c r a f t 
of $12,912 to $14,318. These figures suggest the award 
contains no rents for G A pilots. 

Actua l earnings of G A pilots need not equal the award 

ra te . There are data available on the salaries earned by 

applicants for positions as pilots in the domestic trunks. The 

average annual salary of 27 a p p l i c a n t s " to one of the trunks 

over the period March 1980 to November 1981 was $13,500. 

These applicants worked for businesses (such as mining 

companies), charter operators, f ly ing schools or commuters . 

(One worked for the R A A F but was not included in the 

calculation.) Assuming a l l these people must have had f ive 

years experience to be eligible to apply, their average 

earnings are much less than the 1979-80 award (by between 

$1,000 and $5,000 per year ) . This result was a prediction of 

the rent seeking model. 

I t is possible to i l lus t ra te the type of impl ic i t ca lcula t ion 

pilots in these rent seeking sectors must be making. Assume 

the domestic trunks hire 70 pilots per year on average (and 

that Qantas hires none, consistent wi th its recrui t ing over the 

last decade). A f t e r in i t i a l t raining as\d about f ive years G A 

experience, the GA pilot may become eligible to apply to the 

trunks. The rwmber of pilots employed in GA in 1978-79 was 

2,280 (see above). Assume that a l l these pilots were holders 

of commercial or senior commerc ia l l icences , that they a l l 

were eligible for application to the trunks (an overstatement 

of the number actual ly eligible because it ignores older pilots 
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and those wi th insuf f ic ien t experience), and that they were 
a l l equally qua l i f ied . The probability of any one of them 
getting a job in the trunks is about 3 per cent (70/2280). 
Assume an annual rent of about $18,000 or $180,000 in 
present value terms, then these pilots would be wil l ing to 
spend (when risk neutral) $5,'»00 in present value terms to bid 
for a place in the unionised sector. This figure is close to the 
lower bound est imate obtained above of the total salary 
foregone by working in the GA sector. 

These salary comparisons have been based on a commer-

c i a l l icence wi th minimum experience but those qualif ications 

are not su f f i c i en t to enter the regulated sector. Ansett and 

T A A require applicants to have a senior commercial l icence 

(or to have passed the theoretical exams for the licetKre) with 

a minimum of 500 hours flight experience, plus a radio 

operator's l icence wi th the morse code rating. These are only 

the minimum standards of the air l ine and they exceed the 

minimum standards required under the regulations for a job in 

an airline (that is , the second class airline transport l icence 

conditions - see Table 2) . Consistent with the rent seeking 

model applicants typica l ly have much more experience, 

ranging f rom 1,500 hours to in excess of 2,500 hours (the 

minimum experience for a f i r s t class airline transport l icence 

is only 2,000 hours). The average age of these applicants is 

2'»-25 years; given their hours they would be expected to have 

at least f ive years exper ience. 

One implication of this information is that the licensing 

system is not rationing pilot entry to the regulated product 

market sectors . If it were, the licensing conditions would be 

such that the applicants ' experience would just match the 

minimum standards, which if correct ly set ( in this model) 

would clear the market . 

In summary, there are two results from this section. 

F i r s t , not only the anecdotal evidence but also the data on 

wages of pilots in G A support the prediction that these pilots 

work for less than the wage which wi l l compensate them for 

the costs of their t raining. Second, it was noted that not only 

the minimum qual i f ica t ions set by employers but also those 

set by regulation for obtaining a job in an air l ine are 

exceeded by applicants for positions in the regulated sectors 

of the product mau'ket. Thus the licensing system is not 

imposing a binding constraint on the number of people 

available for employment at that level of skill. 
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Changes in the licensing system 

Pilots work their way through the licensing system to get a 

better spot in the queue for a job in the unionised sector. I t 

might be expected the licensing system would respond to this 

ac t iv i ty . A public interest model of licensing which 

interprets licences simply as a source of information on the 

ski l ls of the holder would predict no change in the standards 

while technology and the demands of sk i l l f rom pilots did not 

change. This model assumes the regulators know the 

appropriate safe ty standards and are able to translate them 

into pilots' qualif icat ions. 

A private interest model of the licensing system would 

emphasise the incentives of various pr ivate interest groups. 

Relevant groups include pilots, regulators and employers. 

Pilots in positions in the unionised sector would care l i t t le 

about the standards for lower level l i c e n c e s . B u t pilots in 

the queue for positions in that sector have an interest in 

l imiting new entrants, who drive down wages while they build 

up their hours. Their incent ives w i l l be to try to raise 

standards required for the lowest l icence (P r iva t e ) . 

The regulators of the licensing system could be presumed 

to act as if they were bureau/budget maximisers . An 

implication is that not only w i l l regulators set standards to 

maximise their budget but in doing so wi l l bias standards 

toward those involving examinat ion of pilots rather than 

simply f lying experience. The budget maximising choice is 

not s traightforward. An increase in the qual i f icat ions of a 

licence raises its cost and reduces demand. The regulators 

then have to trade-off the number of people seeking a higher 

licence arxJ the qual i f icat ion required. 

The third group is the employers. Higher qual i f icat ions 

would always raise their costs and they would resist what 

they saw as unnecessary changes in the licensing sys tem. 

Their views would have to weigh against those of the other 

groups, perhaps along the lines of the Pel tzman model of 

r egu la t ion . " While re la t ive lobbying strengths and market 

conditions are f ixed , l icensing standards would also be f i xed . 

But a change (for example, increased demand for pilots 

licences) could lead to increased standards. 

A s the queue for positions in the regulated product 

market lengthens, the regulators have incentives to change 

the licensing system to 'c lear the market ' . Pi lots already in 

the queue would always demand higher standards for lower 

licences. The length of the queue is indicated by the supply 

and demand for pilots in the G A sector, summarised in Table 
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3 by the number of a i r c r a f t used in aer ia l and charter work 
and by hours f lown per commercial and senior commerc ia l 
l icence held since 1970-71. The data indicate that while the 
output of the G A sector (measuring output by total hours) has 
been increasing, the numbers of l icence holders re la t ive to 
that output has been approximately the same, even fa l l ing . 
Thus the prediction is regulators acting as bureau maximisers 
wi l l have had l i t t le incentive to raise standards over this 
period. 

T A B L F . i-. S>4>ply «>d Demand lor G A Pi lMs 

Year (a) A i r c r a f I pa- Hours flown Tota l hours 
Licence (b) per Licerxie (c) flown (1000s) 

1970-71 0.60 2*2 852 
1971-72 O.fU 222 836 
1972-73 0.S3 223 873 
I973.7i» 0.52 2<tl 991 
197»-75 O.M 241 998 
1975-76 0.<»» 24 J 1020 
1976-77 0.«9 268 1191 
1977-78 0.52 277 1276 
197S-79 0.49 265 1364 

( � ) }une 30 o l l a i i e r year for licence and a i rcraf t data. Licence d a u from 

tJOT. Mr rnmsport StatialiCi, Fl ight O r e * Licences, 

(b) Aer ia l work Mtd charier a i r c r a f t f rom Table 1.1, B T E , 1980, p. 7, that is , al l 

C A a i r c r a f t except ^ i v a l e ' . A t 30 ]une 1962 there were 0.61 a i r c r a f t per 

lice>«ce holder. This figure rose to a maximum of 0 .7) in 1968. 

(c> Hours flown in C A (including commuter flights but not including private use) 

f rom Table 4.2, B T E 1980. p. M . 

There is one qua l i f ica t ion to the prediction that licensing 

standards wi l l not have changed. Derivation of the prediction 

presumed that standards were already set at their market 

clearing l eve l . The evidence of the previous section is that 

applicants to the trunks have more qualif ications than s t r i c t ly 

required by the licensing system or by the trunks themselves, 

and that there are more applicants for positions in the trunks 

than there are jobs avai lable . In other words the queue is 

longer than the number hired each year. This could suggest 

the current system is a disequilibrium so that there would be 

pressure to raise standards, despite the data of Table 3. On 

the other hand, the applicants are not identical , and 

employers might look for ski l ls other than f lying experience. 

Where seniority alone does not determine the rartkings of 

applicants, there may a lways be a pool of people o f fe r ing 

themselves at the current standard. It is then d i f f i cu l t to say 

whether the outcome current ly observed is rea l ly a 
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disequilibrium. If the current outcome is an equilibrium, the 
prediction that there w i l l be no observed change in standards 
since the 1960s is not a f f e c t e d . Otherwise there may be 
upward pressure on licensing standards. 

A comparison of the Ai r Navigation Orders on pilot 

licensing in the late 1950s and early 1960s and the current 

orders indicated three major changes over the period. (The 

e f f ec t s of changing technology are noted below.) F i r s t , the 

hours of experience required was changed in some cases. A n 

ex t ra ten hours is now required to obtain a commerc ia l 

l icence. Some basic instrument f l ight training is required to 

obtain a pr ivate licence while fewer hours in command (as 

part of the 1,000 hour minimum) are now required to obtain a 

senior commercial l icence. Second, recent experience condi-

tions have been added to the commerc ia l and senior commer-

c i a l licences when the pilot is to command an aeroplane 

carrying passengers ." The third auid major change is that 

from September 1982 pr ivate and commerc ia l l icence holders 

must pass a f l ight test (cal led a f l ight review) every two 

years for the licence to be renewed. Previously, the only 

flight condition for renewal was some recent experience 

which is s t i l l the case for the senior commerc ia l l icence; 

airline transport l icence holders have a lways had to pass a 

flight test. 

The f i r s t two of these changes can most easily be inter-

preted in terms of the public interest model. (The e x t r a ten 

hours for the commerc ia l l icence are to al low more 

instrument flight training.) The third change is consistent 

with the private interests of the budget maximising bureau, 

although a jus t i f ica t ion on sa fe ty grounds could also be 

offered. One qual i f icat ion to the pr ivate interest argument is 

that (currently) the tests do not have to be provided by 

Departmental examiners, but can be made by fl ight 

instructors - for example, at f ly ing schools or even within the 

f i rm employing the pi lot . 

Recent ly further changes to the Orders have been made. 

From Duly 1982, the minimum crew numbers in commuter 

a i r c ra f t wi l l be changed; two pilots w i l l be required, among 

other categories, for a i r c r a f t c e r t i f i e d to car ry ten or more 

passengers. Previously the l imi t was f i f t e e n passengers. 

Commuter operators have est imated the costs of services 

a f fec ted could rise by 20 per cen t . This est imate is supported 

by B T E data which suggest pilot costs account for per cent 

of G A labour s t a f f costs.*^ The B T E also quotes an e las t ic i ty 

of total cost with respect to labour cuid s ta f f costs of 

OM.^^ Thus a 100 per cent rise in pilot costs (due to 

16«» 



Findlay: The Case of Airline Pilots 

doubling c rews) would raise labour costs by 46 per cent and 
total costs by 20 per cent . The policy change therefore 
implies a s ignif icant increase in the cost of some types of 
commuter se rv ice . The just i f icat ion offered by the 
Department of Transport was that: 

Commuter services should be regarded as an 
extension of the air l ine network and therefore a 
safety record comparable with the airline industry 
should be the prime object ive. Although somewhat 
arbi trary in nature, the figure of 10 passenger seats 
was selected as having a bearing on the margin of 
safe ty at which such a i r c r a f t should be operated. A 
higher degree of complexity ar>d performance 
capabil i ty is becoming evident in the design and 
equipment standards of these a i r c r a f t w i th a 
consequent impact on cockpit workload, indicating a 
need for two pilots when engaged in scheduled 
services . 2 » 

In its report 'Proposals Arising f rom the Review of 
Commuter Ai r Serv ice Standards', the Department hcis also 
said that the two pilot rule is necessary to provide continuous 
monitoring of equipment and is identical to standards 
prescribed by many overseas authorities (US and Europe).2» 

Nk} data have yet been seen to be used to just i fy this sa fe ty 
argument,2* although presumably there is advantage in 
another pair of eyes , especia l ly a t congested airports. On the 
other hand it is easy to imagine that the two pilot rule wi l l 
increase demand for pilots (even if fares rose by 20 per cent 
the e las t ic i ty of demand would have to be -2.5 for t r a f f i c to 
halve) , arxl further as shown below, it wi l l increase demand 
for a particular group of pilots. 

The Department has also recently proposed to a l ter the 
privileges of Commerc i a l and Senior Commercia l l icence 
holders.2 J B r i e f l y the proposal is to require commuter pilots 
to have more experience (at least 700 hours to command 
single pilot a i r c r a f t ) arxi for the pilot in command of two 
pilot a i r c r a f t to have a senior commercial licence plus 1,200 
hours total experience as a pi lo t . The Department describes 
these standards as 'more appropriate' for commuter opera-
tions but it is also interesting to note the change will increase 
demand for experienced pilots in this sector. In other words, 
people with a career in G A w i l l be protected to some extent 
f rom the rent seeking ac t i v i t i e s of younger pilots. 
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In summary, the major changes to the licensing system 
since the early 1960s have been the introduction of biennial 
f l ight reviews for some l icence 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 just i f ied on sa fe ty grounds. The d i f f i c u l t y with 
the latter public interest argument is the absence of data on 
the gains, v i a reduction in r i sk , while the changes, especial ly 
the commuter changes, are expected to substantially increase 
costs. 

IV. POUCY OPTIONS 

Previous sections have ident i f ied the presence of salary rents 

fo r Austral ian pilots and the rent seeking ac t i v i t y these rents 

generate. The question asked in this section is 'what should 

be done?' The starting point is to examine the we l fa re costs 

of rent seeking behaviour by pilots in G A . 

It might be thought rent seeking is simply redistr ibutive, 

for example, transfers f rom pilots in G A to their employers. 

But to the extent that the G A sector is competi t ive, these 

rents w i l l be passed on to G A consumers so the G A sector w i l l 

be larger than otherwise. The rent seeking behaviour 

therefore generates a s i i j s idy for G A and like a l l s i i is idies 

involves a wel fa re cost, since the e x t r a output consumed is 

valued by consumers at less than its social cost. I t is as if a 

tax were imposed In the regulated sector, thereby imposmg a 

welfare cost , and the revenue t ransfer red to the G A sector, 

v ia the intermediation of the pilots, creat ing another wel fa re 

cost. S imi la r ly , there may be a we l fa re cost due to the 

acquisition of higher qual i f icat ions in the GA sector. A s a 

result of rent seeking, the average l eve l of qual i f icat ion in 

the G A sector w i l l be higher. These starxlards no doubt lower 

the risk involved in f l y i n g in G A a i r c r a f t but they are 

acquired at a cost, for example , the a t t ract ion of more 

resources into f lying schools or the hire of a i r c r a f t to build up 

hours. It may be that, at the G A leve l , society would not 

value the risk reduction as much as the resources foregone. 

In summary, the rent seeking ac t i v i t y w i l l generate w e l f a r e 

costs so there would be a social gain f rom its removal . 

The source of the rents to pilots was argued to be the 

character is t ics of a i r l ine markets , irxrluding the high degree 

of economic regulation wi th l imited entry. Economic 

regulation has been a r g u e d " to impose substantial wel fa re 

costs and there is a strong case for deregulation. 
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Deregulation would have the side e f f e c t of removing much of 
the bargaining power of the pilots' union. For example, any 
attempt to raise wages to Qantas pilots would raise ( ^ n t a s 
costs arid fa res and a t t r ac t entry of foreign competitors. The 
same e f f e c t could be observed on domestic routes. Deregu-
lation of product markets would remove pilot rents thereby 
el iminat ing the incent ive for the wasteful rent seeking 
behaviour. 

Another option which would remove the rent seeking 

incentives would be for the government to auction air l ine 

transport pilot l icences , or equivalently, place a tax on them 

to ex t rac t the value of the rents. The government did 

at tempt to raise fees , as part of its 'cost recovery' policy, on 

pilot l icences in 1980 but the proposed fees were smal l 

re la t ive to the est imated value of rents. (The total revenue 

over al l l icences expected from original proposal was only 

$1.5m.) The original scale of fees was substantially reduced 

a f t e r A F A P members banned Canberra f l igh ts .* ' Now air l ine 

transport pilots pay $^-50 outright (no renewal fee) for their 

licery:es. 

Product market deregulation is not a policy embraced in 

the aviation press. One policy that has been proposed is a 

subsidy for in i t i a l trainirig of pilots.** A var ie ty of 

arguments have been used to support this policy. One c l a i m 

is a positive ex te rna l i ty f rom having available a pool of pilots 

who 'agree to t>e ca l led i^ j by the R A A F immediately war 

breaks out ' .* ' The val id i ty of this case depends on the type 

of conf l i c t expected, the notice given, the avai labi l i ty of 

pilots overseas and the sk i l l s required. Another argument is 

that subsidies for other forms of tertiary training but not 

pilots creates both inef f ic ienc ies and inequities. This 

argument is In e f f e c t saying that the external i t ies c la imed 

for university training are not val id and that intervention in 

the pilot market is an appropriate redistributive device. The 

f i r s t point may be defensible; if so, the best solution would be 

to remove the other subsidies. Economists would deny the 

second point. Another argument for subsidy has been that 

there w i l l be a 'shortage' of pilots In the near f u t u r e . " The 

c l a i m is labour mau'kets for pilots do not operate to give the 

appropriate signals to recrui t s . Observers of G A markets 

might be misled by the observed re la t ively low wages into 

thinking a 'shortage' is imminent but as argued in this paper, 

G A pilots are compensated by the chance of a position in the 

unionised sector. 

In summary, a var ie ty of arguments for training subsidies 

have been made but the only val id ones rest on grounds of 
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external i t ies , in par t icular , defence benefi ts and the case 
there has not yet been adequately presented. I f a subsidy 
were paid, it would be redistributed throughout the GA 
sector, in the same fashion as potential pilot rents are now 
transferred, further expanding the s ize of an already enlarged 
G A sector. 

V. SUMMARY 

Aviat ion product markets in Aus t r a l i a are character ised by 

varying degrees of economic regulation. E n t r y barr iers and 

price (or capaci ty) control are most e f f e c t i v e in the air l ine 

markets (that is, international , domestic trunk and regiorul 

markets). In these markets , the pilots union is most 

e f f e c t i v e . The combination of product market regulation and 

the high degree of unionisation creates the opportunity to 

earn rents. These rents are observed in salaries of a i r l ine 

pilots, and their presence creates rent seeking incentives 

among other pilots. Lesser qual i f ied pilots work through the 

licensing system to obtain the qual i f icat ions of an air l ine 

pilot l icence. The opportunity to gain the experience 

required in the general aviat ion sectors and the possibility of 

future rents means GA pilots are wi l l ing to work for a wage 

less than that which would compensate them for the costs of 

their training. The lower wages predicted are observed in the 

G A sector. The presence of this rent seeking a c t i v i t y creates 

incentives for administrators of the licensing system and 

pilots in the queue for positions in the unionised sector to 

change the standards. Recen t changes can be interpreted as 

consistent with the administrators ' and pilots' interests, but 

also with a public interest sa fe ty explanation. Rent seeking 

behaviour does incur some we l fa re costs and the policy of 

deregulation of product markets w i l l not only remove the 

costs of intervention in those markets but have the side 

e f f e c t of eliminating the rent seeking incentives. 

*This paper has benefi ted f rom extensive comments by an 

anonymous referee . Remaining errors are the author's. 
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REGULATING TAXI OPERATORS: 

SOME HISTORICAL INSIGHTS 

David J . Williams and 

Michael J . Aitl<en 

I . I N T R O D U C T I O N 

This paper is designed to provide a perspective for the 

formulat ion of policy decisions for an important section of 

the transport industry - the taxicab. It is situation spec i f i c to 

the taxicab industry in Melbourne, Aus t ra l ia , " but the insights 

contairwd in it have their counterparts in most western c i t i e s . 

n. T H E B E G I N N I N G O F R E G U L A T I O N 

From the available evidence, u x i c a b s were first introduced 

into Melbourne somewhere between 1835 and litti. The 

former date corresporKls with the proclamation, cts a 

sett lement d i s t r i c t , of what is now known as Melbourne. In 

the latter year, the f i r s t attempts were made to regulate the 

taxicab industry. 

In January 1848, the Melbourne C i t y Council ( M C C ) 

petitioned successfu l ly for the Legis la t ive Committee of the 

M C C to f r a me a by-law to regulate hackney coaches ' and 

other vehicles available for hire in the town of Melbourne. ' 

B y - l a w 26 was intended to manoeuvre ciround problems that 

arose where consumers lacked information on service quality 

and price. The regulations set standards on such things as the 

quality and road worthiness of the cab, iruurance 

requirements, dr iver qual i f icat ions and t}ehaviour, the s i te of 

taxi ranks, and maximum fares to be charged." We were 

unable to find any evidence that e f f i c iency was ever 

considered. It is interest ing to note that the regulations 

closely followed those that existed in England, apparently 

transported without considering the change in context or 

indeed their or iginal purpose. 

In line wi th the la i ssez- fa i re attitude of the day, the 

regulations did not at tempt to l imit entry or specify minimum 
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fares , but rather appeared to be aimed at reducing the costs 
of uninformed bi la teral bargaining and protecting consumers 
in weak bargaining positions against the procl ivi ty of some 
operators to abuse them. However , this interpretation might 
be too generous to the regulators t>ecause we were not able to 
find any evidence of customer abuse. Simi lar ly a lack of data 
prevents us from knowing whether the maximum fares were 
in f ac t treated as minimum fares by operators colluding. In 
any case it is also possible that maximum prices had 
undesirable e f f i c i e n c y consequences by preventing marke t 
clearing prices above the regulated maximum when supply 
was low and demand was high: for example, in the peak hours 
and on rainy days. 

The M C C passed B y - l a w 33 in February 1853 which 

represented the f i r s t f u l l and detailed schedule of rates and 

fa res . ' Maximum rates auid fares ^rere prescribed for both 

carriages and cabs, specif ied on a t ime, distance, and 

detention basis. The maximum fa re for one hour's t r ave l was 

eight shillings in the case of a carr iage and f ive shillings in 

the case of a cab. Prior to 1910, changes in s imilar 

regulations were l imited to fees paid for l icences, the fare 

structure and the number of taxi stands. Their pr imary 

emphasis seemed to be to provide more detail on vehicle road 

worthiness and driver qual i f icat ions and behaviour, and to 

prevent disagreements between buyers and sel lers . By- law 

changed the position of stands f rom the side to the middle of 

streets (presumably to a l lev ia te the problem of congestion), 

restrained drivers from vocal ly advert ising for business (to 

al leviate noise) ' and established more tax i ranks. 

m. I N T R O D U C T I O N O F M O T O R I S E D C A B S 

MotorIsed taxicabs were Introduced to Melbourne sometime 

during the period 1902 to 1906, when people who owned 

automobiles were approached by nearby residents for rides to 

specif ic destinations at a negotiated price. A number of 

these private hire cars were in operation t)efore the f i r s t 

recorded example of a motorised tax icab In 1903, ' and their 

existence almost cer ta inly cur ta i led the numbers of licensed 

motorised taxicabs until 1911. Unt i l then, the M C C was pre-

cluded by the original 1830 legislation f rom regulating 

'carriages . . . previously ordered . . . at the . . . residences of 

their owners, and which shall never be permit ted to ply for 

hire in any street'.* The exclusion of hire cars f rom legisla-

tion might have been jus t i f i ed on the grounds that they 
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increased consumer choice and gave consumers an incentive 

to col lect informat ion on service quali ty. We w i l l return to 

these points below. 

Despite the smal l number of licensed motorised taxicabs 

in operation (as conf i rmed in press reports arxl council 

minutes of the d a y ) , ' horse cab owners feared the 

competition motorised cabs presented. It was no doubt in 

part an e f f o r t to placate these interests that led the M C C to 

attempt to regulate motorised taxicabs. 

The question of what the council was doing to regulate 

'the new public vehicles cal led taxicabs' was f i r s t raised in 

Council in February 1909. In May of that year, however, the 

motorised cab owners successful ly petitioned for a deferment 

of any regulation unti l the Victorian Parliament had passed a 

Motor Car B i l l . " A f t e r numerous postponements by council , 

and protests by the proprietors of taxicabs and hire cars and 

by the Dr ivers Pro tec t ive and Benefi ts Union, the proposed 

B y - L a w was eventually passed by the M C C in December 

1 9 1 0 . " Notwithstaryfing this debate, the M C C began 

regulating motor cabs in 1911, by which time By- law 125 was 

passed. This by- law, which dealt with fare charges, driver 

qualif icat ions and vehicle safety, indicates that the 

regulation was introduced for similar reasons as previously; 

namely, in anticipation of problems that might arise where 

consumers lacked informat ion on service quality and price. 

Because B y - l a w 125 did not seek to impose direct entry 

regulation or minimum fares on motorised taxicabs, it is not 

clear what horse-drawn cab owners hoped to achieve by 

lobbying for i ts introduction. Perhaps i t was fe l t that forcing 

motorised cabs to charge the same fares as horse-drawn cabs 

would squeeze the prof i t s of the former and thereby l imit 

their si4>ply. Pressure for regulation may have also come 

f rom a concern to ensure that motorised cabs were prevented 

f rom competing except on equal terms. Whether this 

l imitation of competi t ion between types of cabs was in the 

public interest is doubtful , as we wi l l see later . 

In the period fol lowing the passing of By- law 123 to the 

end of the M C C ' s control over the regulatory function in 

1952, the M C C ini t ia ted legislation on a number of issues. 

One of these concerned the f i t t ing of meters to cabs. 

Tax imete rs were being used in Aust ra l ia at least as early as 

1907, '* but i t was not until September 1923 that the Council 

made it mandatory for cabs to be f i t ted with meters. 

From as ear ly as 1905, there had been public pressure to 

enact legislation to fo rce both horse and motor u x i c a b s to f i t 

meters. The pressure came from sections of the taxicab 
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industry who sought to c i rcumvent an industry challenge to 
the MCC's right to license metered c a b s . " It is also possible 
that the industry may have seen the cap i t a l cost of meters as 
an additional barrier to ent ry and the costs of changing the 
metered rate as a method of discouraging fare competit ion 
and haggling. It is not known whether the public had also 
placed pressure on the Council because of dissat isfact ion wi th 
the unpredictable fares and disputes over distance t ravel led 
associated with unmetered c a b s . ' * 

I V . A D V E N T O F T H E T A X I C O M P A N Y / C O - O P E R A T I V E 

Just prior to the M C C making taximeters mandatory (October 

192(>), the structure of the industry underwent another 

important change: the beginning of taxicab companies and co-

operatives. Three Melbourne entrepreneurs introduced 

Melbourne to the now highly success fu l Yel low Cabs f rom 

Chicago. The f i r s t Ye l low C a b entered Melbourne streets in 

October 192'», and were an immediate success wi th the 

publ ic . '* A var ie ty of reasons were c i ted for Yel low Cabs' 

success. Some said it was the absence of haggling with their 

d r i v e r s ; " others that it was their price-cutt ing, as they 

abolished return charges for the cabs, e x t r a charges for e x t r a 

passengers, and introduced concessions for Sunday morning 

trade and round trips; others said it was their bright colour 

that at tracted cl ientele. Such was their success that by the 

end of their f i rs t year of operation. Ye l low Cabs had car r ied 

approximately two million passengers in its 177 Melbourne 

and 175 Sydney taxicabs. 

Taxicab companies had an important Influence both on 

the industry arxl as a lobbying group on the M C C . A n 

example of the former was the change in driver wage policy 

initiated by Red Cabs and Checker Cabs and subsequently 

supported by Yel low Cabs . To counter their decreasing 

competitiveness with individual owner/dr ivers , the cab 

companies changed f rom paying a set weekly wage to hiring 

their cabs to drivers and paying them on a commission basis. 

In retrospect, this was an important development which saved 

taxicab companies from ruin during the Depression. The lack 

of entry and minimum price controls meant that the industry 

attracted many unemployed workers who owr>ed automo-

biles. R e a l wages fe l l and the taxicab companies, paying 

fixed wages, found i t d i f f i c u l t to compete. It was also very 

important because it discouraged unionisation, gave drivers 

an incentive to find more business, and later meant that the 
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influence of bodies such as the Arbi trat ion Commission was 

minimal . 

The taxicab irtdustry would appear to qualify for inclusion 

in the lagging productivity sector of a Baumol type two 

sector growth modeU'^ On that basis we would expect that 

drivers ' wages would ir»crease at approximately the same rate 

as wages in other industries, but that these wage increases 

would cause the price of tax i service to be relat ively higher 

tlian prices in more technologically progressive industries, 

because the tax i industry would find it d i f f icu l t to o f f se t 

wage increases with productivity increases. Unless there was 

an inelast ic demand for t ax i service, the industry would l ikely 

diminish and perhaps ul t imately vanish as a result of the 

increasing rea l price of its product. 

A s Williams and Scorgie have shown, '* the industry has in 

f ac t prospered, and there is some evidence to suggest that 

demand has not diminished. Williams argues that this has 

occurred because the industry has been able to keep real 

costs down by adjusting labour quality. This is evidenced by 

an increasing wage d i f f e r e n t i a l between taxi drivers and 

other workers subject to wages tribunals, and an increasing 

industry reliance on par t - t ime, student and migrant dr ivers . 

The introduction of leasing, which legally made drivers sel f -

employed, e f f e c t i v e l y prevented the drivers union from ever 

again becoming a force in urban transportation, and allowed a 

widening wage d i f f e r e n t i a l betwen cfa-iver wages and the 

wages of other w o r k e r s . " 

In regard to the e f f e c t of cab companies acting cis a lobby 

on the M C C , a number of issues may be c i t ed . One of these 

issues concerned the number of cab licences issued. Prior to 

the e f fo r t s of Ye l low Cabs , the M C C issued licences to 

operate a taxicab 'as of right ' to anyone wealthy enough to 

own an automobile and keep it in good repair. Under this 

policy more than 1100 cabs were plying for hire in Melbourne 

by 1927. With the support of both Red and Checker Cabs as 

well as pressure f rom the drivers ' union. Yel low Cabs 

successful ly petitioned the Licensing Committee of the M C C 

to l imit entry to the industry.** It is of some irony that 

Ye l low Cabs was able to enter the market because of no 

l imita t ion on entry, but once operating, was successful in 

preventing further entry. 
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V. R E G U L A T I N G P R I C E A N D E N T R Y 

In 1931 Yel low Cabs submitted to Counci l that there should 

be a specif ic l imit of 770 cab l icences set .* ' Despite 

council's willingness, it was at that time powerless to l imi t 

numbers. '* Pressure was brought to bear on Parl iament and 

the Premiers f rom both the single owner/operators and the 

iau'ge companies, both groups react ing against an over-

abundance In the supply of labour at a t ime when business had 

fal len o f f . " V i t h no direct barriers to entry, the taxicab 

Industry was an ideal occupation to try to earn some money 

for the unemployed who owned automobiles. Subsequently 

the Victorian Parliament passed the Carr iages A c t 1932, 

granting the rtecessary legislat ive power to the M C C . A s a 

result, the Licensed Vehicle Commi t t ee specified a l imit of 

630 cabs, achieved mainly by re t i r ing exist ing, txjt unused, 

company tax i l icences. This number remained unchanged 

unti l 1936. 

A third issue on which larger cab companies acted as a 

lobby on the M C C concerned the controversy over fa re 

charges. During the Depression, the various tax i companies 

and unattached owner drivers engaged In vigorous pr ice-

cutting assisted by M C C by-laws that specified only 

maximum fares allowable. Th i s abi l i ty to cut prices, together 

wi th the physical ease of entry to the Industry by unemployed 

automobile owners, and a reduction In the number of licensed 

cabs allowed** increased the incentive for unlicensed 

taxicabs. I t wcis in reaction to this problem that Ye l low 

Cabs, the union and other licensed owners si i^mltted that the 

M C C specified fare should be both a maximum and a 

minimum for a particular d i s tance .* ' This fare structure was 

intended not only to hinder competit ion by unlicensed cabs by 

making them easier to detect . t>ut also to constrain legal tax i 

companies like Blue Line and C l a s s i c T a x i Services who were 

trying to Increase their market share by price-cutt ing.** It 

was argued that pr ice-cut t ing was against the public Interest 

because It placed the existence of a stable reliable tax i 

service at r isk. Legislat ion to enact these proposals was 

passed by the M C C toward the end of 1937. 

The increasing interest in Innovative taxicab operations 

in the 1970s has brought the Introduction of these mid-1930s 

regulations under new scrut iny. Elsewhere Williams has 

argued that the capital requirements of the Industry renders 

destructive price cutting arguments questionable.* ' A more 

curious just i f icat ion for price and entry regulations comes 

from Shrelber and other contemporary l i terature.** This 
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l i terature argues for price and entry regulation because, 

despite the exis tence of the technical conditions for 

competit ion, the tax i owner does not face a perfect ly elast ic 

demand curve for his product. The consumer who refuses a 

passing cab wi l l on average double his wait ing t ime. 

Furthermore, the gaining of a cheaper cab does not provide a 

purchaser wi th useful information for future purchases. 

The consequence of this is that the price e las t ic i ty of 

demand is l ikely to be very small . Unlike other businesses 

that can reasonably expect to increase turnover by decreasing 

pr ice , the sole taxi owner acting alone cannot hope to 

increase his number of passengers by decreasing price. 

Unless there is a price reduction by a large fleet owner or by 

an cigreement between a large number of single owners, price 

reductions are unl ikely . Any one operator who cuts his own 

fa re can only succeed in decreasing his revenue because 

potential customers, even if they knew that a cer ta in 

operator had a lower pr iced cab on the road, would be 

unlikely to turn down a more expensive cab when the proba-

bil i ty of the cheaper cab passing within a reasonable time 

would be prac t ica l ly zero. 

A cab owner who raises his price above the going rate is 

unlikely to lose many passengers and can therefore expect to 

increase his revenue. This upward tendency of prices is se l f -

perpetuating over the relevant price range since, as other 

owners increase pr ices , a potential customer's expectation of 

the l ikely wai t to the next cheaper vacant cab w i l l increase. 

E a c h increase in price by existing operators wil l induce an 

inf lux of additional taxicabs into the market. This positive 

response of tax i ava i lab i l i ty to price increases, mirrors the 

inverse relationship between price movements and the 

number of trips per t ime period that each operator requires 

to break even. I t is l ikely that the existence of these 

conditions w i l l mean that in an unregulated taxi industry, tax i 

fa res wi l l be too high, the number of cabs too large, and the 

t ime between cabs too smal l . 

In the ensuing debate between Williams and Shreiber, 

Williams argues that the information deficiencies of 

customers and suppliers, so necessary for a Shreiber type 

scenario, are no problem in pract ice . Taxicab meters , 

government appointed cab stands, two-way radio and 

computer plotting devices , a l l provide for a more 

heterogeneous tax i market and ensure that taxi operators 

f a c e a more e las t ic demand curve for their services. 
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V L R E G U L A T O R Y P R O B L E M S O C C A S I O N E D B Y P R I C E 
AND E N T R Y R E G U L A T I O N S 

Along with concern over the maximum/minimum fa re 

structure, the M C C was also, at this t ime, facing increased 

pressure part icularly from the public to irxrrease the l imi t on 

the number of t a x i c a b s . " While on the one hand exist ing 

licensed cab owners complained of i l legal cab ac t iv i t y , on the 

other, the M C C was receiving a large number of complaints 

f rom people unable to find a cab. In December of 1937 in a 

report to the Council on taxicabs , the Council 's taxicab 

inspector recommended that the l imi t on numbers of taxicabs 

be r e m o v e d . " The L icensed Vehic le Commit tee 

compromised this report and recommended that the l imi t on 

the number of taxicabs be irvrreased f rom 550 to 6 5 0 . " 

The necessity, however, for a council decision was 

removed by the commencement of World War I I . The 

Directorate of Emergency Road Transport ( D E R T ) would not 

allow any increases in the number of l icences and in addition 

raised fares by 50 per cent in an at tempt to conserve f u e l arxJ 

rubber. Why the cab passenger was given such harsh t reat-

ment relat ive to owners, when uniform taxes on petrol could 

have achieved the desired resu l t , is not known. Limi ta t ions 

on the number of cabs and increases in fa res encouraged the 

expansion of hire car a c t i v i t y (pr iva te ly owned vehicles being 

booked by phone f rom a home base). While unlicensed cabs 

could at least be par t ia l ly controlled by law enforcement , the 

same was not true of hire car operators who escaped M C C 

control because they did not ply for hire in the s t reets . The 

number of hire cars had flourished since the introduction of 

limitations to taxicab numbers, and this had fostered a 

resentment by licensed t ax i owners. In addition, pressure for 

their regulation came about because hire car operators had 

generally been charging 6 pence per mile while taxicabs were 

required to charge 9 pence per m i l e . * ' 

In 1939 the Victor ian Par l iament granted complete 

control of hire cars to the Counc i l . Result ing regulation 

limited their numbers to '�50 and their fares were raised to 

the same level as that of t ax icabs .* ' Regulation leads to 

more regulation! By the end of the war, the M C C had 

amassed a large waiting list for l icences and there was 

mounting pressure on the CourKril to issue more l i c ences . ' " 

However, restrictions f rom the war had not yet been l i f t e d , 

ar>d the government '* and D E R T " were concerned that no 

new licences be issued. Faced with these opponents, the 

M C C held back its proposal to increase the number of 
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taxicabs by 100 and the rwmber of hire cars by 75 until as 

D E R T rescinded i ts tax i o r d e r . " When this order was 

rescinded, the additional licences were distributed by ballot . 

This distribution technique was adopted under pressure f rom 

the Returned Serviceman's League ( R S L ) who wanted their 

members rather than the taxi companies to be granted the 

l icences. 

Despite the irxrrease in avai lable l icences which boosted 

taxicab numbers to 650 and hire cars to 525, pressure 

remained for more l icences to be authorised. The R S L , which 

now had a substantial number of new members, wanted more 

licences made avai lable to its members . " Situations 

occurring elsewhere (such as in Brisoane where there were 

more cabs but only one-third of Melbourne's population) did 

much to support the pressure for more licences. Again the 

M C C faced a di lemma; the R S L , union and the public wanted 

more taxicabs, while exis t ing owners (in particular owner-

drivers) saw more l icences as an encroachment of their 

business in teres ts . 

In September 1951, the M C C decided to issue another 150 

taxicab l icences and 100 hire car l i c e n c e s . " This was to be 

its f ina l act in regulating taxicabs. A f t e r 102 years, control 

was passed to the Transport Regulation Board ( T R B ) , a Sta te 

government agency, by the Transport Regulation A c t of 1951. 

Vn. A CHANC£ IN THE INSTITUTIONAL FRAMEWORK 

Two reasons starvJ out in explaining why the M C C was 

superseded by the T R B . The f i r s t centres around a general 

feel ing of dissat isfact ion with the M C C . In attempting to 

balance the demands of conf l ic t ing groups, the M C C had 

alienated almost a l l part ies involved. By the late 19'»0s, 

these groups had successful ly combined themselves into a 

lobby to divest the M C C of its control.** A second reason 

centres around what seemed to be a general concern of the 

government in the la te I9'»0s and early 1950s that a l l forms 

of transport should be co-ordinated and correspondingly 

controlled by one body.* * 

The T R B ' s most imniediate concern in its new o f f i c e was 

the adequacy of the tax icab service in the outer metropolitan 

area.** Tax icabs were plying for hire within a radius of eight 

miles f rom Melbourne, generally leaving hire cars to service 

the suburbs beyond this radius. Many of these private hire 

car services operated wi th only one vehicle from suburban 

addresses. The consequences of this was that the t ravel ler in 
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these outer areas not only found It more d i f f i cu l t than his 

c i ty counterpart to hall a taxicab In the street, but when 

telephoning for a hire car he of ten f aced a long wa i t . 

The T R B proposal to Increase the e f f i c i e n c y of the outer 

area service was twofold .* ' F i r s t , the suburban area was 

divided Into a number of geographical zones. Ex i s t ing hire 

car owners were then given 'composite' rights to act as 

taxicabs within their respective zones, thus allowing them to 

ply for hire In the streets and to sit at t ax i ranks. Second, 

Individual owner/drivers were combined together Into depots 

so that demand by phone could be more e f f i c i e n t l y met.** 

This merging of hire car and taxicab work meant that the hire 

car operator no longer had to return to his depot a f t e r each 

job. It did create a problem of how phone work was to be 

conveyed to the hire cars on the road. However, this was 

solved by the two-way radio which had been f i rs t Introduced 

In 1949. 

Despite the severe restr ict ions on taxicab numbers in 

Melbourne since the early 1930s, the problem of lack of outer 

area service was never seen to be a simple problem of 

supply. It is of ten commented by Industry representatives 

today that In those days al l cabs would congregate where the 

most work was, and something had to be done about providing 

a nKxe geographically even se rv ice . However if nnore tax i 

licences had been Issued, the marginal returns to each cab 

operator would have been diminished in the built-up areas, 

and the more mcU'ginal suburban areas would have looked that 

much more a t t rac t ive to operators. Though not for the above 

reason. In June 193'* the T R B began a study which subse-

quently found a case for Issuing 200 more taxicab licences 

and 70 more hire car l i cences .* ' This exerc ise was repeated 

in 1963, but the number of taxicabs has remained constant to 

this day.»« 

There were two other regulations Introduced by the 

T R B . The f i r s t involves the testing and subsequent licensing 

of taxicab cfrivers. While special age and character require-

ments are s t i l l retained, the requirements for an advanced 

police department driving test and a knowledge test of 

streets aiid locations without the assistance of street 

directories were both abolished in the 1970s. Williams shows 

that these driver quality changes were not supported by the 

union.*' The introduction of testing changes can be better 

understood In view of the widening wage d i f f e ren t i a l between 

t ax i drivers and other workers , but spec i f i ca l ly by the 

lobbying dominance of tax i owners and the lack of power of 

the drivers. 
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The second regulatory change introduced was the imple-

mentation of d i f f e r en t i a l peak and off-peak fares . The 

decision for peak-load pricing, l ike al l T R B taxi pricing 

decisions, was made without recourse to public opinion. The 

T R B jus t i f ied higher of f -peak fares to encourage more cabs 

and drivers onto the road.'*' T a x i owners also added the 

argument that the off-peak surcharge could be seen as 

analogous to over t ime payments to d r i v e r s . W i l l i a m s shows 

that the of f -peak periods generally have the most sat is-

fac tory level of sa t i s f ied demand, that this implies suf f ic ien t 

cabs and drivers.so The adequate supply of drivers does not 

indicate they were in need of additional compensation. 

Apart f rom changes to suburban operation, driver 

licensing and peak-load pricing, the T R B has carried forward 

the M C C regulations and presumably the underlying philo-

sophy embodied in them. We are not aware of any attempt by 

the T R B to reassess the c r i t i c a l price and entry restr ict ions 

that constrain the industry. <Ve have argued strongly 

elsewhere that the T R B should do th is .* ' 

Vm. CONCLUSION 

The purpose of this paper has been to place the regulation of 

the taxicab industry into an historical perspective. Apar t 

from a concern for information dif ferences between taxi 

owners and taxi customers, early regulation was charac -

terised by at tempts to l imi t competition between various 

types of t ax i se rv ice . La t e r regulation appeared to be aimed 

at improving conditions for regulated operators In the 

re la t ive comfor t of a closed shop. None of the regulations 

introduced during either of these periods were wel l - jus t i f ied 

and the evidence we have presented here and elsewhere 

suggests that most were not in the public interest. 
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Notes 
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passenger revenue than other modes, provide more 

employment than trams and buses, and based upon 1977 

passenger figures w i l l soon car ry more passengers than 

trams and buses. ( D . 3 . Wi l l iams , 'Regulation of Tax icabs : 

The Victorian Case ' , unpublished M . E c . thesis. L a Trobe 
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unpublished. In London, horse cab drivers picketed the 
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industry, see London Da i ly M a i l , 9 February 1907. In 
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transit was not new. A meeting of more than 100 cab 

operators in March 1902 ca l led on the M C C to stop 
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10. M C C , op.cit . 10 May 1909. 

11. M C C , B y - L a w 125 'A by-law to provide for licensing and 
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for l icensing metered cabs. P .W. Tewksbury made 

direct appeal to the Impetuous Jack Lang, the Premier 

of NSW, and i t was suddenly possible to have the needed 
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Uncommon Carr ier . Tewksbury was one of the founders 

of the Ye l low Cab Company. The logic of this fear of 

competition f rom metered cabs is not clear . Perhaps it 

was thought that metered cabs would be able to a t t r ac t 

customers at above the maximum rate or perhaps not 

complying wi th the quality constraints of the 

regulations would have given metered cab owners a 

signif icant cost advantage. 

U . Indeed the inventory of the f i rs t taximeter in 1891 was 

thrown into the r iver by angry cabmen, because it 

reduced their 'opportunities for overcharging'. See 

G . N . Georgano, 'His tor ica l Survey of the Tax icab ' , The 

Taxi Project: Realistic Solutions for Todays ed. E . 

Ambasz, New Y o r k : The Museum of Modern A r t , 1976, 

p. 110. 
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16. Ye l low Cab drivers were not permitted to haggle 

because the cabs they operated were imported complete 

with Amer ican tax imeters . In addition, Yel low Cabs ' 

pr ice-cut t ing made it unnecessary for its drivers to 

haggle - haggling being common only because fa t rons 

were anxious to secure a ride for less than the M C C 

specif ied maximum fa re . 
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ARTHRITIC ACADEMIA: 

THE PROBLEMS OF 

GOVERNMENT UNIVERSITIES 

Frank Milne 

I . I N T R O D U C T I O N 

In most western countr ies , universities (cind colleges) are 

funded and indirect ly controlled by governments. ' In f ac t 

these universit ies show many of the character is t ics of 

government bureaucracies , sharing the same rigid salary 

scales, promotion s tructures and tenure provisions. During 

the rapid expansion in universi ty education in the post-war 

e ra , a number of i ne f f i c i enc i e s inherent in this situation were 

obscured by the general fervour for education. 

By the late 1970s the expansion had come to an end, and 

the in f lex ib i l i ty of the bureaucratic university system was 

only too apparent. A t the present time, governments are 

imposing cuts in univers i ty funding and investigating (or in 

the process of implementing) the dismantling of some of the 

structure they were so quick to erect . The problem is that 

the modification or contraction of a complicated bureau-

c r a t i c structure cannot be undertaken lightly. It is only too 

easy to introduce what appears to be an economy, to find that 

the new measure has c rea ted a perverse incentive resulting in 

greater waste. In short, it is important to understand the 

incentive s tructure of ivi ivers i t ies before modifications are 

recommended; otherwise a large, inef f ic ien t system may 

become a somewhat smaller and even more ine f f i c i en t 

sys tem. 

n . T H E K E Y : U N I V E R S T T Y F U N D I N G P R O C E D U R E S 

The key to understanding the government university system, 

and the incent ives fac ing academics, is the method of 

government funding. It is thb method of funding and the 

incentive sys tem that it creates , which explains many of the 

ine f f i c i enc ie s and r igidi t ies of the government university 
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system. This link between funding and incentives was 
appreciated by Adam Smith , who provided a very c lear 
statement of the problem in his celebrated book An Inquiry 
into the Nature and Causes of the Wealth of Nations. ^ 

Smith's i n s i s t s have been modified and extended in various 
ways by more recent wr i te r s , ^ but his fundamental thesis 
remains: 

In some universities the salary makes but a part , and 

frequently but a smal l part , of the emoluments of the 

teacher, of which the greater peirt arises f rom the 

honoraries or fees of his pupils. The necessity of 

application, though a lways more or less diminished. Is 

not in this case entirely taken away . 

In other universit ies the teacher is prohibited 

from receiving any honorary or fee f rom his pupils, 

and his salary constitutes the whole of the revenue 

which he derives f rom his o f f i c e . His interest is , i n 

this case, set as direct ly in opposition to his duty as 

It is possible to set i t . 

If the authority to which he is subject resides in 

the body corporate, the college or universi ty, of 

which he himself is a member, and in which the 

greater part of the other members are, like h imsel f , 

persons who either are, or ought to be teachers; they 

are l ikely to make a common cause, to be a l l very 

indulgent to one another, and every man to consent 

that his neighbour may neglect his duty, provided he 

himself is allowed to neglect his own. In the 

Universi ty of Oxford , the greater part of the publlck-

professors have, for these many years , given up 

altogether even the pretence of teaching.* 

Smith emphasises the role of teaching, whereas In modern 

universities, research plays a much bigger role In the duties 

of an £u:ademlc. Nevertheless the same principle applies: the 

performance of academics Is very much determined by the 

Incentive system they f a c e . In the following pages, I have 

tried to provide a brief description of that Incentive system. 

Aggregate m i v e r s i t y funding 

During the period 1930-73 the universi ty sector expanded 

rapidly. Although some of this growth can be explained by 

simple denKJgraphic fac tors and an increase in demand for 

more technical education, most economists would agree that 
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massive government subsidies and low (or zero) fees for 
students created an a r t i f i c i a l l y large university system.* In 
turn this enlarged universi ty sector produced an a r t i f i c i a l l y 
large derived demarxl for academics to teach the subsidised 

students. Natural ly , academics realised the implications of 

this subsidised expansion in terms of increased salar ies , 
accelerated promotions and other rewards, and ac t ive ly 
lobbied for further increases in the subsidy. Inevitably, the 
rapid growth could not continue; even without fees and the 
lowering of entry stemdards, student numbers have stagnated, 
or in some cases declined. With the current subsidised 
system, the best predictions forecast very little growth for 
the 1980s.* 

The composition of univers i ty funding 

Given the total level of government expenditure on 

universi t ies , there are serious problems in deciding how the 

mor>ey should be divided between universities, and within the 

departments of a universi ty . In Aus t ra l i a , the T e r t i a r y 

Education Commission ( T E C ) is in charge of overall furxfing 

of te r t ia ry education. It gathers information f rom the 

universities on projected student enrolments, costs and so on, 

and divides the total expenditure between the universities and 

colleges. Al lowances are made for new institutions and 

research projects . 

Given Its total al location and the guidelines laid down by 

the T E C , the universi ty divides funds between its v2u-lous 

facul t ies and departments. Again various estimates of costs, 

student numbers e tc . are used to j u s t i fy the allocation. 

Taken as a whole, the process Is complex and unwieldy. 

B y i ts very nature, the market demand coming from the con-

sumer (the student) is muted; and the demand f rom various 

pressure groups within academia and the government are 

greatly exaggerated. 

For example, In the 1960s and 1970s the opening or 

expansion of universi t ies and colleges replaced dam-bullding 

as an enticement to marginal electorates. The consequences 

were equally disastrous in wasting the tax-payer's money. 

C e r t a i n of these institutions should never have been opened, 

because even wi th the heavily subsidised education system 

they a t t r ac t r e la t ive ly smal l numt>ers of students. 

Another example concerrB the allocation of funds wi th in 

universi t ies . Funds are distributed to the facul t ies and 

departments v ia complicated formulae, supplemented by 

funds for special projects and contingencies. Of t en these 
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formulae have biases introduced to r e f l ec t the academic 
power structure of the universi ty, so that teadi ing and 
research fund allocations are not an accurate ref lec t ion of 
teaching and research demands. 

In e f f e c t the universi ty system in Aus t r a l i a is a command 

economy with some decentral isat ion. It replaces the price 

system and the f lexib le incent ive structures of the market 

with bureaucratic rules and formulae . The result is a 

cumbersome bureaucratic process with al l the inevitable 

inefOciencies that we have come to expect of command 

economies. 

i n . INCENTIVES 

Academic incentives: teaching 

A t the very bottom of the bureaucrat ic pyramid is the 

academic teacher, who, so fa r as students are concerned, is 

the person who delivers the goods. Because the reward 

system is only indirectly re la ted to the lecturer 's perfor-

mance in the classroom, the incent ive to teach well is greatly 

reduced. Although in principle a department head can lobby 

the administration for accelerated promotion as a reward for 

good teaching, academic administrators are wary of such 

c la ims . Removed f rom the student consumers and with 

limited data, they are only too aware that i t is in the 

interests of the department head to promote and expand his 

department, and therefore extend his inf luence and prestige 

within the university, and in society in general. Thus the link 

between student demands and teacher rewards is very 

indirect and ine f f i c ien t , and it is hardly surprising that 

students complain of poor teaching.^ 

Academic incentives: research 

Academic research is produced for two basic markets : the 

f i r s t is for academic journals, and the second is in response to 

spec i f ic grants f rom government or pr ivate organisations. O f 

course it is quite common for research that has been under-

taken under spec i f ic grants to be published in academic 

journals. Where research is undertaken under a spec i f i c 

grant, the incentives are clear cut in that inadequate 

performance wi l l be penalised by a loss of future grants. 

Superior performance is rewarded by nrjore lucra t ive grants 

and greater choice in potential topics, as the providers of 
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grants compete for the services of superior ta lent . The 
Incentives fac ing researchers in funded research are very 
much like those of any other private business." 

Researchers who produce solely for academic journals 

face more complex incentives. There is the pleasure of doing 

something that the researcher thinks is worthwhile and the 

journal a r t i c l e is merely a way of disseminating that 

information. But there are other rewards. The publication of 

an ar t ic le in a refereed journal is a signal of the competence 

of the author in a par t icular body of knowledge. The more 

prestigious the journal (that i s , the quality of the refereeing) 

the more rel iable is the signal of competence and origin-

a l i ty . Therefore the publication of ar t ic les is a way in which 

administrators, who may not be famil iar with a part icular 

body of knowledge, can judge the intel lectual competence of 

a teacher or researcher. 

There is a danger that with indirect funding f rom govern-

ment (or f rom pr ivate sources for that mat ter) research can 

become an end in i t se l f . Whole areas of research may 

develop into elaborate in te l lectual games of marginal worth 

to society. Given poorly-directed funding, l i teratures and 

journals can grow up f i l l ed with f ierce debates and f r an t i c 

ac t i v i t y . Although the academics concerned may be quite 

honest in their enthusiasm for their ' f ie ld ' , it may be of l i t t le 

interest to anyone else in society now, or ever. 

Although ext remes of this sort are f a i r ly easily detected, 

one can never hope to el iminate debates over t r i v i a or the 

pursuit of deadends, because t r iv ia &nd deadends are of ten 

discovered only a f t e r considerable honest e f fo r t . Even the 

best researchers f a l l f l a t on their faces wi th embarrassing 

frequency. Because of this fuzziness and uncertainty 

surrounding the development of new ideas or physical 

processes, it is not an easy task to construct an incentive 

system that minimises game playing and maximises c rea t ive 

a c t i v i t y . ' 

But one thing is ce r ta in , if governments give research 

money with minimal controls, they should not be surprised 

when academics spend it on things that they regard as 

important. Academic freedom in research funding can mean 

the freedom to develop r>ew and powerful truths, but i t can 

also be the freedom to squander tax-payers ' money on useless 

projects . 
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IV. R I O D m E S IN THE SYSTEM 

Tenure 

Academic tenure Is a pol i t ica l Issue In Aus t ra l i a and In 

B r i t a i n . ^ ' Unfortunately there appear to be some misunder-

standings about its role, and the implicat ions of its abolit ion. 

3ob tenure is a reward that is conferred a f t e r some 

probationary period. The f i r s t point to understand Is that a l l 

employees have tenure; It Is the length of tenure and the 

implied salary under that tenure that Is the key Issue. 

Austral ian academics earn tenure unti l r e t i r e m e n t , ' ' and 

have &n Indexed salary system similar to government 

employees. 

The second point Is that l i f e tenure confers a benefit on 

the holder, and Its abolition Is a reduction In the a t t r ac -

tiveness of the job for many applicants . Therefore abolition 

Is seen by many as a cut In salary, and competent academics 

wi th options outside the univers i ty system may find that cut 

just suf f ic ien t to Induce them to l eave . ( A similar argument 

can be made for cuts In study leave provisions.) 

The third point Is that If salary f l ex ib i l i ty is admit ted, 

then a departmental head can Induce an Incompetent or lazy 

tenured academic to leave by not Increasing his nominal 

salary. Inflat ion wi l l quickly reduce his r ea l wage to a 

pittance. This weapon Is avai lable to administrators In 

private U S universities and It appears to work f a i r l y 

e f f i c i en t l y . Tenure is not an Issue in those universi t ies. 

F ina l ly , If tenure Is abolished and the government wants 

to prune the system It w i l l have to be ca r e fu l In Its choice of 

lambs to be slaughtered. What are the Incentives of those 

making the decision? It Is not at a l l c lear that If the decision 

Is l e f t to the universi t ies , that the least competent w i l l go. 

As a general rule those wi th the most to lose would fight the 

hardest, and those with the least to lose would f ight least . I t 

Is quite possible that in some departments the most com-

petent academics wi l l leave to avoid the bitter inf ight ing, 

while the least competent and least mobile remain. 

Therefore , a purported ' f a i r ' , proportional cut across al l 

departments may wel l lower the average quality of the 

universi ty facul ty . 

Inf lexible salaries 

A c r i t i c a l constraint in the Aust ra l ian universit ies is the 

inflexible salary scale . Because the whole structure Is geared 
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to the basic wage decision, the system is largely Inf la t ion 
proof. (In recent years wage indexing was not complete.) 
The rigidity occurs In a number of ways: the f i rs t is that 
promotion wi th in the Lec ture r and Senior Lecturer salary 
ranges Is automatic; so a Senior Lec ture r , say, who gives up 
hope of being promoted to Reader, achieves a free ride to the 
top of the S ^ i o r Lec tu re r range, no matter how hard or how 
li t t le he works. 

Second, a Professor, no matter how distingubhed, cannot 

be paid more than a small increment over the least 

competent Professor . Thus there Is a tendency for dis t in-

guished academics with international reputations to be bid 

away by US univers i t ies . In cer ta in disciplines, Aus t r a l i a Is 

having Increasing d i f f i c u l t y in holding top people, given the 

growing disparity t>etween Austral ian and US salaries. 

Thi rd , the salary scale Is the same for al l disciplines. 

(Medicine has been treated as an exception in allowing a 

disproportionate number of Professorial appointments, so 

that, in e f f e c t , its salaries are higher.) The results of this are 

disastrous for departments with outside salciries higher than 

the prescribed sca le . Examples of this are the accounting, 

finance and economics departments where good s t a f f can 

earn s ignif icant ly greater salaries (In some cases double their 

salaries) In ei ther outside pract ice 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 is advertised receives a flood 

of applications. Those who are able to obtain such a post 

have every incent ive to stay unto death. Furthermore to 

obtain such positions, graduate students will undertake 

socially was te fu l further studies as the requirements are 

raised to rat ion these subsidised positions. Good examples 

here are some of the humanities subjects such as English 

l i terature and history. 

The result of such a salary scale Is as perverse a s ^ e can 

Imagine: the most highly prized academic faces the m a t e s t 

tax, and the least valued (as measured by his rneirkot Wage) 

receives the greatest subsidy. 

In the U S there is much greater variation in salaries 

between and within disciplines than in Aust ra l ia . These 

salaries are geared to market factors and reward academic 

productivi ty. But in Aus t ra l i a , the rigid salary system and 

tenure provisions are very ine f f i c ien t in a reduced or no 

growth universi ty sys tem. It is l i t t le wonder that the 

intel lectual brain drain that was stemmed in the 1960s and 
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early 1970s has now reappeared: the most talented are 
beginning to leave, f rus t ra ted with the system; and young 
Australian graduate students who trained overseas are not 
returning. 

Departmental structure 

Because of the command economy structure of universi t ies , 

academics have an incentive to promote each other and 

inflate their salaries. To prevent this, governments enforce 

hierarchical structures l imit ing the number of Professors, 

Readers, e t c . in any department. The promotion pyramid 

with its rigid pay scales is tied to student numbers. The 

problem with this system is that i t prevents the formation of 

a sustainable, high-quality department. I f a department has a 

number of good young academics , inevitably some wi l l leave 

given the few places with high sa la r ies . Because the salary 

scales and hierarchical s tructures are v i r tua l ly identical in 

every university in Aus t ra l i a , there is an ine f f i c ien t level l ing 

and scattering of good academics around the country. (The 

government apparently recognises the problem and has 

responded by creating a few 'Centres of Exce l l ence ' . 

Unfortunately these centres are funded on a re la t ively short-

l e rm basis and are graf ted onto the old levell ing system. 

Whether they w i l l have a last ing 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 

admin^tra t ive tasks and si t t ing on commit tees . This is true 

especially for Professors. O f t e n senior academics a re 

expected- to be proficient in administrat ion, research and 

teaching. Surely it is very i ne f f i c i en t to promote the most 

promising akcademics who have progressed because of their 

ability in teaching and research, and turn them, against their 

w i l l , into administrators. A more e f f i c i e n t system is to 

promote academics, par t icu lar ly at senior levels , to more 

specialized tasks. So long as these senior appointments are 

given rigorous, periodic reviews, the incumbent can 

concentrate on mastering one or a few duties, rather than 

becoming a mediocre j ack-of -a l l - t r ades . 

V. A POSSIBLE SOLUTION 

In previous sections I argued that the current 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 is to work more e f f i c i en t ly and responsively, the 
f m d i n g system wi l l have to change. 

I argue that a much more market orientated system w i l l 

be superior to the a r th r i t i c structure we have at the 

moment. The argument is a natural extension of the views 

expressed by Adam Smi th . I f the buyers and sellers of 

services (academic or otherwise) confront one another 

d i rec t ly , then they eu-e going to be more satisfied than i f a 

huge bureaucracy is interposed between them. If students 

pay the fu l l cost of their tuition, they cu-e going to demand 

value for money; so that if the teacher performs badly, 

students have an e f f e c t i v e weapon in refusing to buy his 

services. Good teachers, on the other hand, w i l l receive 

rewards which increase with their performance. Therefore if 

a lecturer is a member of a department which does not 

reward him commensurately with the revenue he generates, 

then it won't take long before he wi l l be at t ract ing bids f rom 

other departments elsewhere. The very fact of his threat-

ening to leave w i l l tend to bring his department into line, 

otherwise they wi l l lose him and the revenue he generates. 

The power of the student purse is a potent force also for 

directing teaching resources into the most valued siA>jects, 

and away f rom subjects lor which there is declining interest . 

If there is an urunt icipated surge in demand for a part icular 

subject, there wi l l be a jump in the salaries of those who 

teach i t . A t once this provides an incentive for potential 

teachers in related subjects, or elsewhere, to enter that 

market . Conversely , a tail in interest in a subject w i l l lead to 

a decline in i ts teachers ' salaries and an exodus of teachers. 

It is important to urKlerstand that markets are real ly very 

subtle mechanisms that reward ingenuity, innovation and an 

abi l i ty to plan ahead. For example, consider how a private 

system would have reacted to the post-war baby boom. 

Because administrators in private universities realise that the 

f inancial health of their institution depends upon accurate 

forecast ing of student demand, they wi l l start to bid up the 

salaries of avai lable teachers as the boom approaches. 

Potential teachers seeing the rise in salaries will be induced 

to train for that profession. Unanticipated shocks aside, 

salaries w i l l adjust f a i r l y gradually ref lect ing the anticipated 

demand and supply for teaching s e rv i ce s . ' * 

There is no reason to expect private universities to be 

myopic or poor planners - the incentives are quite the 

opposite. If pr ivate universi ty administrators plan poorly or 

are slow to cut costs and introduce teaching innovations, 
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competition from other Institutions w i l l penalise them 
through a f a l l In net revenue. Therefore If the admini-
strator's f inancial rewards and his reputation are tied to the 
f inancial health of his Inst i tut ion, he has a di rect lr»centlve to 
be an Innovative and e f f i c i en t manager.^ ' 

Although In this section I have concentrated upon private 

teaching iret i iut lons, similar comments apply to research 

organisations. I am not Implying that research wi l l neces-

sari ly take place In a separate organisation from a teaching 

Institution. The beauty of the market system Is that teaching 

and research wi l l be combined or not, depending upon the 

f inancial reweu-ds; and those are re la ted di rect ly to the 

e f f i c i ency of the organisation. 

Before closing this section let me make one last point. I 

have here referred to rewards In (apparently) f inanc ia l 

terms. I f this appears to be a rather res t r i c t ive and mate r ia l -

ist ic reward system, I should point out that economists have a 

disconcerting habit of using the concept of wealth in a broad 

sense, which covers not only di rect f inancia l weal th , but also 

nonOnancial advantages and rewards. Given this Inter-

pretation, then there Is no reason why academics In a private 

university would not be rewarded through a f l ex ib le system of 

salary, leisure and other benefi ts , depending upon their taste. 

Indeed, academics who f ind great pleasure In the noble 

pursuit of knowledge should be al lowed to work for nothing! 

VL A MODIFIED PRIVATE SYSTEM 

In the previous section 1 have given a brief outline of the 

Incentives In a private univers i ty system. 1 am well aware 

that the discussion Is incomplete, because any detailed 

analysis would soon exceed the nyxlest l imits of this paper. 

Nevertheless, let me consider two possible problems wi th a 

wholly private university system. 

The f i r s t problem concerns the approprlability of rents 

f rom research Ideas. Some types of research produce basic 

ideas that are used extens ively , and u l t imate ly impl ic i t ly , In a 

subject. It would be absurd, for example, for the Alber t 

Einstein fami ly trust to charge ten cents every time someone 

used Einstein's theory of r e l a t iv i ty ; the costs of collect ion 

would outweigh the revenue. Some economists have argued 

that an e f f i c i en t way of obtaining such Ideas Is to subsidise 

basic research ac t iv i ty . Th i s argument has been presented 

quite cogently by A r r o w . ' * But as he admits, there are 

significant problenw In devising the right Irjcentlves to 
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produce r e s e a r c h . ' * This is a non-tr ivial problem, for which 

there is no simple solution. 

The second problem concerns the possible market fai lure 

in students having d i f f i c u l t y In borrowing against future 

increased income. The problem here has to do with questions 

of adverse selection and moral hazard. That is , lenders are 

alleged to have d i f f i c u l t y In screening potentially good from 

bad students; and they have d i f f i cu l ty in enforcing the loan 

repayment. Investigations of these general problems are 

current in the economics l i terature, and i t is not clear how 

signif icant they are in the student loan market. 

Nevertheless, even If we grant the Importance of these 

d i f f i c u l t i e s , they do not necessarily invalidate a basically 

pr ivate system supplemented by carefu l ly designed 

s i i j s i d i e s . " Too of ten , c r i t i c s of the private system use 

apparent market fa i lures as an excuse to introduce a non-

market system which, in toto, may be far more inef f ic ien t 

than the f lawed pr ivate system it replaces. 

Vn. WHAT C A N B E D O N E ? 

I think that i t is clear that any attempt to introduce a private 

universi ty system (that Is, withdrawal of government 

regulation) would arouse a storm of protest. The vested 

Interests who benefi t f rom the current system would fight 

any such proposal. In peu'ticular, students who are heavily 

subsidised under the present regime would fight any wi th-

drawal of that subsidy. The majori ty of academics would also 

be against such a move, although some would benefi t f rom 

the removal of government intervention. 

Others who would oppose the move would be those who 

have the uneasy feel ing that a private system is untried - a 

theoret ical , not a p r ac t i c a l a l ternat ive. This fear can be 

partly a l layed, because a form of private system operates In 

the United States . Because of various government measures 

of tax advantages, research funding, and the competition 

f rom government-funded universit ies, the performance of 

pr ivate universi t ies is distorted from that of a purely private 

system. E v e n so, a close examination of the US private 

universi t ies is very instruct ive in showing how a more 

f lex ib le , market-or ienta ted structure operates. 

A s a matter of p rac t ica l poli t ics, given the power of 

vested interests , I suspect that any changes that do occur w i l l 

be In the nature of reforms to the present system. If t hb is 

the case, then the general thrust of this paper Is s t i l l 
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relevant. Any changes, if they are to be real ly e f f e c t i v e in 
improving ir>centives, should be seen in the context of the 
whole incentive system. L e t me give a simple example. I f 
the government wishes to continue with a system of subsi-
dising students, there is an issue of how these sti jsidies are to 
be administered. '^ The current system subsidises students 
indirectly through direct f inancing to universi ty admini-
strations. But, for example, the subsidy could be given 
through a system of scholarships where the scholarship is a 
g i f t of money which must be spent on fees at any universi ty 
department. With the second sys tem, students have the 
power of the purse, and i f they are dissat isf ied wi th one 
department, they can threaten to spend their scholarship at a 
competing institution. Fur thermore , because the depart-
ments receive the scholarships d i rec t ly , i t wi l l strengthen the 
autonomy of academic departments v is -a -v is the centra l 
administration and other departments desiring to be 
subsidised. 

If the scholarship system were al tered to a straight g i f t 

of money which did not have to be spent on education (a 

substantial sum amounting to several thousands of d o l l a r s ) " 

then it would be interesting to see how many students chose 

to spend the money on items other than universi ty 

education. Indeed 1 suspect it would be embarrassing to the 

universities to see how l i t t l e many students valued the 

education produced under the current system. 

Given these simple examples, it should be obvious that 

the performance of the academic system wi l l be a f f e c t e d 

significantly by the method of subsidy. 

Vm. CONCLUSION 

In this paper I have been discussing the problems of 

government universit ies. But universi t ies are not much 

different f rom other government organisations (such as s tate-

run railways or Telecom) and the arguments about creating 

market-orientated incentives apply with equal force to them 

as wel l . I f academics fee l embatt led, they might take some 

comfort f rom the thought that the i rwff ic ier tc ies of academia 

are in a long and honourable tradition of government 

enterprises. 

The important issue is that the performance of univer-

sities is very much related to their incentive structure. I f 

this structure is a r th r i t i c , then massaging it with increasing 

expenditure wi l l be a very i ne f f i c i en t way of increasing 

performance. 

20H 



Wilne: Problems of Government Univers i t ies 

Equal ly , without c a r e f u l reform of the incentive 
structure, expenditure cuts can be counter-productive; by 
reducing government grants, the imiversit ies could wel l 
respond by great ly reducing their output of in te l lectual 
serv ices . A s we observed above, the cost-cutting may simply 
drive out the most talented academics leaving the mediocre 
or worse. It would be ironic i f government cost-cutt ing, 
motivated by a desire for greater economic e f f i c i e n c y , 
created an even more ine f f i c ien t and costly university system 
where, on balance, the direct cost savings were outweighed 
by a fa l l in the in te l lec tua l benefi ts . Unfortunately, there is 
a strong possibil i ty that the Austra l ian government w i l l r eac t 
in a way that wi l l bring about this result. Already there is 
e v i d e n c e " that cuts in Br i t i sh university exper>diture have 
had repercussions rather along the lines predicted in this 
paper. I t would be fo l ly to repeat these errors in Aus t r a l i a . 
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