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1. Globalisation, the crisis and the
state: introduction

John H. Farrar and David G. Mayes

The global financial crisis (GFC) has challenged much of conventional
wisdom. Our conception of globalisation has been called into question. In
particular, the Washington Consensus with its emphasis on deregulation
and the shrinking of the state has been undermined. Instead, the impor-
tance of the state as regulator, investor and indeed economic saviour has
been emphasised. We need then to readdress the relationship between
globalisation, the crisis and the state, and this is the main objective of this
book.

The purpose of this chapter is firstly to give an overview of the main
issues arising from the relationship between globalisation, the GFC and
the modern state, and secondly to outline the contents of the other
chapters.

1.1 GLOBALISATION

‘Globalisation’ is a word whose usage dates back to the 1960s and con-
notes internationalisation and, to some extent, standardisation. It is
mainly thought of in economic terms but can refer to social, political and
other cultural matters. Some aspects of globalisation have been around for
over 3000 years. The Silk Road enabled international trade to take place
between East and West. A distinction is drawn between globalised local-
ism and localised globalism. An example of the first would be the ubiqui-
tous McDonald’s, and an example of the second Rio Tinto’s operations
in Africa.

Professor Harry Arthurs, the distinguished Canadian academic, has
referred to ‘globalisation of the mind’. He argues that it ‘involves a change
in our social values and in our fundamental understandings about what
role law does play and should play in society. Globalisation is, in other
words, an ideology’ (Arthurs, 2009, p. 632). He argues that beneath this
ideology lies a bedrock assumption that governments which interfere with
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the free flow of goods, services, capital and information (but not people)
impair their capacity to maintain a dynamic economy.

As a concept, globalisation filled a gap in the policies of the Clinton
administration and was identified substantially with United States (US)
hegemony and the Washington Consensus after the end of the Cold War.
The result was that the role of the state, particularly in small countries, was
constrained by membership of the global community, which reduced the
ability to chose domestic policies in the face of standards of international
agreements, increased competition and a degree of convergence mandated
by international markets and credit rating agencies.

The complex processes currently summed up in the word ‘globalisation’
have their antecedents in imperialism, another ideology, and some writers
see a conceptual overlap. Although there were earlier empires, the phrase
is normally associated with the colonial expansion of European powers
in the eighteenth and nineteenth centuries. Imperialism was regarded
by Lenin as the highest stage of capitalism. He relied substantially on
the book Imperialism by the English Fabian writer J.A. Hobson who
had reported the Boer War for the Manchester Guardian. Hobson drew
attention to the astonishing fact that the United Kingdom (UK) in the
course of a single generation added an area of 4 754 000 square miles and a
population estimated at 88 million to its domains. He also referred to the
actions of other European powers and the late entry of the US. The second
surprising fact was that the UK’s imperial policy had no appreciable
influence on the determination of its external trade. Indeed the greatest
increase was with its industrial enemies and fellow colonisers. The import
trade with the US alone was greater than that of the whole of the colonies.
At the same time imperialism was an outlet for the migration of popula-
tions, but he thought this could be exaggerated. “The new Empire is even
more barren for settlement than for profitable trade’. How then was the
UK induced to embark upon such an unsound business? Hobson thought
that the business interests of the nation as a whole were subordinated to
those of certain sectional interests, for private gain. It was good business
for certain classes and certain trades, in particular the City of London
and capital investment. “The growing cosmopolitanisation of capital is the
greatest economic change of this generation’. Every advanced industrial
nation was tending to place a larger share of its capital outside the limits
of its own political area in foreign countries or in colonies, and to draw a
growing income from this source. The modern foreign policy of the UK
was primarily a struggle for profitable markets of investment. The same
was true of the other countries mentioned, including the US (Hobson,
1938 [1902]).

The US engaged in some of these activities in Puerto Rico, Hawaii and
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the Philippines, but operated under the illusion that it did not ‘do empire’.
This was a firm belief of Franklin D. Roosevelt who, as a Harvard
student, had sponsored the Boer Relief Fund and had a deep antipathy
to European colonialism, unlike his cousin and predecessor as President,
Theodore Roosevelt. This antipathy strongly influenced his policies in the
Second World War. Nevertheless the dominant role of the US in the Cold
War after 1945, and particularly after 1990, has represented a hegemony
resembling imperialism in some ways. It is this latter-day hegemony
that has led to a US-dominated view of globalisation before the GFC.
The US legitimated this by asserting that everyone was a winner from
globalisation, whereas the GFC showed that there are winners and losers
and that the West can end up on the losing side. This was obscured for a
time by the rhetoric of G.W. Bush. The term ‘new imperialism’ has been
used to describe the ‘neo-con’ approach of the G.W. Bush administration
after 11 September 2001, and caused the US to lose legitimacy in the
war on terror. It also contributed to the growth of an anti-globalisation
movement.

An interesting recent development has been the communist literature in
the West about ‘The Rise of Chinese Imperialism’:

China has turned the crisis of US and EU finance capital and the global reces-
sion into an opportunity to export its own finance capital and to establish
imperialist spheres of influence. As a result, China is now entering directly into
competition with the existing imperialist powers as an emerging imperialist
rival, in particular posing a major challenge to the US, the UK, Germany and
France and Japan. (Humanist Workers for Revolutionary Socialism, 2010)

The advantage of China over rivals is said to be that China is able to
develop its imperialist character from its ability to use the Chinese people
as a super-exploited proletariat. The Chinese government rejects this
argument by maintaining that the collective welfare of the country is more
important than individual citizens’ rights. The party-controlled All-China
Federation of Trade Unions is supposed to protect workers’ rights, and
independent trade unions are illegal. Reforms of workers’ rights have
been carried out but the enforcement is problematic. Nevertheless there
has been dramatic improvement in the lives of hundreds of millions of
Chinese. To do this in a large developing country with a population of
over 1.3 billion is a massive and complex economic and political task.
Jiang Zemin (2001) said in 2000:

To raise the living standard of the people constantly is the basic starting
point and the final goal of all work of our Party. With the constant improve-
ment of their livelihood the people will support the leadership of the Chinese
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Communist Party and the socialist system even more wholeheartedly, and
devote themselves to the reform and opening-up and the modernization drive
with even more confidence, and the ruling foundation of our party will be
increasingly consolidated.

The GFC has undermined some of the Washington Consensus and led
to a more multipolar world characterised by the G-20. Hence there is no
longer one globalisation but several. Added to this is the reality that the
world is no longer only a world of nation states and regional groupings of
states, but also a world where multinational enterprises are often larger
than many states. Some states now have sovereign wealth funds which are
a puzzling hybrid that sometimes lack transparency.

The Seoul Consensus of 2010 put the emphasis on development. The six
core principles of this Consensus are:

focus on economic growth;
global development partnership;
global or regional systemic issues;
private sector participation;
complementarity; and

outcome orientation.

The effect of recent events has been, firstly, to refute the determinist
fallacy that was linked with US hegemony which involved confusing the
causes of globalisation with its effects. Secondly, it marks a redefinition of
North and South as centres of influence. We shall return to these points
later but let us look at the GFC in more detail.

1.2 THE GLOBAL FINANCIAL CRISIS

The GFC arose out of the US subprime mortgage crisis. This social policy
of the US was well intentioned but the dangers were underestimated by
government and the financial sector. The risks of such loans were thought
to be mitigated by the practice of securitisation. This took place at a time
of extensive deregulation which had facilitated financial innovation and
the use of complex derivative products. Again the risks were underesti-
mated. The result led to both contagion and collapse of some US and UK
financial institutions, as well as central bank and government intervention
to prop up the system. These reactions were widely transmitted to other
countries through the global financial and economic system. This experi-
ence has given rise to a reconsideration of the role of central banks and
their relationship with governments.
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There was a need for action at an international as well as domestic level
and this led to the formation of the G-20 and the reconstitution of the
Financial Stability Forum as the Financial Stability Board (FSB), as well
as action by the International Organization of Securities Commissions
(I0SCO).

On an international level, the FSB fulfils a critical role. It has been
positioned (by the G-20) to be at the centre of both international and
national dialogue, and it provides a point of connection for governments
and international bodies of experts (for example IOSCO), as well as insti-
tutions such as the International Monetary Fund (IMF) and the World
Bank.

Since the beginning of 2010, the FSB has been very productive and has
progressed significantly with the tasks imposed on it by the G-20. In April
2011, the FSB issued a progress report on the implementation of G-20
recommendations for strengthening financial stability. It reported the
following:

implementation of reforms to bank capital and liquidity standards;

addressing systemically important financial institutions (SIFIs);

regulatory measures for ‘shadow banking’;

improving the over-the-counter (OTC) and commodity derivative

markets;

development of macroprudential frameworks and tools;

® progress towards convergence on strengthened accounting
standards;

e strengthening adherence to international supervisory and regulatory
standards; and

e FSB regional consultative groups to include FSB member and non-

member groups.

The FSB’s April 2011 report also noted its progress on addressing the
financial stability in emerging markets and developing economies, con-
sumer finance protection, reducing reliance on credit rating agencies
(CRAs), addressing data gaps, as well as market integrity issues. The FSB
Chairman Mario Draghi suggested:

The ongoing international programme of financial reforms is strengthening the
robustness of the global financial system. However, pockets of weakness in the
banking system remain and sovereign and banking risks are closely intertwined
in some countries.

While there is much more to be accomplished, the general direction
appears to be set towards strengthening oversight and regulation. The
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measures relate primarily to ensuring that structure and operation of
financial systems and financial firms are much less likely to be crisis-prone,
but they also relate to ensuring that any problems that do occur, especially
in large institutions, can be handled swiftly and with limited real conse-
quences for the community at large.

In this context it is important to point out that the representatives of
member countries at the G-20 are the finance ministers and the governors
of central banks. Whereas central banks may increasingly be responsible
for domestic financial stability, the GFC has highlighted the fact that
national financial stability can no longer be the only focus and, because of
globalisation, financial stability at international level should be ensured.

1.3 THE ROLE OF THE STATE

The traditional roles of the state have been:

to maintain social order or declare war;

to define property rights;

to provide for administration of justice;

to provide public goods;

to regulate markets;

to tax; and

to redistribute wealth through welfare programmes (Farrar and
Parson, 2012).

The growth of the modern welfare state resulted in an increased role for
the state which has led to increased taxation.

The Washington Consensus, a product of US hegemony, and concep-
tions of globalisation advocated by bodies such as the IMF and the OECD
before 2008, fostered the idea of a retreat of the state. This manifested
itself in the following ways:

privatisation;

outsourcing;

public—private partnerships;

a race to the bottom by cutting taxes and deregulating;!

the impacts of global finance on domestic economies;

the impact on global systems of production;

the bypassing of central governments;

the transfer of policy-making in certain areas to supranational
bodies; and
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e the emphasis on self-regulation, particularly in the field of corporate
governmence.

The role of the state shifted to meta-governance of the economy in the
sense of steering, resourcing and assuming accountability in state-owned
enterprises and matters such as competition.

The Washington Consensus taken up by the IMF, World Bank and
OECD led to a commercialisation of the state. New Zealand accepted
this more than Australia did. A federal system tends to be more conserva-
tive. On the other hand, necessity has forced the New South Wales and
Queensland State Governments to consider privatisation in often contro-
versial circumstances. It was thought that greater efficiency and reduced
cost would result from this commercialisation. At the same time, global
systems of production and the power of the resources sector undermined
the state’s power to regulate the market.

In the early 1990s writers such as Kenichi Ohmae (1995) argued that
nation states were becoming the local authorities of the global system.
They were increasingly subject to the decisions and movement of inter-
national capital. This was a pro-business, anti-politics agenda and repre-
sented a temporary triumph of neoliberalism following on from the mixed
experiences of monetarism in the 1980s.

In the decade since 11 September 2001, the West has been distracted
by the war against terrorism and the costly invasions of Iraq and
Afghanistan. Coupled with deregulation and tax reductions for the rich,
the result has been an increase in debt, considerable errors of judgement
and a dangerous state of affairs.

In the GFC, central banks and the state have had to intervene with the
result that there has been quasi-nationalisation of some financial institu-
tions and absorption of toxic debt by the state. At the same time there has
been state capitalism in some parts of the world as well as the growth of
sovereign wealth funds. These have the size to swing or stabilise markets
yet lack transparency and may threaten national security. In spite of the
resurgence of the state there has been a manifest need for international
cooperation to deal with the crisis. The recent reforms of the US and UK
have somewhat cut across development of international solutions.

Asian countries had learned the lessons of the Asian financial crisis and
built up reserves as well as pursuing more cautious policies. It was the
West which was affected most by the crisis which has led to a reconsidera-
tion of the relationship between China and the US, since China is now a
major creditor of the US. Doubt has been cast on US hegemony and the
Washington Consensus version of globalisation. At the same time the US
still has military dominance.
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The main lessons that we can learn from the GFC are:

no two crises are exactly alike;

the first step in a crisis is to ensure stability of the system;
regulators must be flexible to respond to an emerging crisis while
recognising that they cannot manage it;

regulators need to develop a global early warning system to identify
asset bubbles and excesses in domestic and/or international markets
and the systemic risk implications;

there needs to be improved cross-border data sharing and
cooperation;

regulators must take into account the global nature of the present
system and its complications;

regulatory reform must not overreact or be overambitious;
derivatives need special attention in terms of regulation, disclosure
and risk management;

the boundary of regulation and supervision needs to be pushed out
to cover almost all of the financial sector including credit rating
agencies; and

the FSB as the place where all the regulators and other impor-
tant role players meet has an important role as an international
coordinating body. (Farrar et al., 2009, p. 37)

These lessons lead to the need for new institutions, or new functions for
existing institutions, and a new approach to regulation.

The idea of a new Bretton Woods Agreement has not been pursued.
Instead there has been a strengthening of existing institutions, notably
the FSF (now the FSB) and IOSCO. There appears to be no departure
from the principles of the system prior to the GFC, and no change to the
conceptual framework or philosophy, but only improvements to existing
infrastructure and legislative frameworks. The main themes of the new
approach to regulation after the GFC appear to be:

a greater focus on macro-prudential risks across the financial system
which takes account of banks, shadow banks and private capital;
greater emphasis on shared information on financial markets;

a campaign to reduce regulatory arbitrage;

some greater regulation of hedge funds;

standardisation of credit derivatives markets and central clearing
systems;

agreed action against uncooperative tax havens;

improved standards for valuation of financial instruments; and
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e more effective oversight of credit rating agencies. (Farrar et al.,
2009, p. 38)

The so-called Washington Consensus contained a significant rhetorical
element designed to combat the strong forces for personal and sectoral
interests to appropriate the gains from liberalisation and inhibit their
spread to the rest of the population. Since the 1950s it had been appreci-
ated that a careful scheduling of the removal of barriers to economic
development was needed, otherwise the forces of international competi-
tion could wipe out the fledgling sources of increasing value added in
developing countries and emerging markets. Similarly, some intervention
by the state is required to ensure an acceptable degree of redistribution of
benefits across the population as a whole.

However, by the 1980s the view had altered and it was thought prefer-
able to try to bring about change wherever it could be achieved, otherwise
there would be little progress. In part it was felt that this would provide
the pressure for other changes. This was very much the approach in New
Zealand, for example. Liberalisation in product markets would lead to
greater flexibility in labour markets and so on.2 Also barriers at the world
level had fallen, as a result of over three decades of negotiation, and
hence there was more global openness to adhere to. The richer countries
undoubtedly made use of their bargaining power and it was only in the
1990s that the balance became more even with the result that there has
been very limited progress on further agreement since then.

This change in view was typified by the advice given to the ex-commu-
nist countries, where gradualism was discouraged, in part for fear that
there could be the ready means of return to an authoritarian regime. The
success of some of the countries which ignored the advice, combined with
the experience of the Asian crises, meant that the more extreme views were
already outdated by the time of the GFC and what was required was the
shock to bring the new orthodoxy into effect. The biggest feature tipping
the balance was the continuing success of China. Much of the previous
approach to policy was based on the appropriate response of a small
country. China was large enough to affect the world on its own and hence
could manage to maintain restrictions and absorb imbalances to an extent
that would be largely impossible elsewhere, except India. Other countries,
primarily in Asia, could therefore follow a similar course and opt out of
some of the Western conventions.

At the same time, the maintenance of light regulation in the financial
sector was largely an Anglo-Saxon phenomenon, not shared by conti-
nental Europe nor indeed elsewhere. The European Union (EU) with its
quest for harmonisation has been a steady regulator, concerned to have
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comprehensive regulation rather than simply responding to market failure
in the Anglo-Saxon tradition.

However, some aspects of US hegemony reflected through Washington
consensus were more subtle though effective. The monopolisation of eco-
nomic ideas was a case in point, where theory triumphed over pragmatism
and simplified ideas based on unrealistic assumptions had considerable
primacy. The example of dynamic stochastic general equilibrium models,
without a role for money or credit, in the run up to the GFC in some
central banks is a case in point. However, not all such errors were based
on theory. In retrospect, one of the most important contributions to the
GFC was the belief on the one hand that it was difficult to determine when
financial bubbles were occurring rather than soundly based price growth,
and on the other that the damage caused when bubbles burst could be
limited by substantial rapid action by the authorities. This became known
as the ‘Greenspan standard’ (Blinder and Reis, 2005) and contributed to
easy money, overconfidence and a massive build-up of asset prices.

What the GFC did was provide the jolt which pushed countries and
more importantly the global community into taking actions that they had
been able to put off or ignore in the relatively benign economic circum-
stances of the late twentieth and early twenty-first centuries. The need for
global cooperation to deal with global financial institutions was obvious.
Disquiet with self-regulation, particularly regarding corporate govern-
ance, had led to a series of attempts at reform. In the UK, self-regulation
of the financial sector ended in 1997 with the setting up of the Financial
Services Authority — regrettably with flaws shown up by the GFC. Very
little that the GFC threw up was new. Almost all of the issues took the
form of problems that were well known in advance but thought to be of
low probability despite their potential high impact. A large feature of the
‘consensus’ was simply that nothing had gone badly wrong for a long
period of time and hence systems which were adequate in good times were
not revealed as being disastrous in a crisis until the crisis struck.

1.4 THE APPROACH IN THIS BOOK

The subsequent chapters in the book approach the topic of globalisation,
the GFC and the role of the state from a variety of perspectives. Chapter
2 by Margaret Wilson, for instance, looks at it from the point of view of
a lawyer in parliament and in government and hence needing to debate
and decide upon the legislative challenges that globalisation and the GFC
have thrown down. This gives an excellent position from which to reflect
on the changing role of the state. The chapter deals with New Zealand,
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which has implemented a huge programme of change, very much in line
with the Washington Consensus since 1984. However, these changes were
made not because of outside pressure, but from the conviction of the gov-
ernment of the day that the previous approach of substantial protection
and government intervention in the economy was just not working. These
changes were made, not by a government of the right, but by a Labour
government. However, as the benefits of the rejuvenation of the economy
did not spread to all parts of society and inequality increased, enthusiasm
waned. Although the process picked up speed again with the election of a
National Party government in 1990, Wilson shows how since 1993 there
has been more questioning of globalisation.

In many respects New Zealand provided a test bed for the ideas and the
early period was widely labelled the ‘New Zealand experiment’. In addi-
tion to removing barriers to foreign trade and eliminating industry subsi-
dies, many aspects of the economy were subject to ‘light-touch’ regulation.
This did not include the labour market where the Employment Contracts
Act replaced a strong role for trade unions. The GFC has shown that
much of that light touch, certainly in respect of the finance company
sector and also in aspects of corporate governance, has not worked. The
tide has turned, with inter alia the extension of the powers of the Reserve
Bank and the creation of the Financial Markets Authority.

Wilson provides a thorough review of the nature of the state in New
Zealand, including the unusual complication of the Treaty of Waitangi and
the relationship between Maori and the Crown. This special relationship
can affect decisions such as privatisation and the sale of state assets. One
feature of the New Zealand system which is of widespread interest is the
new management of the public sector, whose impact is still being debated.
However, perhaps the biggest challenge to globalisation has come simply
through the democratic process. New Zealand has a rather participative
democracy and with the introduction of proportional representation fol-
lowing a referendum it has become much more difficult to push policies
through. While the balance between globalisation and social welfare has
moved back somewhat towards the latter, New Zealand’s scope for action
has been reduced by the force of international law.

Wilson’s very comprehensive and thought-provoking analysis provides
the basis for the study of other countries. Laurence Boulle, in Chapter 3,
shows how the GFC has affected the post-apartheid South African state.
Recent decades have witnessed the increasing integration of Africa into
the global economy and South Africa has been a major beneficiary but
this sometimes clashes with the political processes and constitutional
values. The construction of the post-apartheid state in itself has altered
the system substantially, inter alia introducing more positive duties on the
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South African state to provide social services under the 1996 constitution.
Not surprisingly as an emerging economy, South Africa has much more in
common with the BRIC countries (Brazil, Russia, India and China) which
it has now joined, with a much more substantial role for the state and more
interventionist approach following what Boulle describes as the ‘Seoul
Consensus’ for such countries. With the move to the G-20 as the grouping
for dominating international cooperation, such countries are now able to
have some real influence on international developments in a way that was
not true before the GFC.

While Chapter 4 by Xiaohua Yang and Clyde Stoltenberg deals with
China, it focuses on the changing relationship of Chinese multinationals
and the state since the GFC. The advanced countries have been viewing
with some concern the increasing involvement of Chinese companies with
state backing in purchasing companies abroad while values are low as a
result of the GFC, especially as these companies have benefited China’s
exchange rate management and limits to inward investment. The chapter
documents the extent of their activities and explains that this is very much
a deliberate strategy, focused on key industries, particularly where they are
difficult to relocate. What these Chinese firms appear to be succeeding in
is a form of state capitalism, where the firm is given sufficient independ-
ence to take commercial decisions but where the state provides the overall
vision and assists financing and competitive advantage.

With an increasing focus on research and development (R&D) and
innovation, Chinese firms are acquiring more of the value-added and
developing their competitive position. While the state is not loosening its
hold over the system, arrangements are evolving and civil society arrange-
ments are developing. Its sheer size gives China a powerful position that
it is steadily developing both in the Asian region and in international
organisations. As Yang and Stoltenberg conclude:

We expect that the future landscape for China and Chinese firms will be far
from dull and unimaginative. While the role of the state will by no means
recede and Chinese multinationals will become ever more active and visible on
the global scene, other actors, such as civil organisations and associations, will
inject new energy and visibility into the landscape.

A different facet of the challenges to the state comes from the EU where
member countries have voluntarily agreed to delegate a number of key
areas of decision-making, regulation and policy to the supranational
level. The boundary is naturally contentious and the working relation-
ship has obvious challenges. In Chapter 5, Jiirgen Brohmer describes the
experience of Germany in the EU and its critical role in the euro crisis.
Germany in particular has found itself having to take on a more major
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role in handling the consequences of problems in other member states
than it wants, leading to a tension between narrow and broader interests
in the successful development of the EU. Germany is, however, particu-
larly interesting in this regard because of its federal structure. There are
thus pressures on the nation state from both the EU and the Land levels.
In some other EU member states, the subnational level sees the EU as a
possible partner in gaining greater autonomy — Scotland and Catalonia
for example.

These first few chapters in Part I, therefore, do not merely set up a
framework for the analysis of how globalisation and the GFC have been
affecting the role of the state, but they also illustrate the practice with
respect to four countries. In Part II which follows, we look at the way in
which the role of the state is changing in the realm of commercial activities.
We have already noted the case of China. In Chapter 6 Tahnee Booth and
Adrian Noon look at the case of Queensland and argue that its experience
with state-owned companies has been good. Careful governance arrange-
ments encourage efficient operation. International evidence suggests that
for such efficient operation, companies need similar governance structures
to the private sector, need to have to raise their own funds directly on the
market and face competition in their activities. Such companies need to
be clearly separate from direct influence from politicians but require a
clear route of accountability and incentives for their performance. Booth
and Noon argue that these companies have played a major role in the
development of infrastructure in Queensland, which would not have been
achieved through a purely private framework.

These characteristics for successful state-owned companies set out by
Booth and Noon also apply to the companies set for partial privatisation
in New Zealand, thus making the chance of gains from the change in own-
ership smaller. This forms the topic of the analysis by Chye-Ching Huang,
Susan Watson and Jenny Chen of the case of New Zealand in Chapter 7.
New Zealand is particularly interesting at present as the government has
decided to privatise some of its key state-owned enterprises in the energy
sector, and the national airline. These privatisations will be only partial,
with the government retaining control. Furthermore the airline has
already been privatised once before but had to be repurchased following
disastrous losses.

The chapter considers the possible rationales for such privatisations
and concludes that the case that can be made under most headings is
rather weak, but so also is the case against such privatisations. Although
the government made this an election issue in November 2011, the debate
has not gone away and its principal coalition partner, the Maori party, is
opposed to the sales. The government has a clear need to raise funding in
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the short run in order to halt the climbing debt that the GFC has caused;
however it regards the sales as being of long-run benefit not just simply
to the fiscal balance from having the companies better managed but also
from better operation of capital markets and dynamic spillover effects.
However, it is debatable whether the companies are inefficient despite
their state ownership.

Chapter 8 by Michael Regan looks at a different way in which the state
can interact with the private commercial sector by considering the growth
of public-private partnerships (PPPs). While much of the literature on
PPPs points out the problems which have occurred with them, Regan
considers the successes. More importantly he evaluates their success not
against some ideal but against the plausible alternatives, which would be
sole state or private provision. In this light PPPs tend to show up rather
better as all normal routes to designing, financing, constructing and
running such projects have their drawbacks. Not all projects are suitable
for PPP but where both parties cannot achieve their full objectives without
the other a joint project stands a much greater chance of success. PPPs as
a mere attempt to get round hard financial constraints on the public sector
are unlikely to be particularly successful.

In Chapter 9 Graeme Hodge takes a much wider view of the role of the
state as regulator, suggesting that we can view much of the way in which
the government seeks to control the workings of the economy and society
as ‘regulatory governance’. Thus rather than providing some services
itself it regulates how others do it. The range of regulation is considerable,
including licensing, planning and environmental controls, a framework of
corporate law, competition and restrictive practices regulation, procure-
ment, PPP and rules on disclosure and intellectual property. All of this
operates with the parallel framework of taxes, subsidies and services which
can provide further influence and direction. All of this is a political activ-
ity. There is no single way of operating so the framework can evolve stead-
ily, reflecting the views of different governments and popular pressure.
The one feature which is painfully obvious is the enormous growth rate
of this activity, with the pages of new regulation setting records each year
despite occasional attempts to deregulate or, more frequently, reregulate.

Globalisation operates in this framework through a number of routes.
There are all the examples of international agreement and the increasing
openness of markets has to some extent altered the power of major players.
Clearly there is substantial debate about the degree to which the state is
the victim of market forces rather than the controller of them, but the idea
of unfettered markets is not a description of reality despite the rhetoric.

Complementing the previous chapter, Hodge uses PPPs as his detailed
example. Hodge is cautious about PPPs to say the least and is critical
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of many of the arrangements that have taken place in Victoria. Because
of their contractual nature PPPs tend to offer little democratic recourse
after signature. He is also cautious that the relationships are dressed up in
words that sound good, such as ‘partnership’, without there being much in
the way of tangible gains to back this up.

In Chapter 10 Louise Parsons considers the role of central banks and
the state in dealing with the GFC. The rise of independent yet accountable
central banks has been one of the notable features of the last 25 years.
One of the means of assisting the achievement of price stability has been
to elevate it above party politics and make it the goal of an institution that
can be judged independently on its technical competence over the medium
term. Leaving monetary policy as the direct responsibility of ministers
runs the risk of it being subject to short-term considerations which would
introduce just the volatility that policy seeks to avoid. Central banks
have been very transparent in their actions and reasoning, so they can
be judged. In the years up to the GFC these arrangements seemed to
have been highly successful with the fall in inflation and much smoother
economic development — famously labelled the ‘great moderation’ by
the current Chairman of the Board of Governors of the Federal Reserve
System, Ben Bernanke.

With the GFC this view has begun to look rather complacent as gener-
ally speaking central banks did not foresee the problems and still less did
they take adequate action. The moderation has been replaced by the most
substantial financial crisis since the 1930s and the pendulum of political
independence is likely to swing back — certainly from its most extreme
example, the Eurosystem where the Governing Council has been able to
decide itself what constitutes price stability, without a ‘government’ to
decide on objectives beyond what is laid down in the Maastricht Treaty
and maintained in the subsequent revisions.

The rise of these new bodies or the change in the independence of
bodies derived from what would previously have been government depart-
ments is a pervasive phenomenon in recent years. Frank Vibert (2007)
describes this as ‘the rise of the unelected’. However, such bodies may
actually increase the ability of both parliament and society at large to exert
democratic control over the actions of government, as these bodies are
separated out and can therefore be addressed directly, rather than having
to wrap up the whole of a government’s actions in a vote at a general elec-
tion. Furthermore only a proportion of these agencies are executive bodies
and others are monitors and supervisors of executive agencies and hence
bring independent and objective powers of oversight, thereby easing the
role of parliament as overseers of the conformity of government actions
with parliamentary decisions. Similarly, openness and the requirement to
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consult locally may bring these bodies closer to popular control and not
further as initial worries suggested.

The relation between the financial regulators and the GFC is developed
further by David Mayes in Chapter 11 where he focuses on the issues
behind the euro crisis and their implications for increased integration. The
euro area was set up very much as a fair-weather system which worked
well if it was not subject to severe adverse shocks. Although the euro area
was far from an optimal currency area it was expected that it would slowly
grow closer together and restructure steadily so that it was more able to
withstand shocks — as illustrated by the case of Finland for example, which
has changed markedly in the last 20 years and survived a heavy external
shock in the early part of the GFC. The big mistake, however, was to bend
the rules for entry and allow countries with high public debt ratios, such as
Greece, to enter and then to fail to enforce the Stability and Growth Pact
that should not merely have stopped indebtedness increasing but helped
it fall to safer levels. The GFC has demonstrated the interconnected-
ness of economies particularly through the banking system. While other
member states may be reluctant to lend to those in difficulty through fear
of making losses, they are aware at the same time that a refusal to lend
will result in bank failures and hence domestic losses through a different
route. Hence the GFC is inevitably bringing countries closer together in
Europe, through the agreements on much closer fiscal surveillance and
the increased lending and the realisation that problems with the weaker
affect all.

In the last chapter, Mohamed Ariff and John Farrar deal with the gov-
ernance of sovereign wealth funds and foreign exchange reserves, their role
in the GFC and the relationship with the modern state. Sovereign wealth
funds highlight the tension between market capitalism and state capital-
ism and the contradictions in the latest permutations of globalisation.
Countries that are less open are able to buy important stakes in the econo-
mies of the more open, which may lead to a response on the fairness of the
international system. At the same time the build-up of foreign exchange
reserves and the keeping of exchange rates artificially low, often by the
same countries, are creating serious imbalances in the world, which are
not merely inhibiting the recovery of some of the countries most affected
by the GFC but offering a much greater chance of another crisis or the
prolongation of the present crisis, as occurred in the 1930s.

As these chapters show, the power of the state has indeed changed
substantially and continues to change, affected inter alia by the forces of
globalisation. What the GFC has done by imposing a severe adverse shock
is to expose the weaknesses of the changes that have taken place over
several decades. In the future these weaknesses are likely to be addressed,
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probably with an increased role for the state and a more pragmatic
approach to economic management, with greater emphasis on social and
political concerns.

NOTES

1. In practice deregulation was selective and in general detailed regulation increased, par-
ticularly in the EU.

2. Not that all countries followed this precept. New Zealand’s near neighbour Australia for
example, decided to take the change more slowly and does not seem to have suffered as
a result. More recently Finland decided that it needed the pressure of monetary union
to get more flexible labour markets, while its neighbour Sweden with a similar economic
position decided it should work on flexibility directly. Fifteen years later both countries
have a similar performance. There does not appear to be a single recipe.
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International perspectives






2. Modernising the state: the New
Zealand experience

Margaret Wilson

2.1 INTRODUCTION

Globalisation has not only changed the nature and operation of the
financial and economic systems, it has also affected the nature and role
of the state and the relationship between state institutions and citizens.
Much has been written about the affect of globalisation on the state
from the perspective of international relations experts. Susan Strange’s
seminal work The Retreat of the State (1996) analysed the influence of
global markets, transnational companies and technology on the power
and influence of the state. Although Strange observed that ‘the casting
of vote from time to time becomes a symbolic act’, she also noted, ‘The
shift from state authority to market authority has been in large part the
result of state policies’ (1996, pp. 44, 197). In the New Zealand context |
would challenge the first observation which implies that the individual has
no influence or power over the decisions of their governments, but would
agree with the second observation and offer New Zealand as a case study
of a state embracing and promoting the institutions, policies and ideology
of globalisation from 1984 to 1996. Since that initial enthusiastic embrace
of globalisation, New Zealand has embarked on a process of trying to find
a balance between reconciling the reality of the free market with adherence
to the concept of social protection for all citizens.

This chapter will not focus on the various academic analyses of the rela-
tionship between the forces of globalisation and the nation state. It accepts
the reality of both globalisation and the state. The recent financial crisis
and following economic recession have demonstrated the consequences of
a global market failure and reliance on both the state and international
institutions to reconstruct a global and domestic regulatory framework
(Farrar et al., 2009). Anne-Marie Slaughter (1996) in her analysis on
the influence of globalisation persuasively argued that the state was not
disappearing but disaggregating and that ‘Its component institutions
— regulators, judges, and even legislators — are all reaching out beyond
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national borders in various ways, finding that their once “domestic” jobs
have a growing international dimension’ (1996, p. 31). She argues for a
form of global governance founded on government networks that have
been created through globalisation and governed by a set of norms that
provide benchmarks against which these global institutions can be held
accountable (1996, pp. 244-260).

The current financial and economic crisis provides a practical test for
her analysis and the strength of international institutions and comity. The
relevance of Slaughter’s analysis for New Zealand is that it is a small, geo-
graphically distant, economically dependent country that has participated
within international institutions since the formation of the International
Labour Organization (ILO) and the League of Nations in 1919. While
New Zealand is an active international citizen, the question is how much
influence or power it has to ensure that globalisation protects and furthers
the well-being of New Zealand citizens. It will be argued that while the
reality is that New Zealand has little control over global market forces,
it does retain some power over the impact of those forces on the people
of New Zealand. How this state power is exercised depends on both the
constitutional institutions through which state power is exercised and the
engagement of New Zealand citizens with government decision-making.

New Zealand has been a dependent economy since colonisation and for
some people globalisation is another form of colonisation. Jim McAloon
(2009) has argued that in the complex interplay between the forces of
Britain and New Zealand settlers may be described as a ‘managed globali-
sation’ (2009, p. 197). Geoff Bertram (2009) who reviews the New Zealand
economy 1900-2000, also argues that New Zealanders have been con-
stantly engaged in negotiating global forces. While world market forces
were a constant in the New Zealand economy, so was the role of the state.
He argues (2009, pp. 537, 552):

The state played a central role in sustaining the institutional and attitudinal
underpinnings of each era’s political economy. Interestingly, the election of a
reformist political party was a reflex settler response in all of the three transi-
tions discussed above: the Liberals in 1890, Labour in 1935 and Labour again
(albeit a very different Labour) in 1984. Post-crisis consolidation of hegemony
and legitimacy fell to conservative parties representative of (and/or responsive
to) the newly ascendant economic elites.

Although the current manifestation of globalisation is not a new phe-
nomenon for New Zealanders, its affects have been comprehensive and
required a fundamental rethinking about the respective roles of the market
and the state in the lives of New Zealanders. The process of reconciliation
between the demands of globalisation for free markets and the expectation
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of the people for social protection began in earnest from 1984 and have
continued since that time. The progress to date may be summarised as
follows. Economically New Zealand has survived the forces of globalisa-
tion so far, including the current economic recession, but its economy is
still fragile with low growth, low productivity and a level of debt that is
uncomfortable in the current environment (New Zealand 2011 Budget; see
English, 2011). Socially the evidence would indicate that there is growing
inequality in a country that has prided itself on being egalitarian and pro-
viding a level of well-being for all citizens (Wilkinson and Pickett, 2010;
Nolan, 2007). Politically, globalisation has contributed to major changes
in the electoral system and the distribution of political power. Importantly
however, the people are still engaged with the political system.

I shall first address questions of definitions of both globalisation and
the state in the context of the New Zealand experience. The purpose of this
section is not to provide a scholarly treatise on these important concepts
but rather to reflect how these terms are used in practice and as a frame
of reference for policy changes in New Zealand. The chapter will then
briefly review the domestic adoption of the neoliberal policy framework of
globalisation and the effect of this radical policy change on the notion of
the social welfare state that had traditionally characterised New Zealand.

2.2 GLOBALISATION IN THE NEW ZEALAND
CONTEXT

The arguments surrounding globalisation are often polemical and heavily
dependent on perceptions of globalisation rather than academic defini-
tions (Hay, 2006). Often perceptions influence political decision-making,
rather than an objective assessment of the evidence available. How
globalisation is perceived depends on your position and circumstances in
society. As Peter Mandelson (2011) has observed in a speech to launch the
Institute of Public Policy research project on the future of globalisation:

Modern economic life seemed to me to be characterised pretty simply: new
opportunity for many, new uncertainty for most . . . Because it seemed to me
that there were two very different globalisations: the economic version, the
‘seen from 10000 feet’ version of new opportunity and aggregate growth. And
a more personal and individual one, in which jobs are being lost and real wages
stagnating and from which only a relatively small elite seem insulated.

Harry Arthurs (2009), a distinguished legal academic, in an article on
the implications of globalisation for the law and legal education notes:
‘Globalisation is, in other words, an ideology’. His characterisation
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of globalisation as ideology is particularly apt in the context of New
Zealand. Given the deep if suppressed ideological divide in New Zealand
politics, globalisation soon came to describe two different worldviews.
Globalisation represented either freedom from the regulatory controls
of the state and therefore enabled individuals to pursue their self-interest
without restraint from the state, or it removed the necessary social pro-
tection from individuals who through their economic and social status
required state support to pursue their well-being. Globalisation is also
associated with a value system that is centred on the rights of the indi-
vidual as opposed to a value system centred on the individual as part of
a community. The response to the policies of globalisation depends very
much on the individual’s capacity to cope with the changes, and in particu-
lar to protect themselves and their family from its negative effects, such as
no state-provided social protection.

The recent demonstrations in Greece and Spain and the Occupy
movement highlight the political implications of the policies of globalisa-
tion. There is increasing concern about whether national governments
can represent the interests of their people against the power of the
multinational and transnational companies. Globalisation is also often
linked to the increasing disengagement of the people from the electoral
process and is thereby undermining the democratic process because of
the perceived inability of national governments to affect real change. In
New Zealand, it is argued, the people are still engaged in defence of the
democratic process, but their ability to influence decisions made globally
is questionable.

The continuing viability of the state as the primary provider of social
protection is at the heart of the political narrative over the influence
of globalisation on the state. Both internationally and nationally, the
question of the level and form of social protection to be provided by
the state is an issue of concern (UN System Chief Executives Board for
Coordination, 2009). The dilemma is that while social protection can be
costly, without it economic growth is slow or impossible (International
Labour Organization, 2011). New Zealand faces the same problem of
finding the appropriate balance between economic and social policy that
is economically sustainable and politically acceptable to the people. In
policy terms the debate has centred on the reconstruction of the social
protection system (Boston et al., 1999; Easton, 2008).

The radical nature of the neoliberal policy framework introduced by
the Fourth Labour government in 1984 surprised many New Zealanders.
While the Labour Party had signalled that there was a need for change in
their election manifesto, the details of the changes were not disclosed to
the public. The reasons for the non-disclosure were twofold. Firstly, there
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was a major ideological debate within the Labour Party prior to the elec-
tion as to the direction of the policy. One faction supported the neoliberal
agenda, the other faction wanted a more conservative, balanced approach
to change. With the election of David Lange as leader of the Labour Party
in 1983, the neoliberal faction led by Roger Douglas won a political advan-
tage, though the details of the policy debate continued within the Party.
The second reason for the failure to provide full disclosure of the policies
was the unexpected announcement of an early election by the National
Prime Minister Robert Muldoon. This curtailed the debate within the
Labour Party that went into election mode and the campaign committee
decided on a short election policy statement rather than making public the
more extensive policy document (I was Vice-President of the Labour Party
at the time and involved in both the policy discussions and preparation of
the election manifesto).

The non-disclosure of the full policy agenda was to cost the Labour
government electoral support at the 1990 election and provided the basis
for the electorate’s sense of grievance that the politicians had misled the
people. It was therefore surprising that the incoming National government
in 1990 had not learned this political lesson and also introduced policies
that had not been clearly revealed to the electorate. The National govern-
ment continued the neoliberal agenda of the Fourth Labour government
but applied it more vigorously to social policy with attempts to start to
reconstruct the social welfare state. While the Fourth Labour government
also sought changes to social policy, opposition within the Labour Party
made this extension of the policies very difficult (Wilson, 1989; Clark,
1992, 2005, 2008).

Treasury and Reserve Bank officials, who were concerned at the lack of
response from the governments in the 1960s, 1970s and early 1980s to the
reality of globalisation, drove the neoliberal policy agenda. Their prescrip-
tion for the New Zealand economy was contained in the Treasury briefing
document to the incoming Labour government in 1987 (Treasury, 1987).
Key members of the Fourth Labour Cabinet, in particular the Minister of
Finance Roger Douglas, endorsed this policy prescription. Alan Bollard
(1994, p. 73) has given a succinct and accurate description of the elements
of the new policy framework and the implementation of the policy from
1984 to 1991. He identifies the key elements of the “Washington Consensus’
economic reform programme and the application of this prescription for
economic reform in New Zealand.

The result was fundamental economic liberalisation of New Zealand
that opened its economy to the world with the removal of regulatory
constraints on the free flow of goods and services. This required a radical
restructuring of New Zealand business with some sectors surviving to
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become internationally competitive while some businesses, particularly in
manufacturing, were unable to compete with the introduction of cheaper
goods so went out of business. This restructuring created unemploy-
ment that continued throughout the 1990s. Bollard concludes with this
assessment of the reforms as (1994, pp. 103-104):

The timing was rushed and little attention was paid to sequencing.
Consequently, despite some major achievements, a long transitional recession
was encountered. The adjustment period was longer then envisaged, with ben-
eficial results taking up to eight years to emerge. It is ironic that, in 1993, as the
country is at last starting to feel the benefits of liberalisation, the public appears
to have lost its appetite for further reform.

Allan Bollard correctly identified one of the major problems with the
incorporation of globalisation policies into New Zealand, which was
that little was done to assist the people through the transition from a
social welfare state to a free market state. This disruption to the lives
of many people therefore resulted in a sense of grievance and betrayal.
Unemployment in particular created a sense of uncertainty and insecurity
and was seen as being alien to New Zealand, which had prided itself on
its low levels of unemployment. Easton (2008) noted that in 1952 two men
were on the Department of Social Security’s unemployment benefit, while
the 2006 census reported that 106 000 were unemployed.

Unease amongst Labour Party members resulted in an organised eco-
nomic debate within the party where the ministers were required to explain
the policies to members of the party and receive an alternative view from
economists and trade unionists. The general public however continued to
support the government, which was returned with an increased majority
in the 1987 election. The debate over the policies at the time descended
into rhetoric, with globalisation being characterised as the salvation of
New Zealand or the destruction of the New Zealand social welfare state
(Kelsey, 1994).

The full effect of the new policy framework on the people was not
apparent until after the financial crisis of 1987 and the extension of the
policy framework to social policy in the form of social protection reform
by the National government after 1990. By 1990 however, the globalisa-
tion agenda was firmly entrenched in New Zealand public policy and the
reconstruction of the social protection system was under way. Easton
(2008) sums up the position of New Zealand after the introduction of the
neoliberal policy agenda as follows:

Thus as the economy has changed, the labour market adapted, and the welfare
state has changed too. In particular the increased openness of the New Zealand
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economy as it responded to the opportunities and changes in the world
economy — to globalisation — has dramatically changed the welfare state as it
was known fifty years ago.

Nostalgia will not take us back to that state, nor do the nostalgic evidently
want to give up the benefits of the opening up — especially the wider range of
goods and services and opportunities that it has made possible.

Of course we need to be aware of the downsides of globalisation — not every-
one in the labour market is a beneficiary in the short, or, even the medium term.
The challenge remains as how to minimise the resulting social distress, while
maintaining the dynamism and flexibility in the labour market that is necessary
to seize the opportunities that globalisation offers.

In the next section I shall address the affect of the globalisation on state
institutions.

2.3 NEW ZEALAND CONCEPTION OF THE STATE

Attempts at a definition of the state have occupied many distinguished
theorists and practitioners. Professor Bob Jessop (2006) argues that
no single theory can capture the complexities of the state, but that no
understanding of the state can be gained without an understanding of the
society within which the state is situated, and concludes (2006, pp. 111,
129):

Finally, it is increasingly recognised that an adequate theory of the state can
only be produced as part of a wider theory of society. But this is precisely
where we find many of the unsolved problems of state theory. For the state
is the site of a paradox. On the one hand, it is just one institutional ensemble
among others within a social function; on the other, it is peculiarly charged with
overall responsibility for maintaining the cohesion of the formation of which it
is a part. As both part and whole of society, it is continually asked by diverse
social forces to resolve society’s problems and is equally continually doomed to
generate ‘state failure’ since many problems lie well beyond its control and even
be aggravated by attempted intervention.

New Zealand is a good example of the state as a paradox with its lack of
a formal written constitution, fragile constitutional institutions, and a
commitment to pragmatic political and constitutional decision-making.
Professor Jessop (2006, p. 124) also observes:

the exercise and effectiveness of state power is a contingent product of a chang-
ing balance of political forces located within and beyond the state and that this
balance is conditioned by the specific institutional structures and procedures of
the state apparatus as embedded in the wider political system and environing
societal relations.
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In the context of the influence of globalisation, New Zealand provides an
interesting case study of the interrelationship between the nature of politi-
cal decision-making that resulted from fragile constitutional arrangements
and the social forces within society on political decision-making.

The state in New Zealand is a fluid concept but is best understood as
an initiative relationship between the people and political institutions. The
relationship is direct and real and constantly evolving. Fundamental to the
relationship between the people and the state is the notion and reality of a
representative democracy expressed principally through the sovereignty of
the institution of the parliament. The unicameral nature of the parliament
provides for the directness of the relationship, and the fact one parliament
cannot bind another results in a dynamic and uncertain relationship.

24 CONSTITUTIONAL FRAMEWORK

New Zealand has a fragile constitutional legal architecture. The
Constitution Act 1986 describes the roles and function of the central con-
stitutional institutions: the Head of State (the Queen of New Zealand and
her representative, the Governor-General); the House of Representatives;
the Executive, which must be appointed from elected members of parlia-
ment; the parliament that comprises the House of Representatives and
the Sovereign; and the judiciary. There is no upper chamber, with the
Legislative Council voting for its own demise in 1950 after the govern-
ment of the day perceived that it offered little value to the governance of
New Zealand. A promise to review the decision was never honoured and
subsequent attempts to revive the notion of a second chamber of review
have all failed.

The Constitution Act is not entrenched and can be amended or repealed
by a simple majority in the House of Representatives (except for the term
of government which requires a 75 per cent majority). The same formula is
used with the Bill of Rights Act, the Human Rights Act and the Electoral
Act (with the exception of specific provisions in s. 268 relating to elections
that require a 75 per cent majority in parliament or a majority in a national
referendum). In theory the legal constitutional framework can be changed
at any time and the convention of parliaments not being bound by the
decisions of previous parliaments provides the potential for instability. In
practice, New Zealanders are reluctant to approve radical constitutional
change. The speed with which the Fourth Labour government was able
to implement the structural adjustment programme demonstrated the
fragility of the constitutional institutions when providing a check on a
government from exercising political power without restraint. The abuse
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of executive power by the Muldoon government in the 1970s is another
example of the inability of the state institutions to provide a constraint of
the power of the executive. It was obvious by the 1980s that New Zealand
had a structural problem in its constitutional arrangements when it came
to checking the power of the executive (Palmer, 2006, p. 1).

There is an aspect of New Zealand’s notion of the state that is funda-
mental to its legal and constitutional structure but is often not recognised
and that is the notion of the Crown. Although the Crown is often seen
as a fig leaf to disguise the nature of political power residing in the state,
McLean (2008) makes a powerful case for recognition of the fact the
Crown affects all aspects of the state and its relationship with the people
(2008, pp. 35, 37). Any change in the nature of the state, such as a move
to becoming a republic, or moving to a closer relationship with Australia,
would require a legal disengagement of some complexity, including a
clarification of the rights and obligations under the Treaty of Waitangi.
While these matters may appear to be of domestic nature only, if the forces
of globalisation require closer relationships with other states or further
international trade agreements, the notion of the Crown may provide
an impediment to such a move either through a challenge in the courts
or by invoking the Treaty of Waitangi obligations. Jane Kelsey (1999)
has noted that the government was forced to negotiate with Maori over
the Multilateral Agreement on Investment to ensure that Maori interests
would be protected in accordance with the obligations under the Treaty
of Waitangi (1999, pp. 339-342). The notion of the Crown highlights that
New Zealand has always been connected to the world and influenced by
it. For many, globalisation is just another form of colonisation and there-
fore just another challenge to preserving the sense and reality of national
identity and control of decisions that affect New Zealanders.

2.5 THE PUBLIC SERVICE

New Zealand’s constitutional, institutional and legal state framework is
supported by a public service that is professional and independent of the
government but, like other state institutions, lacks formal constitutional
and legal recognition. John Martin (1990), a distinguished public servant
and public sector commentator, has described the public service prior to
globalisation as having three fundamental characteristics (1990, p. 123):

It was apolitical (in the sense that hiring and firing was on merit and independ-
ent of political intervention); by and large, the system protected the anonymity
of individual officials; and employment was predicated on a forty-year career
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in a unified service. Senior public servants were expected to provide ‘free and
frank’, disinterested policy advice within the Westminster convention of min-
isterial responsibility and to administer departments ‘efficiently and economi-
cally’ within the rules laid down by the ‘control agencies’ — notably the State
Services Commission (SSC) and the Treasury. The notion of the ‘public interest’
informed much of what was done. Within that framework, the activities of the
State (and thus the bureaucracy) extended into new fields over the decades; the
numbers employed and the share of national resources also expanded greatly.

This succinct description of the public services pre-globalisation sums
up much of what was considered in need of reform by the advocates of
the new public management theorists. The public service was a primary
target for reform as much as the economic and social policies because it
provided infrastructure support for the state’s role of the delivery of social
protection. Globalisation then influenced both policies and institutions of
the state.

The globalisation programme for reform of the public sector included:
selling state assets and privatising state activity; commercialising state
activities through state-owned enterprises; and introducing the new public
sector management that was based on an analytical framework grounded
in public choice theory, managerialism and the new economics of organisa-
tions, in particular agency theory and transaction cost analysis (Treasury,
1987). Boston et al. (1991, p. 23), in his overview of the theoretical
underpinnings of the public sector restructuring, concluded:

Nevertheless the impact of the four bodies of theory examined here has been
considerable. Not merely have they changed the language of political discourse,
but they have also altered the way in which policy issues are defined, analysed,
and understood. As a result, the policy agenda has been dominated in recent
years by issues relating to the design of incentive structures and contracts,
the analysis of alternative governance structures, the avoidance of interest
group capture and bureaucratic capture, the pursuit of contestability and
external contracting, the application of agent-principal models to a variety of
relationships, the minimization of transaction cost and agency cost, and the
specification of outputs and outcomes.

Although the public sector reforms have been much admired and dis-
cussed they did not fulfil their primary objective: to take the politics out
of public policy. They were based on a fundamental distrust of politicians
and the people who were assumed to always work in their self-interest.
Basically the new public management policies, although designed to make
the use of public resources more efficient, were in reality anti-democratic
in their assumption that only an elite cadre of officials could be entrusted
with making policies for the people. It was unsurprising then that since the
‘high’ period of globalisation in 1984-96, public sector management has
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been reviewed with a view to providing a better structure and theoretical
framework that reflected the reality or the culture and history of New
Zealand.

In 1996 the Schick Report was commissioned to provide a review of
the public sector reforms. The review produced a mixed report on the
success of the reforms at time when there was growing criticism of the
public sector’s role in the implementation of the globalisation framework
(Kelsey, 1993, 1996). The Fifth Labour government in 2001 instituted a
Review of the Centre that identified three priorities for change as being:
a better-integrated, people-focussed service delivery; reducing fragmenta-
tion and improving the alignment of public services; and enhancing the
people and culture in the state sector (Ministers of State Services and
Finance, 2001). The changes made by the Fifth Labour government had
significantly changed the neoliberal public sector reforms in an attempt
to align them with the government’s attempts to maintain an efficient
public service while reintroducing social balance into policy-making
(Boston and Eichbaum, 2007; Chapman and Duncan, 2007). The change
of government in 2008 has seen a reversion to the notion of a ‘small public
sector’ with cutbacks in staff and services. This policy has been introduced
to address the affects of the 2008 economic recession and it is too soon
to conclude whether they are part of an ideological swing back to the
National government policies of the early 1990s.

2.6 THE LEGAL SYSTEM

Although the affects of globalisation have often focussed on the institu-
tions of government and the public sector, they have also had an influence
on the other important state institution: the legal system. For the legiti-
macy of the constitutional arrangements, the legal system must not only
have the values of autonomy, transparency, accountability and efficiency,
but it must also have stability and certainty to retain the confidence of the
people who rely so heavily on it as a check against the power of the execu-
tive. The relationship between the executive, parliament and the courts
has long been a contested area that has been characterised by many as a
struggle over who makes law — the courts or parliament. Frequently this
debate is constructed around the notion of the sovereignty of parliament
that is strongly entrenched in New Zealand constitutional thinking.
Globalisation has raised the question whether parliament is the only
source of law-making. International conventions, human rights declara-
tions and international trade agreements are amongst the instruments
that create legal obligations on citizens and organisations. Although
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international obligations require incorporation into New Zealand
law, there is a practice for New Zealand to ratify through legislation
(Kingsbury, 2008). While treaty-making is the prerogative of the execu-
tive, it is parliament that incorporates the international obligations and
rights into domestic law. The courts however have played a significant role
in ensuring that New Zealand acts consistently with its international obli-
gations whether or not these have been incorporated into domestic legisla-
tion. Lord Cooke in Tavita v Minister of Immigration ([1994]) ‘ushered in
a new era in judicial use of international human rights obligation by New
Zealand courts’ (Geiringer, 2004). It was Sir Kenneth Keith however, who
clearly articulated the principle for interpreting international obligation in
his statement in New Zealand Air Line Pilots Association Inc v Attorney-
General ([1997]) that:

We begin with the presumption of statutory interpretation that so far as its
wording allows legislation should be read in a way which is consistent with New
Zealand’s international obligations . . . That presumption may apply whether
or not the legislation was enacted with the purpose of implementing the relevant
text . . . In that type of case national legislation is naturally being considered in
the broader international legal context in which it increasingly operates.

The development of domestic law incorporating human rights and civil
and political rights has also raised the question of whether the courts can
challenge legislation enacted by parliament that is inconsistent with those
obligations. This increasing ‘activism’ by the courts cannot be directly
attributed to globalisation but the more assertive approach of the courts in
the protection of individual rights became apparent in the 1980s at around
the same time as the neoliberal policy framework was enacted. The then
Sir Robin Cooke in 1987 asserted:

From the point of view of an appellate judge hearing cases day by day it seems
more than a decade since the pretence of legal formalism was abandoned and
much more open emphasis began to be placed on working out a philosophi-
cal approach — to use a somewhat pompous term to describe conscious value
judgments . ..

Direct debate of policy considerations, and with an eye to interests tran-
scending those of the immediate parties has become commonplace. Without
exaggeration it may be said to be regular fare in the Court of Appeal.

However it was the legal challenge to the State-Owned Enterprises Act by
the Maori Council on the grounds it was contrary to the obligations under
the Treaty of Waitangi that marked the beginning of a serious challenge
to the sovereignty of Parliament (Attorney-General v New Zealand Maori
Council, [1987]).
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The effects of globalisation on the judicial system can also be assessed
through institutional change, in particular the establishment of the New
Zealand Supreme Court as the final court of appeal. The abolition of
appeals to the Privy Council and the establishment of a final court of
appeal was criticised as effecting a major constitutional change with
implications for the relationship between the executive, parliament and
the courts. There was a fear that the Supreme Court would challenge the
sovereignty of parliament. In practice this has not occurred.

The most recent judicial statement on the relationship between the
courts and the parliament in matters relating to the New Zealand Bill of
Rights Act arose in Boscawen v Attorney-General ([2009]) where the Court
of Appeal struck out an application to judicially review the Attorney
General’s decision not to issue a section 7 declaration of inconsistency
report to the Electoral Finance Bill 2007. The court decided on the grounds
of comity between the legislative and judicial branches not to review the
decision of the Attorney General. This position of the New Zealand Court
of Appeal accurately reflects the creative tension within the relationship.

The establishment of the New Zealand Supreme Court in 2004 as the
final court of appeal thereby removing appeals to the Privy Council has
enabled New Zealand to develop legal principles that reflect the needs
of the New Zealand people and legal system. In the age of globalisation
this can only be positive as it enforces the importance of the rule of law
as an essential element of any New Zealand constitutional arrangements.
Although this may be seen as obvious, Matthew Palmer (2007) noted
that while the rule of law supported by judicial independence should be
a cornerstone of New Zealand’s constitution, he is not confident ‘that
New Zealanders currently understand the rule of law or, in a crunch,
would necessarily stand by it as a fundamental constitutional norm’ (2007,
p. 589). He notes that the notions of representative democracy and par-
liamentary sovereignty attract much more public support as fundamental
constitutional norms. For the rule of law to be an essential element of
New Zealand’s constitutional norms it must be seen to be relevant to the
interests of New Zealand at a time when those interests may be threatened
by the influence of globalisation.

2.7 ROLE OF THE PEOPLE

The importance of the institution of parliament in representing the views
of the people in their decision-making was demonstrated in 1992 when
the New Zealand people voted to replace the “first past the post’ electoral
system with a mixed member proportional electoral system (MMP).
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This electoral reform ensured that it was difficult for one political party
to exercise power in parliament. As noted above, the neoliberal policy
framework was implemented without a real informed mandate from the
people. Although there was a willingness to trust the politicians to make
the changes that were understood to be necessary given the reality of glo-
balisation, there were limits to that trust. Therefore when in 1990 the new
National government continued and extended the globalisation agenda,
the people reacted by changing the electoral system to ensure there was
greater representation in parliament and that there was a check on the
power of the executive. The narrative about how this radical constitu-
tional change was achieved gives an insight into the relationship between
the people and the state institutions under globalisation. In also gives an
understanding as to why flexibility, pragmatism and informality are defin-
ing characteristics of New Zealand’s constitution. There is little respect for
formality or tradition but an expectation that the will of the people will be
heard and acted upon.

One of the failings of the neoliberal policy framework was to ignore
the importance of the culture and the value system that lies within a com-
munity, however ill defined. The disjunction between the neoliberalism
and the expectations of the people is seen in the most recent Public Values
Survey. It reported that two-thirds of respondents followed politics in the
news every day or several times a week; two-thirds reported they were very
or fairly interested in politics; three-quarters had signed a petition and
one in five had attended a demonstration (Perry and Howden-Chapman,
2005). This level of interest in politics may reflect the high expectations
the people have of their governments to deliver services to them. The same
survey reported that the vast majority considered that government should
have a central role in: the provision of jobs; keeping prices under control;
providing the elderly with a decent standard of living; providing decent
housing; and that business should be subject to strict laws to prevent
damage to the environment.

It can be seen that there are some obvious inconsistencies between
the objectives of the globalisation agenda with the notion of the market
governing public decision-making, and the people’s expectation of their
government to deliver the above services. There was also an underestima-
tion of the people’s engagement with the political system and their expec-
tations of state institutions. The primary means for these expectations
being fulfilled is through the general election that is held every three years.
The vote is the only real check that the citizen has on the government and
therefore the electors take the general election seriously. In the 1940s over
90 per cent took advantage of this right, but during the last three elec-
tions the percentage has fallen to around 80 per cent. Between elections
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New Zealand citizens exercise their democratic right to participate in
government decision-making formally through select committee hearings,
or informally through direct contact with their member of parliament,
organised interest groups, and direct action such as demonstrations. These
tactics were all employed to effect electoral change. The road to MMP has
also been described as ‘a long and winding one’ (James and Robie, 1993,
pp. 121-135; Levine and Roberts, 1997).

Although there had been advocates for proportional representation
in the 1920s, it was not until the 1970s that new trends began to emerge
on the political landscape that ignited the campaign for electoral reform.
Smaller political parties started to gain electoral support, but few seats in
parliament; election campaigns focused on marginal seats; governments
were elected with fewer votes than the opposition party; and the National
government of the time exercised executive power in an arbitrary way that
provoked public opposition. These developments raised questions of the
legitimacy of the government and of the Representation Commission, an
independent body with the responsibility for allocating electorate bounda-
ries. It also started a debate on the whole nature of the electoral system.

Support for reform came from smaller political parties, community
groups and the opposition Labour Party, which included in its election
manifestos of 1981 and 1984 a promise to establish a Royal Commission
to inquire into and report on (amongst other things) whether proportional
representation or some other variant from the existing, ‘first past the post’
system should be introduced. Much of the activism of this period was
driven by a post-war generation that challenged the traditional social and
political institutions that no longer reflected their needs and interests.

When the Labour Party was elected in 1984 it established a Royal
Commission on the Electoral System with comprehensive terms of refer-
ence to review all aspects of the electoral system (Royal Commission
Report on the Electoral System, 1986). The commission report found that
the electoral system was unfair in many respects, in particular to minor
parties and Maori. Amongst its many recommendations was the adoption
of an MMP electoral system similar to that in Germany.

Although the recommendation encouraged the electoral reform move-
ment, there was resistance in Cabinet to change, so little happened until
the 1987 election when David Lange misread his notes for a television
interview during the election campaign and promised a referendum on
electoral reform. Although this surprised most Labour supporters it was
quickly affirmed as party policy for the election. Labour won the election
and started to have second thoughts on a referendum. The prospect of
sharing power was not appealing to many and it was difficult to envisage
how any arrangements could work with political opponents.
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The 1990 election campaign provided another of those electoral reform
surprises when Jim Bolger, the then leader of the National Party, commit-
ted his party to a referendum on electoral reform before the end of 1992
(Thompson, 2008). There was little support in the National Party for elec-
toral reform but bound by the election promise the decision was made for
an indicative referendum on whether a change was supported, and if the
majority voted yes, then the referendum offered a choice of four different
electoral systems, including MMP. The expectation was that there would
be little support for change. The policies of globalisation by 1992 had
however, lost substantial public support. Public opinion polls recorded in
1992, the year of the referendum, that confidence in politicians and parlia-
ment had fallen to 4 per cent (McRobie, 1993).

Although only 55.2 per cent voters voted in the 1992 indicative refer-
endum, 84.7 per cent supported a change in the system and 84 per cent of
those who voted for change voted for MMP. The result was too great to
ignore by any political party, so preparations were made for a second ref-
erendum to be held in conjunction with the next general election in 1993.
A bill was prepared to put in place the legislative framework for an MMP
electoral system if the referendum delivered that result. The campaign
around the referendum was vigorous, with several politicians and the
business community providing an opposing argument for reform. The ref-
erendum attracted votes from 82.2 per cent of the voters, of whom 53.9 per
cent voted for MMP. The provisions of the new Electoral Act 1993 then
came into force, including the Representation Commission promulgating
new electoral boundaries with the 95 general electorates being reduced to
60, including five Maori seats, and for 60 party list seats. New Zealand had
radically changed its electoral system in a way that could not have been
envisaged by politicians or commentators at the time.

As can be seen the road to electoral reform was long and tortuous but
ultimately successful. The reform of the electoral system was achieved
through a combination of political action from within and outside
parliament, and political accident in the form of two political leaders
unexpectedly committing their parties to electoral reform. The grass-
roots community campaigns combined with the political advocacy from
parliamentarians such as Sir Geoffrey Palmer enabled the campaign to
be sustained and take advantage of the opportunities presented by David
Lange and Jim Bolger.

The question has been asked whether the new electoral system has in
fact achieved greater representation from across the community. The
statistics would indicate that this objective has been partially achieved,
with an increase in the number of women, Maori, Pacific peoples and
people of Asian descent in the current parliament (NZ General Election
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Results, 2008). The question of whether the new electoral arrangements
have provided a check on the power of the executive is more difficult to
access. However there is evidence that it takes longer to enact legislation,
the coalition government requires more consultation and negotiation
of policy, and the select committee process provides transparency of
executive decision-making (Malone, 2008).

Transparency is the lifeblood of democracy and it is obvious that it
remains a constant struggle to know what decisions are being made when
the cloak of secrecy is invoked in the name of commercial sensitivity,
or the need to maintain confidentiality in trade negotiations that could
fundamentally change access to goods and services for New Zealanders
(Kelsey, 2010). The two major current challenges to New Zealanders from
globalisation are the various international trade agreements that bind New
Zealand to obligations that threaten its autonomy, and the reconstruction
of the social welfare state to reflect both the realities of globalisation and
the wish of the New Zealand people to provide a level of social protection
for people in need and provide equal opportunities for all through the
public provision of health and education services, and adequate housing,
clean water and a safe environment. The two issues are interrelated as
international obligations constrain domestic decision-making which may
be characterised as anti-competitive.

2.8 CONCLUSION

I have argued that New Zealand has faced various challenges from globali-
sation since colonisation. The latest wave that hit New Zealand in 1984 in
the wake of the introduction of the radical neoliberal policy framework by
the Fourth Labour government has been the most comprehensive because
of the impact of technology. The impact through the initial economic and
social policies and the restructuring of the public sector in accordance
with the new public management ideology was considerable. The effect
on the democratic process was also radical with the people voting through
two referenda to replace the ‘first past the post’ electoral system with the
German model of a mixed membership proportional electoral system. The
effect of this electoral reform was to change the nature of the parliament
to make it more representative of the people, and to curb the power of
the executive in its decision-making. The purpose of the reforms was to
enable a more transparent political system in which the community could
participate through contributing to policy-making.

A more subtle change has also taken place within the court system and
its relationship to the executive and parliament. While the comity principle
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still prevails there is a greater expectation that the courts will protect the
rights of the individual against the executive if it does not comply with its
own laws. While the normal legal challenge is through administrative law
remedies, the incorporation of international obligations into domestic
law has raised potential areas of conflict. The recognition of international
obligations can be a double-edged sword however. Those who applaud the
recognition of human rights obligations may be less comfortable with the
legal enforcement of obligations under the international trade agreements.
It is likely that in the future the courts will face major challenges as they
navigate through the realities of international obligations and individual
citizens’ and institutions’ rights.

While New Zealand appeared to enthusiastically embrace the rhetoric
and policies of globalisation from 1984 to 1993, since that time there has
been a more contested questioning of globalisation. This process has been
conducted through the democratic institutions of governance and is still
ongoing as New Zealand struggles to find a balance between the reality of
globalisation and the desire to maintain control over its own affairs. The
jury is out over whether it will succeed in finding that balance, and history
would advise that it is a struggle that has been forever with New Zealand
and will remain so.

New Zealanders have always had a strong sense of their own identity
while embracing that of others. They have also had a strong belief and
confidence in their ability to influence events that affect them and exer-
cised that confidence through the political system. Whether that belief and
confidence will be enough in the future, time will tell.
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3. Rebuilding state systems post-GFC:
the South African case

Laurence Boulle”

3.1 INTRODUCTION

Economic globalisation has occasioned several paradoxes for contem-
porary state systems. On the one hand it has deprived them of domestic
policy space, a result both of legal instruments having delegated to
international institutions significant areas of national sovereignty and
of market pressures having necessitated state compliance with global
economic norms. On the other hand the gaps and inconsistencies in the
governance of globalisation have required the retention, and in some areas
the strengthening, of state systems to fill the spaces in the legal infrastruc-
ture on which it depends (Boulle, 2010). All state systems are affected by
these contradictory impulses, but in different ways and in varying degrees.
In some countries there has been virtual surrender by a state of the levers
of economic, monetary and fiscal policy, while in others the state has
retained relatively strong supervision over these mechanisms.

The global financial crisis (GFC) has contributed to the contradictory
tendencies of the globalisation project in respect of state systems. This
chapter examines some implications of the GFC for the South African
state system. Given the nascent nature of the state system in its current
iteration it is, however, relevant to refer initially to its background and
genesis, before investigating the implications of the GFC for its current
‘rebuilding’. This is necessarily a contingent examination, given the
reality that while the GFC commenced in 2008 it is continuing in differ-
ent manifestations to times and destinations unknown. Moreover while
the repercussions of ‘GFC-past’ have not been as pronounced for the
South African state as they have been for some state systems, it remains
a matter of speculation as to what the repercussions of ‘GFC-present’
will be.

The theoretical framework for this chapter is found in the tensions
among three contrasting types of forces operating on the South African
state system. The first are the pervasive universal forces of economic
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globalisation, within which the GFC has introduced a particular set of
demands and pressures. The second are the domestic political forces
operating endogenously in a country with an apartheid legacy, high
social expectations and pressing economic challenges. The third is a
constitutional system which, beyond its normal governance enabling
and constraining functions, enjoins the state to promote specific policies
designed to liberate the country from past injustices. While there may at
times be coincidence of direction between two of the different forces, the
coalescence of all three is an unlikely eventuality, a theme considered in
relation to specific topics raised in the chapter.

In the context of the above framework, five predominant themes are
explored in the chapter:

1. The nature of South Africa’s current state system in the context of
the endemic political economy of the country and the relatively recent
transition to constitutional democracy.

2. The relationships among the state, government and the ruling party,
which in the developing world are of greater significance than in most
advanced economies.

3. The nature of both the inherited and the constitutionalised legal
systems in the country and their implications for the operations and
responsiveness of state organs.

4. The state’s mandated responsibilities towards socio-economic rights
in a context of high social expectations of, and ubiquitous interna-
tional pressures on, the domestic political economy.

5. The relationship between the state and the global economy and the
impact of the GFC on the state system, as illustrated through selected
issues of current significance.

The themes are brought together in the final section of the chapter, revolv-
ing around the tensions inherent in the tripartite framework referred to
above. This includes the pressures on contemporary states to bring domes-
tic policies and practices into alignment with the policies and principles of
the market economy and globalisation, and the contradictory propensity
for electoral priorities to prevail over judgement of the market in coun-
tries in which the state is obliged to provide extensive social services or
is confronted with serious economic problems.! Here it is inevitable that
in the social wreckage of the GFC the democratic pulse in many nation
states beats more strongly than the pulse of the market and globalisation,
but the relative precedence of the market and politics is usually a factor of
ambiguity and indeterminacy.
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3.2 THE ECONOMIC AND CONSTITUTIONAL
CONTEXT

Given the recent major restructuring of the state system in South Africa
it is necessary to provide some institutional background to GFC-related
issues. In 1994 a sophisticated Constitution was introduced into post-
apartheid South Africa in a country which has the following contemporary
economic and social profile.

South Africa has a population of over 50 million people and the gross
domestic product (GDP) was US$527.5 billion in 2010, the 26th largest
in the world and the biggest in Africa, accounting for over 30 per cent
of combined pan-African GDP.2 The country has a diversified economy
dominated by the services sector (65 per cent), followed by manufacturing,
mining and agriculture. It has no oil but extensive coal reserves and has
been a world pioneer in producing oil from coal. It is the world’s largest
producer of platinum, manganese and chrome but has dropped from first
to fifth-largest producer of gold in the last two decades. It has traditionally
exported food and agricultural products but in recent years has for the
first time become a net importer of food, a significant concern in a world
facing food insecurity. Inward foreign direct investment (FDI) is relatively
low by emerging market standards and in some years South Africa is a
net exporter of investment capital. In relation to trade its major export
markets are China (its main trading partner), the United States (US),
Japan, Germany, the United Kingdom (UK) and sub-Saharan Africa, and
its imports derive mainly from China, Germany, the US, Saudi Arabia
and Japan. South Africa currently has a relatively low level of economic
growth (latest International Monetary Fund estimates are 3.9 per cent pa
for 2011) and significant inequality (it competes for top spot on the Gini
coefficient table).? This is not a society in which a ‘demographic dividend’
has brought economic benefits,* the official level of unemployment being
nearly 30 per cent and the unofficial level considerably higher. In terms
of business regulation South Africa ranks 21st out of 48 countries in the
Organisation for Economic Co-operation and Development’s (OECD)
Regulatory Restrictiveness Index.> The 2010 Global Integrity Report,
covering 36 countries, accorded South Africa a moderate overall score of
79 out of 100, with an implementation score of 70 (which is considered
weak) but with strengths in the legal framework which scored 88. The
country has a relatively low national debt of approximately 40 per cent of
annual GDP.

Subsequent to the initial democratic elections in 1994, held in terms
of an interim Constitution developed by a multi-party convention, the
current South African Constitution was enacted in 1996 by the first
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democratic parliament. It was subsequently reviewed and approved by
the Constitutional Court in terms of principles contained in the interim
Constitution and reflecting its political genesis.® The outcome was a
sophisticated constitutional system incorporating liberal features, such
as the separation of powers doctrine, independent courts and a bill of
rights; progressive features, such as enforceable socio-economic rights and
transformation imperatives; and globalist features, such as the prospec-
tive incorporation of international law principles by domestic courts.
Parliamentary sovereignty in the old regime was replaced by constitutional
supremacy, with the legislative, executive and administrative branches of
government now subject to constitutional norms enforced by the courts;
while constitutional supremacy has deep roots in other state systems, it
was an innovation in the South African context where parliamentary sov-
ereignty had provided few checks and balances on the apartheid regime.
The new constitutional order further diffused authority among national,
provincial and local governments,” and a strong participatory principle
informed all levels of government. The liberal and progressive tendencies
were destined sometimes to come into conflict with each other, as were the
federalist and centralising impulses in the system, the equality and trans-
formation objectives, and the majoritarian and consociational principles
also built into the constitutional framework. These tensions have tended
to be reinforced by the pressures for rapid and exact executive action
required by the vicissitudes of economic globalisation and the GFC.

The South Africa Constitution and electoral arrangements support
a multi-party proportional representation system, though one ruling
party has tended to be dominant during the democratic era. There is an
independent central bank and a highly efficient revenue service. Apart
from traditional governmental ministries and departments, Chapter 9 of
the Constitution, headed ‘State Institutions Supporting Constitutional
Democracy’, establishes a group of institutions designed to strengthen
constitutional democracy in the country.® These include the offices of
Public Protector, the Human Rights Commission, the Auditor-General
and the Independent Electoral Commission. In each case the institutions
are structurally and financially independent of the executive arm of gov-
ernment and are mandated to operate impartially; moreover other organs
of state are required to assist these institutions to ensure their independ-
ence and effectiveness. Inevitably the Chapter 9 institutions create tensions
within the state system as their monitoring, investigative and reporting
activities are not always welcomed by government. There is provision for
conventional departments of state under the political leadership of minis-
ters responsible to the legislature and in respect of at least one department,
the police service, which is not a Chapter 9 institution, the independence
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from government of its corruption-related functions has come before the
Constitutional Court in a controversial recent case, dealt with below.

At the apex of the political-legal system is a Constitutional Court of 11
judges which can adjudicate on all matters with a constitutional element.?
In the South African context this entails a broad jurisdiction over matters
ranging from separation of powers restraints to citizens’ rights to water,
housing and anti-retroviral drugs, on which case illustrations are provided
below. Since the advent of democracy South African courts, and in par-
ticular the Constitutional Court, have ranged far and wide in accessing
relevant comparative jurisprudence from other legal systems, and have in
turn been cited by courts in those jurisdictions. This feature of the legal
system is considered in more detail below.

Of major significance in the new constitutional-legal regime was not
only the constitutionalisation of citizens’ socio-economic rights, referred to
shortly, but also the capacity for parliament to legislate for norms of social
behaviour, or at least to attempt to create a new moral order free from the
discriminatory and exploitative practices of the past. Societal engineering is
thus a constitutional imperative for the South Africa state. This is referred
to in the Constitution as ‘transformation’, a more nuanced version of
‘affirmative action’, but in the local context it is aimed at the overwhelming
majority of the population and not at minority groups.!? The transforma-
tion dictate affects not only state agencies but also, in varying degrees, enti-
ties in the private sector. It finds expression in the policy of Broad-Based
Black Economic Empowerment (B-BBEE) which is designed to empower
black citizens economically and lead to a distribution of wealth in society
as a whole. B-BBEE has a general legislative basis!! and specific charters,
developed by government, industry, unions and civil society, in differ-
ent economic sectors.!? In broad terms it envisages direct empowerment
through black equity ownership and management, and indirect empower-
ment through employment equity, skills development, preferential procure-
ment and socio-economic development. It entails potential conflicts with
other constitutional norms and with international economic law principles.

Despite the sophistication of the constitutional system the new state,
from its inception, had problems in developing capacity in different insti-
tutions and agencies, a problem exacerbated by its rapid accession to the
global community after decades of political and economic isolation.!3 The
need for developing human capital was affected by negative legacies at all
levels of the educational system, by the absence of meritocracy in some
public appointments and by rent-seeking behaviour in different institu-
tions, exacerbated by periodic losses of human capital through emigration.
The capacity shortfalls had inevitable implications for the functioning of
state institutions and the long-term performance of the national economy.
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At the same time unemployment, inequality and high social expectations
imposed considerable pressures on the stability of the state because of
difficulties in delivering basic social services. Effective interaction with
the international community, including transnational corporations, was
also necessarily affected by a lack of capacity and experience in key state
bodies operating at this level. Inherent tensions within the constitutional
system and the realities of strident political expression contributed to the
challenges for the state system.

In comparative terms the current South African state system displays
some ironic differences from that under the apartheid regime. The old
order suffered from a major democratic deficit but there was no shortage of
governance, the regime proscribing all manner of activities, including love
and lust across the colour line. Under the new order the democratic deficit
has been replaced with a highly participatory polity but there is a govern-
ance deficit in terms of state organs’ capacity for ensuring service delivery
in areas such as health, education and housing, and in providing compli-
ance with sophisticated legislation and constitutional obligations, includ-
ing in the provision of socio-economic rights. There is evidence that even
where state resources are available, lack of experience and capacity leads
to shortcomings in expending budgetary allocations.!4 This provides chal-
lenges for the state under conditions of globalisation as the contemporary
state is not only about constitutional governance, in the traditional sense
of the term, but also about economic governance. Capacity needs are more
conspicuous where the South African state is required to engage on advan-
tageous terms with advanced and other emerging economies. Against
the background of a historically poor educational system and increasing
social demands on the administrative state, economic growth strategies,
industrial policies and capacity-building measures are major imperatives,
as is shown below, despite their potential conflict with market principles.

This section’s outline of the social and constitutional context of the
South African state indicates the structural basis of the tensions referred
to in the opening paragraphs. A modernising polity is required to respond
to immanent pressures for state-provided social reforms while simultane-
ously accommodating globalisation norms and complying with sophisti-
cated constitutional principles. The interaction among state, government
and party is a significant factor within this crucible.

3.3 THE STATE AND THE LEGAL SYSTEM

Legal systems are significant in terms of how states respond and adapt to
globalisation imperatives and how the state and private economic power
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are held to account. The heterogeneous South African legal system has an
important constitutional significance, drawing as it does on Dutch jurists
of the seventeenth century, and occasionally on Justinian’s Corpus luris,
as well as on varied modern sources of law (Rajak, 2011).15 While this legal
regime was not an effective bulwark against governmental excesses of the
apartheid state it is, as an uncodified civil law system, open to growth and
comparative influences. Historically the legal system was able to accom-
modate the intrusions of English law, and in parts to be subsumed by
the invasive species, leaving a regime broadly supportive of the market,
trade and commerce. There is a legacy of a legal system remarkably open
to comparative and international influences. Its pluralistic tendencies
have been reinforced by new constitutional principles, such as a require-
ment that the common law be developed in accordance with the spirit,
purpose and objects of the Bill of Rights, referred to further below,!® and
that the legal system be open to African customary law!? and to relevant
international law influences.

Whereas parliamentary sovereignty in pre-1994 South Africa could
override common law principles, including basic human liberties and the
balance between law-making and law-application, the primacy of the
democratic Constitution affords a dominant status to key elements of the
legal system. There is now an overlay of constitutionalism on virtually
all questions coming before the courts for determination. The openness
of the legal system to international norms!'$ is epitomised by the fact that
customary international law is binding in the courts unless contrary to the
Constitution or an Act of Parliament. There is also an injunction to courts
when interpreting legislation to prefer any reasonable interpretation that is
consistent with international law over an interpretation inconsistent with
that regime. In overall terms the South African Constitution can be said
to explicitly ‘internationalise’ the legal system,!? part of the Constitution’s
globalisation tendency referred to above.

While even in its isolated phase South African case law exploited
relevant jurisprudence from both European and common law countries,
it now ranges globally in its selection of persuasive judgments, and is in
turn cited by other jurisdictions.?® This is particularly the case in relation
to the universal constitutional and human rights issues of the day. These
tendencies are accentuated by the recent emergence of a global ‘com-
munity of courts’ and increased globalised judicial thinking effectuated
through both the ready accessibility of comparative legal precedents and
extensive professional interactions among judges of the world (Slaughter,
2003). The internationalisation of legal practice has also reached South
African shores, inter alia with the take-over of one of the largest national
legal practices by a global mega-firm,2! a reflection of the globalisation



Rebuilding state systems post-GFC 49

tendencies in other parts of the legal system (Hiscock and Caenegem,
2010).

As regards the requirement for the (Roman Dutch) common law to be
developed in light of the Bill of Rights, this has potential implications for
the traditional common law disciplines of contract, delict (tort) and prop-
erty law. In the South African context it also invites prospective actions
against the state and in one such situation the Constitutional Court was
required to interpret the constitutional obligation under discussion. In the
case of Carmichele v Minister of Safety and Security*? the specific issue
for determination was whether the concept of ‘wrongfulness’ in the law of
delict should be broadened in accordance with the state’s constitutional
duty to safeguard the rights of women.2? The applicant sued the state for
damages resulting from a brutal attack on her from a person awaiting
trial for attempted rape, the authorities having recommended to court his
release on bail. At trial and on appeal the courts held that the applicant
had not established that the police and prosecution had a duty of care
towards her, despite the state’s constitutional obligations in respect of
rights to life, equality, freedom and security.2*

The actual constitutional issue was first raised on appeal to the
Constitutional Court which upheld the appeal, holding that while law
reform was mainly the province of the legislature, courts had a subsidiary
role to develop the common law when it deviated from the Bill of Rights.
The court held that the state’s constitutional responsibilities extended to
both the police and the prosecution who could be found to have negligently
failed in their duty to the claimant by omitting to produce before the court
relevant evidence relating to the bail decision. This approach hinged very
much on the constitutional and international law obligation to protect the
freedom and security of women and prevent gender-based discrimination.
The appellant having established a cause of action against the authorities,
the matter was referred back to the High Court where the state could lead
evidence as to whether on the facts it should be held liable for damages.

While this case involves what might be regarded as a healthy ingress
of international norms into domestic law, the Constitutional Court has
also shown more controversial deference to this influence. The case of
Glenister v President of the Republic of South Africa and Others® raised
issues surrounding public corruption and its investigation by independent
authorities. Glenister, a prominent businessman, challenged a decision of
the President to abolish an independent investigative unit, the Directorate
of Special Operations, which was empowered?¢ to investigate and institute
criminal proceedings relating to organised crimes and other specified
offences. In its stead the President signed into law a new section of the
legislation regulating the police service,?” creating a Directorate of Priority
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Crime Investigation. The constitutional issue hinged around the extent to
which the new unit within the police service was able to accommodate the
need for an independent anti-corruption agency.

Both majority and minority judgments in a narrowly divided court
emphasised the importance of the state fighting official corruption and
the need for a body sufficiently protected from political interference to do
so. The minority held that the new unit was sufficiently protected from
such interference, the legislation providing adequate checks and balances
to ensure it would not be ‘subject to undue influence’ by politicians. A
more controversial majority judgment relied extensively on international
law principles, finding that the legislative provision was unconstitutional
inasmuch as it contravened the requirement of autonomy from the
political branches of government. In explicating s. 39 of the Constitution,
namely that ‘when interpreting the Bill of Rights, a court must consider
international law’, the judgment relied on international covenants such as
the 2004 United Nations Convention against Corruption, the 2001 United
Nations Convention against Transnational Organized Crime and the 2003
African Union Convention on Preventing and Combating Corruption.2
The Glenister decision signals the Constitutional Court’s willingness to
be ‘bound’ by these international instruments though none is reflected in
constitutional provisions; it shows a high point in the internalisation of
international legal norms. Needless to say judgments such as these are not
well received in government and other state institutions responsible for
policy development.?

In one important respect the legal system has avoided the impulse to
internationalise, namely in its procedural dimensions. In the paradox
encountered in other post-colonial situations, aspects of the legal system
have been frozen in some areas in which the former colonial power has
since introduced progressive reforms. This includes legal procedures in
civil courts where the litigation management arrangements introduced in
many jurisdictions around the world have largely bypassed the local court
systems. In areas such as case flow management, e-filing, pre-trial settle-
ment procedures and the incorporation of alternative dispute resolution
(ADR) into the litigation system there has been little progressive mod-
ernisation. South Africa has also been slow to follow many comparative
precedents in legislating to update and expedite its arbitration procedures,
to incorporate domestically the UNCITRAL Model Laws on Arbitration
and Conciliation,’® or otherwise to make its legal system attractive for
choice of law, choice of forum and enforceable dispute resolution pur-
poses.3! This can be seen as detrimental to a state’s need to provide both
substantive and procedural laws conducive to trade, business and invest-
ment. There would be no constitutional impediment to these reforms and
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they would be compatible with relevant global norms but have not proved
to be a priority in a judicial system inundated with endemic legal issues, as
shown in the following section.

3.4 THE STATE AND SOCIO-ECONOMIC RIGHTS

A major innovation for the South African political and legal systems
relates to the democratic state’s new-found obligations towards its citi-
zens, and others, in respect of the socio-economic rights enumerated in the
Constitution. Here the constitutional Bill of Rights includes provisions
on enforceable socio-economic rights relating to education, health care,
food, water, the environment and access to housing. This is an example of
the progressive tendencies referred to earlier. During the pre-1994 nego-
tiations it was resolved that under the new regime socio-economic rights
would be entrenched to counteract the negative legacies of the apartheid
system. This was a major responsibility for the new state, involving a cat-
egory of rights not similarly entrenched in jurisdictions with liberal consti-
tutions based on social contract principles. Whereas Bills of Rights have
traditionally comprised negative charters of liberties based on civil and
political rights,3? the South African Constitution incorporated, alongside
the traditional liberal rights, a range of socio-economic rights of a positive
nature involving an active role for state instrumentalities.

The new rights posed challenges to the separation of powers doctrine,
at least to the extent that courts could direct governments to provide
specific social services. As state functions are multi-variable and intercon-
nected with one another, the court-mandated provision of social services
in one area would, under conditions of resource scarcity, necessarily have
implications in other areas — the predicament of polycentricity in decision-
making. In anticipation of these difficulties the socio-economic rights
prescribed in the Constitution were infused with qualifications relating to
their enforceability. The rights to housing, health care, food, water and
social security were qualified by the provision that the state should:

1. take reasonable legislative and other measures;
2. within its available resources;
3. to achieve the progressive realisation of these rights.33

The qualifications were designed to mitigate the factor of polycentricity
referred to above, and to reduce the danger of the separation of powers
principle being breached. However the question of what constitutes
‘reasonable legislative and other measures’ was predictive of uncertainty,
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equivocation and disputation — the latter inevitably materialising.3* The
meaning of the ‘reasonableness’ standard was discussed and established
in the groundbreaking judgment of the Constitutional Court in the case
of Grootboom.%

Irene Grootboom and others had been evicted from their informal
homes, situated on private land earmarked for formal low-cost housing by
the Cape Town local council. They applied for orders requiring govern-
ment to provide them with adequate basic shelter or housing until they
obtained permanent accommodation. The case revolved around the state’s
obligations in relation to the universal right of access to adequate housing
and children’s rights to shelter, as prescribed in the Constitution.3® The
court noted that the Constitution obliges the state to act positively to
ameliorate the plight of thousands of people living in deplorable condi-
tions throughout the country, including the provision of housing and
shelter, to those unable to support themselves and their dependants. The
court stressed that all rights in the Bill of Rights are interrelated and mutu-
ally supportive, holding for example that human dignity, freedom and
equality are denied to those without food, clothing or shelter. This was to
give potential substance to rights often accorded only nominal significance
in other state systems.

As regards the qualifying conditions relating to socio-economic rights,
referred to above, the court indicated that the state must foster conditions
that enable citizens to gain access to land on an equitable basis, but this
does not oblige government to go beyond available resources or to realise
the rights immediately. The state must nevertheless give effect to the rights
and, in appropriate circumstances, courts can and must enforce these
obligations. The question is always whether measures taken by the state to
realise these rights are reasonable in the circumstances. Yacoob J held, in
this regard, that reasonableness must:

1. Be more than legislation — legislative measures must be supported by
appropriate, well-directed policies and programmes implemented by
the executive.

2. The policies and programmes must be reasonable, both in their

conception and in their implementation.

They must be comprehensive.

They must address the powers of different levels of government.

5. They must be directed at the progressive realisation of the rights
concerned.

6. In order to test socio-economic rights it must be questioned whether:
a. there are people in dire need;

b. they have been left out.

W
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If both questions are answered in the affirmative, there has been a breach
of a socio-economic right enshrined in the Constitution.

In its Grootboom judgment the Court emphasised that neither consti-
tutional provision under consideration gave any respondent the right to
claim shelter immediately. Instead it issued a declaratory order requiring
the state to devise and implement a programme that included measures to
provide relief for desperate people who had not been catered for in terms
of their housing needs.

The Grootboom case can be viewed as one of the more progressive judg-
ments of the Constitutional Court as it made socio-economic rights legally
enforceable within the limits of the enumerated qualifications.?” Given the
inevitable resource and capacity constraints facing the new state system,
the Constitutional Court was required to determine the practical implica-
tions of different socio-economic rights in different areas, and in this case
the relevant provisions were given teeth (Pieterse, 2004). It was followed
in Treatment Action Campaign®® in which the court actually prescribed
provision of a particular anti-HIV drug for sufferers, while in the case
of Khosa® the court effectively rewrote a social welfare budget. These
judgments, all delivered in the first eight years of the new dispensation,
provided significant challenges for the state system.

However in the case of Mazibuko® the Constitutional Court became
more deferential and formalistic in its approach to the state’s obliga-
tions regarding socio-economic rights. Under consideration here was the
constitutional provision that everyone has the right to ‘sufficient water’.4!
A local authority had, in improving supply and reducing water losses,
installed pre-paid meters to charge consumers who used water in excess
of the 6 kilolitres a month allowed for each household at no charge. The
applicants challenged both aspects of the scheme and were successful at
trial, the court finding the pre-paid meters to be unlawful and prescribing
that the city should provide each person with 50 litres of free water a day.
On appeal the Supreme Court of Appeal held that 42 litres of daily water
was sufficient and directed the council to amend its by-laws accordingly,
and it also held the metering system to be unlawful. On further appeal to
the Constitutional Court the council conceded that it was under a continu-
ing obligation to take progressive measures to achieve the right of access
to sufficient water and it indicated how it had allocated additional free
water allowances for the lowest-income groups and assisted them finan-
cially with levied charges.

While the Constitutional Court recognised the state’s obligation to
take reasonable measures to seek progressive realisation of rights to
water, it had to resolve whether the actual policy was a reasonable one,
given the fact that full access for all would take time. In contrast to the
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previous decisions it found it inappropriate for the court to give a quanti-
fied content, in litres per day, as to what constitutes ‘sufficient” water, a
matter best addressed by government. It found that the council’s existing
policy was not unreasonable and that the use of meters was neither unfair
nor discriminatory in nature. While this case reinforces government’s
responsibility to account for its policies and administrative practices, it
found that the city had done enough in reviewing and revising its systems
to ensure the progressive realisation of the right to water and there was no
interference with its administrative policies or practices.

While at one level this case was a confirmation of the court’s role in
supervising socio-economic rights, it involves something of a retreat by the
Constitutional Court in upholding government discretion. While it did not
detract from the state’s obligations in respect of socio-economic constitu-
tional rights it rendered their enforceability more remote. In many other
African states, such as Ghana and Tanzania, the privatisation of water,
often at the direction of international institutions or overseas development
agencies, has had serious consequences for both consumers and the state.*?
It seems that a privatisation policy in relation to water rights is less likely
to ensue in the South African context, because of both the poor precedents
elsewhere in Africa and the constitutional obligation on the state in respect
of water provision.

Both the enumeration of socio-economic rights and their inevitable
qualifications in the Constitution had significant implications for the
state system in South Africa. In the first place they created legitimate
expectations in the citizenry that the most basic requirements for a
decent and dignified life would be provided by the state. Secondly, they
imposed resource strains on the state system in terms of meeting these
social expectations and constitutional obligations. Thirdly, they inevitably
entailed disputations between citizens and the state and dilemmas for
courts required to develop a complex and balanced jurisprudence on the
appropriate contours of socio-economic rights. Fourthly, this in turn has
led to friction between the executive and the judiciary and in a recent key-
note conference presentation the President expressed concern over judicial
intervention in the proper realm of the executive government.*3

These tensions are not likely to be resolved in the short term. There
has arguably been an over-judicialisation of policy and administrative
decision-making within the state system, initiated by individuals, ratepay-
ers, minority groups and non-governmental organisations (NGOs). While
some of the initiatives result in matters entirely appropriate for judicial
determination, others are a function of applicants’ frustration with
aspects of government service delivery, often at the local authority level.*
This raises the counter-majoritarian dilemma which is encountered in all
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jurisdictions in which the rule of law is established and courts can review
state decisions and activities.

The counter-majoritarian problem arises where government policy
which has both popular and political support is invalidated by courts
through their powers of judicial review, legal legitimacy trumping demo-
cratic legitimacy as part of the checks and balances encountered in con-
stitutional democracies. An essential tension exists between majoritarian
democracy, implying that both electoral systems and parliamentary deci-
sions operate on the basis of majority preferences; and constitutionalism,
which denotes the maintenance of various rights and liberties for minori-
ties and, by implication, restrictions on governance in accordance with the
majority will. Constitutions both enable and constrain and they typically
designate a non-political branch, the judiciary, to resolve differences in the
tension between majoritarian democracy and constitutional democracy.
In essence the review function of the courts serves to enhance constitu-
tional democracy, provided courts themselves do not stray beyond their
legitimate mandate into the realm of ‘judicial activism’. In the unchartered
aspects of the South African political constitution these boundaries are by
no means self-evident, nor do different stakeholders agree on them.

This dilemma is traditionally encountered in state systems where con-
stitutional rights act as a negative check on executive action, whereas
in the South African context they extend to being a positive obligation
in relation to executive inaction to basic service provision. One area in
which the Constitutional Court has acted in explicit awareness of its
being contrary to the popular will in South African society is in relation
to the death penalty, which it declared unconstitutional despite appar-
ent majority support for the penalty.*> Here the Court emphasised not
only its independence from the executive but also the fact that strong
public opinion would not deflect it from its constitutional responsibilities.
Given the ‘political’ role thrust on judges in this context, their method of
appointment is a critical issue, but is beyond the scope of this contribution.
However the exigencies of the times, both nationally and globally, will
ensure further conflicts between the executive and principles of the con-
stitution, with constitutional supremacy frustrating government attempts
to address socio-economic issues in the country. Restrictions on reformist
state policies are, indirectly, supportive of globalisation norms.

3.5 THE STATE AND THE GLOBAL ECONOMY

In this section consideration is given to four specific aspects of the South
African state’s interaction with global economic norms, processes and
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institutions, against the background of the country’s relatively quick
accession to the global economic order.

3.5.1 Tensions between State Policies and the International Economy

The first theme relates to the tensions between the market state and the
developmental state. Prior to democracy in South Africa state capital-
ism had been prevalent in the economic system, accompanied by exten-
sive monopoly capitalism despite rhetorical commitments to the market
system. During the liberation period extensive state involvement in the
economy was advocated in terms of developmental and socialist eco-
nomic objectives but in reality constitutional democracy soon witnessed
significant state endorsement of neoliberal principles associated with the
Washington Consensus, despite their tendency to restrict domestic policy
space and the economic role of the state. While 1994 heralded internal
democracy in South Africa it was subject to the constraints commensu-
rate with membership of the global community which often frustrate the
democratic impulse.

Globalisation’s neoliberal pressures resulted in state commitments to
national treatment for foreign capital, the privatisation of state enter-
prises, significant elements of deregulation, the floating of the national
currency and reductions in restrictions on cross-border capital mobility.
Conversely, however, the South African state did not nationalise the
mines, banks or other significant parts of the private sector economy,
despite political pressure for these interventions, and it became in many
ways a conformist member of the global economy. This included com-
pliance with trade and investment obligations and with the prescrip-
tions of international bodies such as the Basel Committee on Banking
Supervision#® and the International Monetary Fund.

The question of national treatment for foreign investors raises a specific
tension in relation to the retention of domestic policy space. As indicated
above, South Africa in the mid-1990s rapidly ratified a series of bilateral
investment treaties (BITs) which followed the template of such agreements
developed by advanced capital-exporting economies in previous decades.
Of particular relevance was their provision for financial compensa-
tion for expropriation, including ‘regulatory takings’, of investor assets.
There is in fact mixed evidence on the effectiveness of these instruments
in attracting FDI (UNCTAD, 2009). Moreover the tendency of BITs to
‘constitutionalise’ (Schneiderman, 2008)*7 the rights of foreign investors,
with few reciprocal rights for host countries, has led to concerns that their
effect is to freeze domestic policy-making, either directly or indirectly. A
recent ICSID arbitration (Foresti v Republic of South Africa),*® brought
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this issue to the fore when a foreign investor in South Africa contended
that B-BBEE policies in the mining sector designed to redress disadvan-
tages from the apartheid past amounted to expropriation of their assets,
entitling the investor to financial compensation. While this matter settled
before adjudication and the arbitration was discontinued, an arbitral deci-
sion on damages provided some support for the South African position —
implicitly finding that state policy could trump international treaty norms.
However there is a hidden factor at work in this regard: it is impossible to
estimate the extent to which apprehended or threatened investor claims
along these lines restrain developing countries such as South Africa from
flexing their regulatory muscles.

A further dimension of the domestic policy space conundrum concerns
the fact that non-state entities are increasingly involved in governance
activities that were formerly the preserve of state organs. Much of this
activity occurs at the global level in an increasingly wide range of interna-
tional financial and economic institutions. These include the World Bank,
the International Monetary Fund, the Basel Committee and, since the
GFC, the Financial Stability Board.*® While the activities of these bodies
are nominally subject to the discipline of ‘global administrative law’, their
governance functions lack the accountability and transparency mecha-
nisms provided by the South African constitutional system (Bradlow and
Hunter, 2011).3% Notwithstanding a ‘democratic deficit’ at the global level,
economic policies emanating from these institutions can effectively trump
those emanating internally from domestic democratic processes.

3.5.2 Engagement in International Institutions

The second theme in the South African state’s interaction with the global
political economy concerns its relationship with regional and international
institutions. Since shedding its pariah status and diplomatic isolation in
1994 South Africa has become, for its size, a prominent member of the
international community and institutions of global governance.

In a sense the international relationships involve a ‘reconstruction’ of
the state as South Africa in the post-apartheid era becomes more inte-
grated into international institutions and the global economy. Given the
impact of global institutions and processes on state systems, referred to
above, changes in the powers and functions of the former have necessary
implications for the latter. When a state such as South Africa participates
in an international body it has a dualistic impact. On one hand it hollows
out areas of domestic policy space in relation to the levers of the economy,
while on the other it provides part of the foundations for the globalisa-
tion superstructure and the policies globalisation propagates. In regard
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to the latter factor, the involvements with regional and international
organisations involve ‘extensions’ of a state system as it becomes part of
the authority, policy-making and dispute resolution activities exercised
by international and non-state institutions. While some of its authority is
reduced, it operates, in conjunction with other states, in new transnational
areas of jurisdiction.

Regionally South Africa is an active member of the Southern African
Customs Union, the Southern African Development Community and the
African Union (and its off-shoot NEPAD),3! in all of which it is the domi-
nant political and economic force. Internationally South Africa is a long-
standing member of the United Nations (UN), the Global Agreement on
Tariffs and Trade (GATT) and the World Trade Organization (WTO),
and of the World Bank and the International Monetary Fund (IMF),
and it participates in the Financial Stability Board and the Bank for
International Settlements. South Africa is currently a rotating member
of the UN Security Council, but is not a member of the OECD. It is a
member of the G-20 group of countries, a member with India and Brazil
of the development-oriented group of countries known as IBSA (India—
Brazil-South Africa), and since 2011 it has been a member of the BRICS
grouping together with China, India, Russia and Brazil. An indication
of South Africa’s activity internationally is that the country has entered
more than 50 international investment treaties,? predominantly in the
immediate post-apartheid era, and many other economic-related agree-
ments in ensuing years. In the political domain South Africa has had some
prominence in continental peace initiatives in Cote d’Ivoire, Sudan, Libya,
Zimbabwe and Madagascar.

The ‘first in Africa’ syndrome™ has raised two factors in relation to
South Africa’s international involvements. The first is the state’s putative
‘representative’ role on behalf of Africa in its involvement in bodies such
as the G-20, a characterisation not entirely disowned by its representa-
tives. The second is the ‘gateway into Africa’ notion, raised particularly
in respect of the country’s membership of BRICS. There are limits to
both these characterisations as South Africa has no formal mandate to
represent any other African state, or group of states, and the gateway
notion is a simplistic representation of complex and sometimes disguised
trade and investment networks.>* Nonetheless this is not an entirely self-
assumed identity and there is a perception among some African countries
and regions that South Africa has a responsibility, albeit not a representa-
tive one, to advance the continent’s interests not otherwise given voice in
international bodies.

As a relatively minor player in the global political economy South
African necessarily has a modest impact on international institutions and
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economic policies and it is too soon to estimate the implications of its
membership of the BRICS grouping. However some noteworthy dynam-
ics have emerged within the G-20 group of countries. In the build-up
to the June 2011 appointment of the new IMF chair, South Africa and
Australia, as joint chairs of the G-20 Working Group on Development,3?
issued a statement calling for greater transparency in a merit-based selec-
tion process (Manuel, 2011, p. 33).° More significant has been the coun-
try’s co-chairing role in this group in relation to the Seoul Development
Consensus for Shared Growth.>” The Seoul Consensus is a set of principles
and guidelines®® developed to assist G-20 nations and other global actors
to work collaboratively with less developed countries to boost economic
growth and to achieve the UN’s Millennium Development Goals. The
Consensus was endorsed by the leaders of G-20 nations at the 2010 Seoul
summit, with a multi-year action plan drafted for the delivery of tangible
results. In contrast to the Washington Consensus, the Seoul Consensus
entertains a more interventionist role for state organs in national econo-
mies; rather than seeking to impose a uniform ‘top-down’ solution
through structural adjustment programmes and other conditionalities it
postulates that solutions should be tailored to requirements of individual
developing nations, the countries themselves taking the lead in designing
reforms and policies best suited to their needs.

Given their limited influence on substantive outcomes, one function for
South Africa and other emerging states in their international economic
engagements is to attempt to influence the agenda of the G-20 and like
institutions (Boulle, 2011). It has, for example, been largely at the insist-
ence of emerging countries such as South Africa that ‘financial inclusion’
has become a prominent feature of both the G-20 and broader interna-
tional agendas. Needless to say while agendas do affect the normative
discourse of international economic policy and reform they have no neces-
sary impact on outcomes, in respect of which dominant power, exercised
by individual states or groups of states, tends to prevail over less powerful
entities. However there remains a monitoring function for emerging coun-
tries against the background of the often dismal compliance by advanced
economies with international policy resolutions. Here they could establish
procedures to monitor compliance with G-20 policy recommendations,
which are usually directed to individual nation states and to other interna-
tional institutions such as the IMF. As has been the case with many of the
NGOs’ activities, monitoring and publicity by such countries could, over
the long term, have effects on policy development.

Also of significance to the South African state system is the extent to
which the country’s membership of regional and international organi-
sations contributes to a regrouping of emerging countries in the fluid
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geo-political circumstances of the current era. This phenomenon predates
the GFC and since the late 1990s various regional organisations have
emerged in Africa, commensurate with other regional political and eco-
nomic institutions throughout the world — though not always compatible
with the more prominent globalisation norm of multilateralism. At the
regional level the contours of state authority have been both extended
and retracted by membership of the Southern African Customs Union
(SACU) and Southern African Development Community (SADC),
referred to above. Thus in relation to the negotiation of Economic
Partnership Agreements with the European Union, South Africa has
resolved for the future not to undertake these activities on its own but
only on a regional basis. Membership of groups such as the G-20 and
BRICS entails association with, and potential influence over, collective
actions in these and other groupings within the fluidity of the policy
space in the post-GFC world. These engagements also involve challenges
for emerging state systems as global economic rules intrude into their
domestic regimes.

3.5.3 Domestic Intrusion of Global Trade Rules

The third theme relates to the intrusion of global trade rules into domestic
jurisprudence such that principles and policies enunciated in supra-
national bodies assume primacy in domestic law and politics. Here the
Constitutional Court has had occasion to pronounce on South Africa’s
interaction with the global economy in a case where the domestic issues
in dispute revolved around separation of powers principles but the conse-
quences of the decision involved the intrusion of international trade prin-
ciples. In International Trade Administration Commission v SCAW South
Africa (Pty) Ltd® issues arose in relation to local procedures for review-
ing anti-dumping duties. By virtue of its WTO membership South Africa
has the standard obligations under Art. VI of the General Agreement on
Tariffs and Trade and the Anti-Dumping Agreement in terms of how it
deals with alleged dumping of goods by foreign exporters. South Africa
duly enacted domestic legislation to regulate the setting of anti-dumping
duties in accordance with the WTO obligations. In terms of the legisla-
tion the responsible minister decided to impose anti-dumping duties on
various imported steel products, including those from a UK exporter.
This decision was based on the recommendation of the predecessor to the
International Trade Administration Commission (ITAC), the state agency
responsible for the administration of trade rules.®

The respondent, SCAW, was a local enterprise producing the same
products as those in respect of which the duties were imposed. Prior
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to the lapsing of the stipulated duty period affecting the UK exporter,
SCAW sought a statutorily prescribed review with the intention of having
the duties maintained beyond the five-year period. On the basis that the
removal of tariffs would not lead to product dumping injurious to local
industry, ITAC recommended to the minister that they be terminated.
SCAW sought urgent orders, inter alia to prevent the minister from acting
on the recommendations, and these were granted, effectively extending
the period of the duties for longer than the five-year period countenanced
by WTO rules. Interim relief having been granted to SCAW, ITAC
appealed to the Constitutional Court, contending that the original order
effectively extending the anti-dumping duties was contrary not only to
domestic law but also to the WTO rules limiting the lifespan of duties; it
contended, moreover, that in terms of separation of powers principles the
court should not encroach on the executive’s domain in this regard. The
Constitutional Court granted leave to appeal on the basis, inter alia, of
the separation of powers principle and South Africa’s international trade
obligations. Judgment was ordered against SCAW, definitely terminating
the anti-dumping duties.

The Constitutional Court is not a trade tribunal, and no such body
exists in South Africa as is the case in some state systems. This leaves trade-
related issues to be determined domestically by administrative organs of
state and thereafter through judicial review. The Constitutional Court was
able to exercise review powers in the ITAC case because of the separa-
tion of powers principle enshrined in the constitution. Whereas dumping
disputes are routinely managed through the WTO Dispute Settlement
Understanding these disputes are nominally state-to-state matters in that
only WTO member states can formally engage in the dispute resolution
system, though they might do so on the complaint of a local corporation
or industry body. However in this case SCAW, a South African company,
was affected by a decision of the South African state and not by that of the
UK government where the exporter was based and there was no interstate
dispute susceptible to WTO adjudication. Nevertheless the Constitutional
Court, while basing its decision on constitutional and administrative
law principles, was clearly influenced in its reasoning by South African’s
international trade obligations (Progress Office Machines CC v South
African Revenue Services and Others),%! implying the domestic internalisa-
tion of international economic law norms. The court also deferred to the
pre-eminence of the executive in relation to this aspect of the international
economy. While the decision does not constitute a strong precedent in
relation to the application of global economic norms in domestic jurispru-
dence, it does illustrate the reach of these norms into the domestic law and
constitutional system of a developing state.
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3.5.4 Transnational Corporate Acquisitions: A Case Study

The fourth example of the South African state’s interaction with economic
globalisation involves the 2011 attempt by the largest global corporation
to acquire a majority holding in one of South Africa’s biggest retailers.
Generally speaking South Africa, as a low-savings economy, is very
much open to cross-border investors, subject to foreign exchange require-
ments and compliance with local regulations, and there is no equivalent
investigative and determinative process to that conducted by the Foreign
Investment Review Board in Australia.®2 In the case of Walmart Stores Inc
v Massmart Holdings Ltd, unions, government, suppliers and commercial
rivals expressed extensive opposition to the proposed acquisition which
resulted in the case coming before the Competition Tribunal for resolu-
tion.%®> Among the concerns of the unions were the likely implications of
the merged corporation for employment levels, and the possibility of a
loss of collective bargaining rights in the light of Walmart’s labour prac-
tices in other jurisdictions. There were also concerns that local suppliers
would lose market share if their procurement contracts were replaced by
contracts with overseas suppliers, and that other local contractors, such as
small transport operators, would be crushed under the weight of the retail
giant. The state was faced with a predicament typical of those facing other
developing economies. On the one hand it required foreign investment and
the employment it could generate, as well as the international perception
that the country was an attractive business option. On the other hand it
was concerned about the prospective loss of jobs, perceptions of it being
inattentive to its political constituents, and the potential implications for
industrial and social instability.

While the South African Competition Tribunal is essentially concerned
with economic competition factors, such as monopolistic conditions and
market domination, a ‘public interest’ test allows it to canvass a broad
range of considerations in relation to the benefits and drawbacks of a pro-
posed acquisition. Its role relates to both domestic and foreign acquisitions
and it has no particular responsibilities in relation to the latter. However
this contest was also played out in the media as retailers, suppliers, unions
and state organs promoted their views in the court of public opinion,
which included concerns over loss of local economic autonomy. Apart
from the competition issues, concerns were also expressed over the fact
that, as with all mergers and acquisitions, there was no firm expectation of
a contribution to economic growth, nor even of increased employment.%*

After protracted public hearings the Competition Tribunal approved
the merger, subject to various conditions, some effectively conceded by the
mega-corporation in the closing stages of the proceedings. They included
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a ban on employee retrenchments for a period of two years; preference
in future employment vacancies to 500 employees retrenched six months
previously by the local company; no challenge to the current unions’ posi-
tion within the enterprise; the establishment of a programme aimed at the
development of South African suppliers, including small, medium-sized
and micro enterprises (SMMEs), with R100 million to be expended on the
programme within a three-year period;® and the establishment of a train-
ing system for local suppliers on how to do business with the merged entity
and with Walmart itself.

While the lodgement of a notice of appeal against the Tribunal’s decision
entails that the last word has yet to be spoken on this episode, the events
show the interaction between state authority, private power and the public
interest in the dynamic conditions of globalisation. As indicated above,
the state was confronted with the dilemma of having to balance conflicting
economic, political and social considerations. The public interest is always
an elastic concept, which can be pulled in various directions in terms
of the short-, medium- or long-term precedence of political pressures,
employment figures, global reputation, and the like. Private corporate
power, backed by free trade ideologies, can often overcome the authority
of developing states, sometimes with the backroom diplomatic assistance
of home countries. In these circumstances of conflicting objectives and
policies, state systems are required to provide forums and procedures for
processing the resultant disputes. In the Walmart case the availability of a
sophisticated set of competition laws and independent adjudicative insti-
tutions allowed government to avoid some of the political fallout of any
final decision.® However the long-term benefits and costs for the different
stakeholders remain to be assessed.

The four instances of the South African state’s interaction with the reali-
ties of economic globalisation illustrate the shifting supremacy of domestic
political pressures, constitutional principles and international economic
policies. These tensions have been accentuated by the GFC, referred to in
the following section.

3.6 THE SOUTH AFRICAN STATE AND THE GFC

In the above sections references were made to various modalities of inter-
action between the South African state and the global economy and its
governance institutions. In this section an attempt is made to provide an
analysis of some contradictory impulses in the post-GFC state system.
The GFC’s main impact on the South African political economy was in
relation to unemployment, it being estimated that about half a million jobs
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were lost in 2009 alone, and more in subsequent years.®” This was a func-
tion of a slow-down in economic growth and in FDI, resulting from inertia
in global trade, which had serious implications for social stability and
hence for the state system. However the country was not faced with some
of the systemic problems encountered in the advanced economies. Sound
fiscal policies entailed that there was no sovereign debt problem, prudential
regulation contributed to an absence of bank failures, and the emerging
world’s demand for resources ensured that the extractive industries contin-
ued to export commodities abroad. While industrial growth and develop-
ment policies were formulated in the years after the GFC these would have
ensued in any event and the state did not introduce any significant bail-out
or nationalisation measures, nor were ‘financial necessity’ or trade protec-
tionist interventions required. While inward FDI fell during the height of
the crisis it was no more serious than in equivalent countries elsewhere, and
the resumption of investment occurred thereafter, albeit less impressively
than in competitor markets in Africa (UNCTAD, 2011, pp. 40-42).
Nevertheless the GFC accentuated the significance of a topical issue in
the South African political economy. This concerns the state’s involvement
in the profitable mining sector and the question as to whether financial
returns to the state from mining should derive solely from licensing fees,
taxation and royalties, as at present, or through increased state ownership
within the sector. The issue is sometimes presented in reductionist terms in
a debate over ‘nationalisation of the mines’, though it is in reality a more
nuanced subject than these words suggest. In terms of current legislation
all mining rights are vested in the state, which confers prospecting and
extractive concessions through licensing arrangements.®® While increased
state ‘ownership’ is premised on potential benefits for economic growth,
employment and financial returns to the fiscus, concern is expressed over
capacity issues and potential corruption in mines under state control.
Moreover the requirement of redistribution, which is a prerequisite for
addressing serious wealth inequalities in the country, is not a necessary
consequence of either private or public sector control as even economic
growth does not necessarily entail distributive equity. In this regard,
although there are already some state enterprises involved in the mining
sector, South Africa is unlikely to follow the precedent of those nation
states in which nationalisation of energy and minerals has provided some
overall benefits. Whatever the strengths and shortcomings of precedents in
this area, the constitutional protection of property rights and trade obli-
gations towards foreign enterprises preclude the state from nationalising
the mining sector in any serious respect. However the dilemma remains a
pressing issue for the state: on one hand, there is a need to be responsive
to redistributive demands in the face of massive unemployment and
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grotesque disparities in wealth and, on the other, there is a need to retain
the confidence of existing and prospective investors in the mining sector.

Another GFC-related tension concerns the institutional design and
operation of the state system. This includes the question of whether the
finely tuned constitutional balance in terms of the separation of powers
and the quasi-federal division of powers can hold in an age of executive
ascendancy. Global governance and financial crises have increased the
power of executive branches of government, and within the executive
branch the roles of Departments of Finance, Treasury, Foreign Affairs,
Trade and Investment and the Presidency, or their equivalents in other
countries. In general terms economic treaty-making is dominated by state
officials with limited involvement by legislatures, and institutions such as
the Financial Stability Board and Basel Committee allow the development
of international standards which are de facto policy, and often become
law, in many countries. In this context there is an inevitable centralising
tendency in respect of state policy and the ‘democratic deficit’ encountered
in global institutions could creep incrementally into state systems despite
democratic local credentials.

Some indication of the future of the South African state system had
been provided by the government’s policy paper of 2010, the New Growth
Path (NGP), which developed in the context of the GFC. The NGP was
essentially a response to the unemployment problems exacerbated by pre-
ceding financial and economic crises. It placed employment at the centre
of government policy and posited six priorities for job creation, involving
a target of 5 million jobs in ten years: infrastructure development, enhanc-
ing the agricultural value chain, mining and metal beneficiation, the
expansion of manufacturing, growth of the green economy, and further
development of the key service sectors of tourism and business services.®
The NGP was also predicated on the exploitation of new economic oppor-
tunities on the African continent, particularly in the services sector.’0 In
furtherance of the NGP the Industrial Development Council will make
available R102 billion over five years in NGP priority areas’! and a Jobs
Fund will provide financing, at prime less 3 per cent, to local firms in areas
with high employment potential impact. There is also provision for man-
datory localisation practices in designated procurement sectors.

A further elaboration of state policy was provided in July 2011 when
the Minister of Planning released a diagnostic report from the National
Planning Commission (NPC).72 It identified eight key challenges facing the
state system and broader society: that too few South Africans are working,
that the quality of black education is substandard, that infrastructure is
inadequate for the country’s social and economic needs,”? that the spatial
legacy of apartheid limits social inclusion and economic growth, that the
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development path is too resource-intensive and unsustainable, that the
public health system is overburdened and service performance uneven,
that corruption levels are high, and that South Africa remains a socially
divided society. While some of these issues had been self-evident earlier,
the report was based on both research and consultation and, as a diag-
nosis initiated by the ruling party, it carried considerable challenges for
the state system. The diagnosis was followed by the NPC’s Development
Plan — Vision for 2030, which was published in November 2011. In depict-
ing a pathway for the republic’s future development this comprehensive
economic and social plan attempts to reconcile many of the tensions facing
the state system referred to above (NPC, 2011).

It is inevitable that the state’s NGP and industrial policy framework,
and the reports of the NPC, are and will involve inconsistencies with
global economic dictates. They do not, for example, fit easily with theories
of ‘comparative advantage’ on which economic globalisation is predi-
cated in that industrial policy is designed precisely to grow the economy
in areas lacking current strength.”* Comparative advantage is also at
odds with aspects of the NGP which aim to restructure the country’s
economy through diversification beyond traditional economic sectors and
by moving into non-traditional tradeable goods and services. There are
also protectionist tendencies in local content requirements, the alignment
of procurement with B-BBEE and financing of local industry through the
Industrial Development Council. Here specific claims could potentially be
brought against the domestic measures before the WTO’s dispute resolu-
tion system or before arbitral tribunals in terms of international invest-
ment agreements.

There are also constitutional challenges awaiting the state policies
referred to above as government attempts to implement them through
regulatory frameworks and administrative actions. The tight strictures
on all levels of government introduced in the democratic Constitution in
1996 will have particular impacts on economic reforms championed by the
current government, and to a lesser extent on the social policies advanced
by the NPC. As has been the case in the past, their legitimacy will be
determined through the judicial process but a range of other resource and
capacity issues will affect the practical viability of these policies, and the
restructuring of the state itself.

3.7 CONCLUSION

It has been suggested in the preceding analysis that state formation,
functioning and rebuilding in South Africa is susceptible to ad hoc



Rebuilding state systems post-GFC 67

GFC pressures, as well as to the more enduring forces of economic glo-
balisation. While the ideology of the Washington Consensus may have
been weakened by the GFC and the reactive protectionist and nation-
alisation measures it provoked in the advanced economies, neoliberal
economic theory has been a great survivor of the crisis, legitimising the
market-driven and speculative aspects of the global economy ahead of
distributive and equity objectives. In this context the rebuilding of the
South Africa state, occasioned in part by the GFC, is potentially at odds
with the dominant paradigm of the global political economy insofar as
it focuses on the very issues of distribution and equity subordinated in
dominant ideology. Here references have been made to tensions between
transformation injunctions in the South African constitution and pres-
sures to comply with international norms such as national treatment and
treaty compliance.

These tensions in the normative terrain are reflected in inconsistent prac-
tices on the ground, the earlier sections having identified aspects of South
Africa’s emerging domestic policy framework which require a significant
level of state intervention, some of it preferential and protectionist in
nature and designed to respond to the pervasive social and economic chal-
lenges facing the state. It is true that in other respects the South African
state has acted as a compliant global citizen even in the face of strong
political, business and popular resistance locally. It has, for example, not
interfered with the high value of the currency despite industry and union
concerns over its implications for export-related jobs.”” However the
immediacy of political pressures constitutes an extensive challenge for the
South Africa state as volatility, uncertainty and unpredictability continue
to characterise the global economy.

As the international centre of economic gravity moves gradually
towards the global South and the East, it brushes parts of Africa. Recent
decades have witnessed the increasing integration of Africa into the global
economy, evidenced in relation to both trade and investment. The South
African economy is a major beneficiary of the new global economic and
investment forces and trends. This creates tensions for its political proc-
esses and constitutional values, setting the scene for a dynamic interplay of
economic forces in the decade ahead.

NOTES

*  Thanks are extended to Michael Power and Mary-Rose Nthabiseng, interns at the
Mandela Institute, for research assistance.

1. There are many manifestations of this tension, epitomised by citizen resistance to
‘market disciplines’ imposed on Greece during the first eight months of 2011.
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Combined African GDP grew by 4.9 per cent in 2010, up from 3.1 per cent in 2009
and is expected to grow by 5.8 per cent in 2012. While South Africa has the continent’s
dominant economy, its growth rate is well below the average: 3.6 per cent in 2010 (see
African Economic Outlook, 2011).

League competitors are Brazil, in the past, and Equatorial Guinea, at present (see
World Bank, n.d.).

The demographic dividend involves a rise in the rate of economic growth due to a rising
share of working-age people in a population. This usually occurs late in the demo-
graphic transition when the fertility rate falls and the youth dependency rate declines.
In Africa countries continue to have high fertility and youth dependency rates, which
contribute to economic stagnation (see Ross, 2004).

China, Iceland and Russia are the most restrictive and the Netherlands, Portugal and
Luxembourg the least restrictive.

In the First Certification Case 1996 (4) SA 774 (CC). Unusually, parts of the
Constitution from which the Constitutional Court derived its authority were declared
unconstitutional; they were subsequently brought into compliance by the national
parliament.

The Constitution establishes a quasi-federal system in that, while the status of provin-
cial and local governments are entrenched, their powers and responsibilities are not.
These are known colloquially as the ‘Chapter 9 institutions’, after the Chapter which
established them.

There have been proposals to make the Constitutional Court the highest court on all
legal matters, not just those with a constitutional element, but these have proved to be
controversial.

In terms of still deployed racial categories, ‘whites” in South Africa constitute about 9
per cent of the total population, and ‘blacks’, ‘coloureds’ and ‘Indians’ all have some
claim to remedial treatment for past discriminatory practices.

The Broad-Based Black Economic Empowerment Act 53 of 2003, supplemented by
Codes of Good Practice on Black Economic Empowerment, gazetted on 9 February
2007. An Interpretive Guide to the regulatory scheme was added in June 2007.

For example, a Mining Charter for the prospecting and mining sectors of the
economy.

There are many examples of the global acceleration, for instance most of the over 45
bilateral investment treaties in South Africa were signed shortly before and after 1994
in a ‘mad scramble’ by developed countries. By 2011 there were serious concerns about
the implications of these treaties.

Business Day of 14 June 2011 reported that only 45 per cent of capital funding allocated
to local authorities for infrastructural development had been spent in the preceding
year.

While referred to as ‘Roman-Dutch’ common law it was in reality based on the
common law of Western Europe (see Rajak, 2011).

Constitution Act 1996, s 39(2).

Constitution Act 1996, ss 211 and 233. A notable decision of the Constitutional Court
in this regard is Bhe and Others v Khayelitsha Magistrate and Others 2005 (1) SA 580
(CC). The case effectively outlawed the notion of customary succession through male
primogeniture, ruling it unconstitutional as it infringed on the equality of women. The
case highlighted the fact that even African customary law is subject to constitutional
norms.

Constitution Act 1996, ss 232 and 233.

The negotiation of treaties is the prerogative of the national executive and, as in other
dualistic systems, treaties in most instances require approval by the legislature in order
to be effective in domestic law; Constitution Act 1996, s 231.

South African constitutional law has been referred to by the Supreme Court of Canada,
the US Supreme Court and the UK House of Lords. The SA Constitutional Court has
referred to decisions of the Supreme Court of Canada in its application of the Canadian
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Charter of Rights and Freedoms, of the Supreme Court of India, of the Federal
Constitutional Court of Germany and in certain instances of the US Supreme Court.
A long-established Johannesburg firm, Deneys Reitz, ‘merged’ with the transnational
firm Norton Rose on 1 June 2011.

2001 (4) SA 938 (CC).

Constitution Act 1996, ss 9, 10, 11 and 12 — the right can be inferred from the rights to
equality, human dignity, life and security of person.

Constitutional Act 1996, s 12(1).

Glenister v President of the Republic of South Africa and Others 2011 (3) SA 347 (CC).
Under the National Prosecuting Authority Act 32 of 1998, s 7(1).

South African Police Services Act 57 of 2008.

The majority further referred to statements on corruption made by Kofi Annan
preceding the text of the UN Convention against Corruption 2004, and to interpreta-
tions of the South African Bill of Rights (see Constitution Act 1996, Chapter 2).

The Constitutional Court afforded government a two-year grace period to bring
relevant legislation into compliance with the principles contained in the judgment.

See http://www.uncitral.org/, accessed 12 July 2011.

That revision of the domestic Arbitration Act 42 of 1965 is long overdue, as was
recognised some time ago; see SA Law Commission (1997).

For example in India, Germany, the United States and Canada.

Constitution Act 1996, s 27(2). The right to emergency medical treatment is absolute —
8 27(3). For the more general limitation of rights see s 36.

This condition now goes under the title of the ‘reasonableness’ standard, as opposed to
the Constitutional Court’s initial use of the ‘rationality’ standard.

Government of RSA and Others v Grootboom & Others 2001 (1) SA 46 (CC).
Constitution Act 1996, ss 26 and 28(1)(c), respectively.

The judgment is bitter-sweet one in that Irene Grootboom died in 2008 without receiv-
ing a house, seeing out her days in a temporary shelter.

2002 (5) SA 721 (CC).

2004 (6) SA 505 (CC).

Mazibuko and Others v City of Johannesburg and Others [2009] ZACC 28.
Constitution Act 1996, s 27.

For some of these difficulties see the decision of the International Centre for the
Settlement of Investment Disputes Tribunal in Biwater Gauff (Tanzania) Ltd v United
Republic of Tanzania, ICSID Case No Arb/05/22. See also International Committee of
the Fourth International (ICFI) (2002).

President Jacob Zuma (2011).

In mid-2011 a High Court judgment ordered a local government authority to repair
potholes in the town’s main roads within a specified period; Society for the Protection
of our Constitution v Victor Khanye Municipality (North Gauteng High Court, 2011,
unreported).

See Makwanyane 1995 (3) SA 391 (CC). In this ‘right to life’ case the court abolished
the death penalty on the basis that it was inconsistent with the Constitution, despite
evidence of widespread popular support for the punishment.

See www.bis.org/bcbs, accessed 12 July 2011.

This is the term of David Schneiderman.

Case No ADR (AF) 07/01, ICSID.

See www.financialstabilityboard.org, accessed 12 July 2011.

For a full analysis of the governance of the international financial institutions see
Bradlow and Hunter (2011).

The New Partnership for Africa’s Development, see www.nepad.org, accessed 12 July
2011.

It is also a signatory to the New York Convention on the Enforcement of Foreign
Arbitral Awards but is not a member of the International Convention on the Settlement
of Investment Disputes.
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This was strongly evident during the 2010 Soccer World Cup held in Africa for the first
time.

For example Mauritius is a major source and target of South African investment but is
a country of convenience for other sources and destinations because of its tax regime.
China’s biggest cross-border investment in 2008 (US$5.5 billion) bought it a 20 per cent
stake in South Africa’s Standard Bank which had, and continues to grow, involvement
in Africa.

‘IMF Boss Should Be Chosen On Merit Say Australia and SA’ BBC (London, 22 May
2011) www.bbc.co.uk/news/business-13490145, accessed 12 July 2011.

Neither South Africa nor the BRICS grouping nominated Trevor Manuel for the
position despite his extensive experience as a national Treasurer, his standing in the
international economic community and his role in IMF reform.

See the Seoul Development Consensus for Shared Growth, http://www.G-20.org/
Documents2010/11/seoulsummit_annexes.pdf, accessed 12 July 2011.

The six core principles are a focus on economic growth, a global development partner-
ship, global or regional systemic issues, private sector participation, complementarity,
and outcome orientation

2010 (5) BCLR 457 (CC).

The Board on Trade and Tariffs. Its replacement, ITAC, was established through the
International Trade Administration Act 71 of 2002.

2008 (2) SA 13 (SCA).

See www.firb.gov.au/content/default.asp, accessed 12 July 2011.

Case No 73/LM/Dec10, Competition Tribunal.

Whether through causation or coincidence, a long-term rival of the company acquired
by Walmart retrenched over 3000 employees shortly after the Tribunal’s decision; see
‘Pick n Pay Retrenchments as a Result of Walmart Invasion’ Mail & Guardian (South
Africa, 7 July 2011) http://mg.co.za/article/2011-07-07-pick-n-pay-retrenchments-a-
result-of-walmart-invasion, accessed 12 July 2011.

The programme is to be administered by a committee established by the merged entity
and including government and unions, and it has to report annually to the Competition
Commission.

While government had joined the unions in opposing the merger it was not party to the
notice of appeal.

Even where there has been economic growth in South Africa it has not necessarily been
accompanied by an increase in employment — the now not uncommon phenomenon
of ‘jobless growth’ encountered in economies dominated by the services sector; see
267000 Jobs Lost In Last Quarter — Stats SA’ Politics Web (South Africa, 28 July 2009)
http://www.politicsweb.co.za, accessed 20 July 2011.

See the Mineral and Petroleum Resources Development Act 28 of 2002.

On the funding of the NGP see Minister Ebrahim Patel (2011).

Nearly half of the Economic Development Department budget is allocated to small,
medium-sized and micro businesses, while 10 per cent is committed to trade administra-
tion, mainly in relation to tariff investigations and trade remedies.

Of this sum 50 per cent is allocated to venture capital and other significant amounts to
funding distressed companies, green industries and mining and beneficiation.

See Minister Trevor Manuel’s Address to the National Planning Commission, http://
www.thepresidency.gove.za/pebble.asp?relid+4320, accessed 13 July 2011.
Infrastructure bottlenecks are experienced in electricity, transportation, water, com-
munications and other areas of state activity.

The National Industrial Policy Framework was adopted by Cabinet in 2007. It is
fleshed out by the 2012-13 Industrial Policy Action Plan (IPAP 2) (2011).

In September 2011 the Swiss central bank indicated that it would not allow the Swiss
franc to rise above US$1.20 and China has long stood accused of keeping its currency
sufficiently low to benefit exports.
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4. Chinese multinationals and the
state: an institutional perspective

Xiaohua Yang and Clyde D. Stoltenberg

4.1 INTRODUCTION

Chinese outbound foreign direct investment (OFDI) remained largely
insignificant until 2004, and Chinese multinationals were rarely heard
about in the news. Yet, China’s OFDI flow in 2010 amounted to more
than $60 billion (see Figure 4.1). By 2010, about 17000 Chinese companies
had invested abroad, reaching virtually every country in the world. China’s
shopping spree continues in defiance of the current global economic
crisis. High-profile acquisitions include Sinopec’s $7.2 billion purchase of
Addax, a Swiss oil company with extensive holdings in Iraq, in 2009. More
recently, Sichuan Tengzhong Heavy Industrial Machinery Co., a Chinese
heavy construction equipment maker, acquired General Motors’ Hummer
brand for US$150 million, and Geely acquired the Volvo brand from Ford
for US$1.8 billion in 2010.

Chinese OFDI has been characterised by a number of unique features:
(1) Chinese multinational firms are backed by strong government support,
unlike their counterparts from other countries; (2) large state-owned
enterprises are the key investors among all those going global; (3) Chinese
firms invest with lightning speed, primarily through acquisitions; (4)
Chinese firms have invested in a large spectrum of industries, ranging from
natural resources to high-technology sectors; and (5) most Chinese firms
do not normally possess advanced technologies.

What explains the rapid growth of Chinese OFDI? What is the role
of the state in this picture? This chapter attempts to address these ques-
tions from an institutional perspective. We will first discuss the histori-
cal contexts for the rise of Chinese multinationals and explore the role
of the state by examining its economic policies, innovation policies,
and its responses to two recent financial crises. We will then probe the
future path of China and Chinese multinationals before we make our
conclusions.

72
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Figure 4.1 China OFDI flow and stock (US dollars million)

4.2 GROWTH OF CHINESE MULTINATIONALS

4.2.1 The Early Development of Institutions and the Rise of Chinese
Multinationals

We argue that the case of China demonstrates the profound impact of
institutions on business. While ‘going out’ policy was envisioned by Deng
Xiaoping, it was developed by Jiang Zemin as early as 1992, when he
encouraged Chinese firms to go abroad to build world-class corporations
to compete successfully in the global marketplace. Since then, the develop-
ment of OFDI policies and growth stages of made-in-China multinationals
have been going hand in hand, as illustrated below.

1979-95

The Chinese government established ‘go abroad’ economic policies on
13 August 1979. This was the first time that China had included outward
foreign direct investment in the national economic development pro-
gramme, aiming at paving the way for large-scale overseas expansion
activities. During this phase, the Chinese government issued permits to
large state and provincial trading houses to set up overseas operations.
As a result, many of the OFDI projects were set up in Southeast Asia and
developing countries to facilitate exports from Chinese petrochemical and
machinery companies. These firms experimented with Japan’s keiretsu
operations through networks of subcontractors. While the Chinese gov-
ernment played a pivotal role in promoting OFDI as part of its economic
and foreign policy, many of the OFDI projects were poorly managed and
underperformed. As Hong and Sun (2006) observe, the key decisions on
overseas investments during this period, including choices of location and
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sector, ‘were mainly determined by the consideration of enhancing China’s
political and economic influence and expanding its international trade
relationships rather than that of maximizing market profit’.

After 1991, the Chinese government began to grant permits to large
state-owned enterprises (hereafter these production-oriented state-owned
enterprises will be referred to as SOEs) to allow these firms to access
international markets directly, thus bypassing large state-owned trading
companies in order to further economic liberalisation. This move contrib-
uted to competitive growth of these SOEs in international markets (Luo
et al., 2005). During this phase, the government’s motivation to promote
OFDI was associated with the desire to address natural resource con-
straints to further development (Hong and Sun, 2006) as well as the desire
to shift mature technologies and industries to other developing countries
to maximise profits by using some comparative advantages. However, at
the beginning of 1993, the government undertook rigorous screening of
OFDI projects due to the overheating of the economy, and the level of
investment and number of projects fell over the previous years, which led
to slowdown of OFDI growth.

1996-2003

Starting in 1996, a large group of enterprises established after the 1978
economic reforms began trying to internationalise their business. Many
of these firms concentrated on home appliances and vehicles because the
domestic markets in these sectors were becoming saturated around that
time.

A significant development during this period affecting the form in which
Chinese companies could pursue outward investment lay in the increasing
numbers of firms listed on developed-country stock exchanges with the
goal of raising equity capital directly in hard currency and establishing
international image and reputation (Hong and Sun, 2006). Capital raised
in this manner by highly publicised initial public offerings (IPOs) has
gradually allowed transnational merger and acquisition (M&A) to become
the main form of China’s direct investment abroad and, in the process,
led to further privatisation of SOEs. ‘The major explanations for this
increased M&A by Chinese companies include[d] the need for direct access
to natural resources, overcoming the low brand value of Chinese products,
and obtaining as quickly as possible advanced marketing and distribution
networks and R&D operations’ (Hong and Sun, 2006).

During this stage, the government’s key efforts focused on building
banking, foreign exchange programmes, evaluation systems and other
infrastructures to facilitate international expansion of Chinese firms. New
regulations including the ‘Rules on Foreign Exchange Administration
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of the People’s Republic of China’, the ‘Circular on Relevant Issues
Regarding Perfecting Foreign Exchange Administration Relating to
Capital Account’ and the ‘Circular on Relevant Issues Concerning Return
of Guaranty for Profit of Overseas Investment Being Transferred to
China’ were put in place.

2004—present

This stage has seen acceleration of overseas expansion activities by way of
mergers and acquisitions, such as Lenovo acquiring IBM’s personal compu-
ter (PC) business in December 2004. This acceleration followed up China’s
2001 accession to the World Trade Organization (WTO) (Kwan, 2006).

To further facilitate the growth, China’s State Administration of
Foreign Exchange issued new regulations in October 2005 in its ‘Notice on
Issues Relating to the Administration of Foreign Exchange in Fundraising
and Reversed Investment Activities of Domestic Residents Conducted
via Offshore Special Purpose Vehicles [Notice 75]". Where prior regula-
tion had created hurdles for Chinese firms seeking to restructure their
domestic businesses under an offshore holding company as a prelude to
overseas fundraising, Notice 75 established a consistent foreign exchange
registration system to facilitate offshore restructurings (Foo, 2006).

At the same time, regulation of M&A within China has also continued
to evolve, with the 2003 M&A Rules replaced by the 2006 M&A Rules.
The 2006 M&A Rules expressly allow (for the first time) the use of a
foreign publicly listed company’s shares as consideration for the exchange
of Chinese equity securities in connection with an M&A transaction (Hsia
et al., 2006). Concurrently, the Ministry of Finance issued a series of new
and revised Accounting Standards for Business Enterprises (effective
beginning in 2007) which largely reflect the approaches and principles of
the International Financial Reporting Standards, and the China Securities
Regulatory Commission has been promoting since April 2005 a share
liquidity reform programme under which listed companies are being
restructured to convert almost all non-tradable legal person shares into
freely tradable A shares within two years (Hsia et al., 2006). Along with
promulgation of the new Company Law effective 1 January 2006, all
of these developments reflect continued Chinese government policy in
moving business enterprise decision-making toward economically moti-
vated goals and policies rather than the pursuit of state-imposed mandates.

4.2.2 The Changing Patterns of Chinese OFDI

As illustrated above, the internationalisation process in Chinese firms is
intertwined with the unique Chinese institutional environment in which
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Table 4.1 Phases of China’s OFDI policy

Year China’s OFDI policy

Phase 1: 1979-1983  Tight controls

Phase 2: 1984-1991  Cautious encouragement

Phase 3: 1992-1996  Active encouragement

Phase 4: 1997-1999  Stepping back

Phase 5: 2000-2006  Formulation & implementation of the ‘going global’ policy

Phase 6: Growing political support for transnational corporations
2007—present and a new push for liberalisation.
1 May 2009 Ministry of Commerce (MOFCOM)

Administrative measures on regulation of outbound
investment Effective
May, 2009 State Administration of Foreign Exchange (SAFE)
Draft regulations of foreign exchange administration for
domestic enterprises’ overseas direct investments
Draft rules published for comment
1 August 2009 State Administration of Foreign Exchange (SAFE)
Notice on the administration of cross-border loans by
domestic enterprises Effective

Sources: UNCTAD, various years; Buckley et al. (2007); Yang and Stoltenberg (2008).

it has taken place. During the three stages, government involvement
remained prevalent, and state-owned enterprises continued to dominate
the whole scene. Table 4.1 summarises these stages.

While Chinese firms have chosen to invest in locations that enable firms
to minimise costs of their operations for their constituent activities — that
is, developing economies — Chinese firms have shifted FDI to Organisation
for Economic Co-operation and Development (OECD) countries recently
because of new government policies, a new profit-maximising initiative
and the rapidly changing goals of Chinese firms. Chinese firms are now
looking to use their large cash reserves to compete in the international
market place to become global players (Sauvant, 2005). Because many
assets in Western countries have become far more affordable during the
global economic crisis, many Chinese firms have expanded their inter-
national business through mergers and acquisitions and leveraged their
low-cost position to gain a foothold in the developed countries. This new
investment behaviour was enabled by the timely relaxation of foreign
exchange restrictions by the State Administration of Foreign Exchange
(SAFE) in May 2009 and further facilitated by SAFE’s new policies on
loans to Chinese firms investing abroad in August 2009.
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These ‘made-in-China’ multinational enterprises have also begun pursu-
ing aggressive strategies in attaining technological capability and human
capital (Yang and Stoltenberg, 2008). In a study conducted on over 100
publicly listed Chinese firms investing overseas from 2001to 2009, over 30
per cent of them invested in developed countries (Yang et al., 2011). This
is in line with what the national economic policy called for in a statement
from Bai Rongchun, Director General, Industrial Planning Department,
State Economic and Trade Commission, in July 2001:

The state will encourage big state-owned businesses to become internationally
competitive corporations by listing on domestic and overseas stock markets,
increasing research and development expenditure, and acquiring other busi-
nesses. The country will develop thirty to fifty large SOEs in the next five
years through public offerings, mergers and acquisitions, restructuring and
co-operation.

The Chinese government not only actively facilitates and encourages
OFDI, but also specifically encourages investment in research and develop-
ment to enhance innovative capability (UNCTAD, 2005). For instance, in
October 2004, the National Development and Restructuring Committee
and Export-Import Bank of China issued a circular to promote overseas
investment via M&A to enhance the global competitiveness of Chinese
firms and to accelerate their expansion into Western markets (Deng, 2009).

Expansion into the United States (US), Europe and Australia allowed
Chinese firms to strengthen their competiveness in the global market-
place. For instance, the specialised nature of companies and industries
in the US allows China to diversify its business at a relatively low cost in
comparison with developing its own technology. This is seen in a database
developed at the University of San Francisco’s Globalization of Chinese
Business Facility in the US, where we observe that the number of Chinese
firms investing in OECD countries is larger than that in non-OECD
countries between 2009 and 2010, as compared with the 2002-08 period
(Figure 4.2).

China has directed its OFDI goals toward advanced proprietary, stra-
tegic technologies that are immobile, such as distribution networks and
specific branding already in place by US firms, and other capabilities that
US firms have (Buckley et al., 2007). For instance, China is determined to
become a major global player in the global information and communica-
tions technology (ICT) industry, already a $23 billion industry in 2008.
The goal is to develop leading worldwide brands across the entire ICT
spectrum: hardware, software, telecommunications, semiconductors and
sourcing. China’s ICT industry is predicted to grow 30 per cent per year
during the 12th Five Year Plan (2011-15). Today, all major Chinese ITC
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Figure 4.2  Number of Chinese firms investing in OECD and non-OECD
countries

firms have a presence in the US, including China Mobile, China Telecom,
China Unicom and Huawei.

While China has been busy building domestic and export markets over
the last 30 years, it has not built a globally recognizable slate of name
brands, nor has it developed many world-class manufacturing capabili-
ties including human resources with global operating talents (Rosen and
Hanemann, 2009), comparable to OECD countries. Acquiring these
strategic assets will be critical for Chinese firms to better integrate into the
world market and overcome their competitive disadvantages (UNCTAD,
2006). With the global financial crisis leading to many cheap assets being
available on the market, the Chinese government has adjusted its policies
in time to enable more Chinese firms to acquire foreign firms and global
brands.

4.3 THE ROLE OF THE STATE IN CHINA
4.3.1 The Role of Institutions and Emerging Economic Growth

The institutional theorists argue that firms are not agents of free choice,
but rather, their strategic choices are influenced by both formal rules and
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informal cultural norms and values from home and host countries (North,
1990). However, voluntary compliance with institutional norms could
bring legitimacy and favorable access to resources (Oliver, 1991). It is gen-
erally understood that the institutional environment rewards firms which
align themselves with the opportunities and resources in the environment.

North (1990) suggests that ‘the agent of change is the individual
entrepreneur responding to the incentives embodied in the institutional
framework’. In China, however, the state itself is a player alongside the
individual entrepreneur and enterprises (in which government units tend
to continue to hold significant ownership interests even after their share-
holding reforms) (Deng et al., 2010); this is consistent with broader global
trends. In the case of emerging economies transitioning from a centralised
planning process toward more market-oriented practices, it was widely
assumed by the late 1990s that private markets had triumphed over the
state and that countries wanting to succeed had to embrace the policies
favoured by private capital (Setser, 2008). However, more recent develop-
ments involving emerging economies such as China challenge the notion
that private markets have completely triumphed over the interventionist
state. Two key developments have emerged: ‘First, large states are again
key actors in financial markets and second, national governments have
more financial firepower than do the multilateral institutions’ (Setser,
2008). ‘[T]he west can no longer assume the global order will be remade in
its own image’ (Spencer, 2009).

At the micro level, however, the state cannot operate SOEs by itself;
it needs to delegate their control to the enterprises’ managers (Lin et al.,
1998). China’s gradualist approach to piecemeal privatisation of SOEs
has allowed existing enterprises to evolve toward forms consistent with
China’s comparative advantage, with a feedback effect driving contin-
ued change of the institutional environment. Institutionalists typically
attribute evolutionary change to a process known as path dependence,
‘whereby contingent events or decisions result in the establishment of
institutions that persist over long periods of time and constrain the range
of actors’ future options, including those that may be more efficient or
effective in the long run’ (Campbell, 2004).

Alongside such path-dependent constraints impacting upon the firm,
the reforms continue to evolve, however. Changes in reform objectives
reflect, ‘first, the increasing knowledge in China about the merits of differ-
ent resource allocation mechanisms’; and ‘second, and more fundamen-
tally, the changes in the social balance between various interest groups and
the changes of economic structure resulting from the process of reform
and development itself’ (Fan, 1994). As stakeholders embrace more
market system-type efficiencies, they may tend to offer less resistance to
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more profound changes, producing a continuing feedback effect between
firms’ evolution and the institutional environment in which they function.
As one commentator has described it, the reforms have inserted ‘one by
one new institutional elements into the existing framework, thus changing
the dynamic of the institutional matrix’ (Liu, 1997).

Doug Guthrie (1999) has argued that the emergence of formal rational
bureaucracies at the firm level in China had an impact on the Chinese
transitional economy, especially with regard to the use of guanxi. He chal-
lenged the notion that social networks or their use to accomplish economic
and procedural tasks were becoming increasingly important in China’s
economic transition. Based on his interviews of managers and government
officials, he demonstrated how the reforms transformed the role of guanxi.
Guthrie (1999) based his argument on such statements as the following:

In the old system, if you wanted to get procedures done, you had to make sure
you knew people in the right places; you had to try to get procedures passed by
relying on people you knew. You had to talk to many people, and the process
always took a long time. It wasn’t always certain that you would know the
right people to take care of the procedures. But now, it’s all very clear. You
just follow the laws and make sure that you follow them closely. Things happen
much more quickly today.

While such observations should not be exaggerated, they do reflect chang-
ing practices that have a direct bearing on institutional evolution.

4.3.2 Markets, State Intervention and Firm Strategy

The main goal of the Chinese state via its reform path has been to achieve
social stability by maintaining growth. In terms of the relationship
between state and enterprise, the impact has been to create some space
between firm management and bureaucratic state control. Reducing the
strictures of central planning and allowing for the development of markets
was designed to increase efficiency by enhancing enterprise accountability.
Ultimately, to achieve efficiency in capital allocation and management,
institutions had to emerge that would dilute state ownership by injecting
non-state property into it, thereby highlighting the risk of property use in
market competition (You, 1998). Robert Reich (2007) has summarised the
phenomenon as follows:

China’s market freedom does seem essential to its capitalist success; unless
people there can own their property and exchange it without worrying that
the central authority will confiscate their goods, they have no incentive to save
and invest. And only if they’re confident the capitalist game isn’t rigged against
them are they willing to play it to the best of their abilities.
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How big the space between firm management and bureaucratic state
control can become, of course, depends on the sector and its relationship
to perceived national security interests and resource needs for innova-
tion to achieve higher value-added competitiveness in global markets.
But even where SOEs are involved in areas of essential technology,
there is evidence that market mechanisms have acquired independent
significance. Witness, for example, the investigation recently launched
by the National Development and Reform Commission to determine
whether China Telecom and China Unicom, two of the country’s biggest
state-run telecom companies, may be engaging in monopolistic behav-
iour and overcharging consumers for broadband Internet under China’s
three-year-old anti-monopoly law. While such a proceeding is unusual in
China, commentators have suggested that the government’s state planning
agency may be striking a more consumer-friendly tone over concern about
the public’s impatience with hugely profitable state-backed entities amid
rising inflation (Barboza, 2011a).

In this evolving institutional environment, commentators have
described Chinese enterprises as occupying a complex and unique situ-
ation in which ‘they have to adapt their strategy to a new environment
and improve their capabilities before participating effectively in global
economic integration’ (Jin, 2009). Three strategies for growth by Chinese
enterprises have been identified (Jin, 2009). Firstly, because the level
of concentration is quite low in most sectors of Chinese industry, ‘it is
imperative for Chinese enterprises to carry out integration strategies in
order to create economies of scale, enlarge the scope of their activities,
and achieve a better control of key elements of the value chain’. This
has led to both vertical and horizontal integration. Secondly, firms seek
to redeploy their assets, capabilities and resources to achieve diversifica-
tion. Now, firms focus on diversifying ‘around their core business or
capabilities in order to improve their management efficiency, technology,
sales and clientele ... with a greater emphasis on related products or
services’. Thirdly, Chinese firms embrace a strategy of globalisation to
take part in the international division of labour and expand from the
domestic to the international market; ‘at the corporate level this means
increased integration and interaction with the world economy in terms
of production factors, capital, technology and human resources, as well
as in terms of business functions such as R&D [research and develop-
ment], supply, production and marketing.” The principal motivations for
Chinese firms to go global are ‘to protect and expand export markets,
ensure the availability of essential resources, acquire advanced technol-
ogy and management skills, and export increased overseas opportunities’
(Zhang, 2009).
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4.4 FINANCIAL CRISES AND REINVENTING OF
THE ROLE OF THE STATE IN CHINA

4.4.1 1997-98 Asian Financial Crisis

Inasmuch as this chapter is part of a book examining the reinvention of the
state in light of globalisation and the global financial crisis, it may make
sense at this point to assess China’s response to external financial crises.
Before addressing the most recent global financial crisis, the impact of the
1997-98 Asian financial crisis on China should first be noted. Western
and East Asian views of the Asian financial crisis seem to agree on: ‘(1)
the speculative excesses in Asian economies that led to the meltdown,
(2) the value of the substantial reforms implemented in the banking and
financial services sectors, and (3) the need to end the most extreme forms
of government-business collaboration’ (Hellmann, 2007). However, the
market-supporting institutional reforms established by the International
Monetary Fund (IMF) as a condition for emergency loans to several
East and Southeast Asian countries were implemented unevenly, and the
region’s return to substantial growth levels has meant that Asia is partici-
pating in the global financial and trading systems without fully embracing
the Washington Consensus norms (Hellmann, 2007).

The most visible legacy of the 1997-98 Asian financial crisis appears
to have been the creation of new multilateral institutions and bilateral
free trade agreements to build on a market-driven and China-centred
regionalism. China now has ten free trade agreements with 31 countries,
with the China—Association of Southeast Asian Nations FTA the most
prominent (Yong, 2011). This development of Asian regionalism has
reduced dependence on the IMF and the global economic institutions, at
the same time as the importance of Asia in the global economy has grown
(Hellmann, 2007). Indeed, it has been claimed that ‘a redistribution of
geoeconomic and geopolitical power of the magnitude now unfolding in a
China-led Asia has led to a basic recasting of the framework for manag-
ing the international system’ (Yong, 2011). The institutional impact is
momentous:

[T]he continuing success of Asian nations with their various forms of state-led
growth, with no comparable established legal traditions and with highly devel-
oped cultures in which the individual is not the ethical and legal core, assures
that true convergence will need time . . . nurtured by skillful leadership, and an
appropriate multilateral framework. (Yong, 2011)

The impact of regional institutional integration resulting from the 1997-98
financial crisis is seen in the growth of Chinese OFDI in Southeast Asia.
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For many Chinese multinationals, Southeast Asia became a preferred
location. For instance, for Haier, Southeast Asian countries provide a
training base for its managers so that they can learn the complexities of
international expansion at lower cost. Today, Haier trains its international
managers in the Philippines before they are sent to the North American
market (Yang and Stoltenberg, 2008).

4.4.2 2008-09 Global Financial Crisis

The most fundamental impact of the Global financial crisis on China has
been to change its perception of the costs and benefits of an increased
role in the global economy (Yong, 2011). This recognition has been mani-
fested in several significant ways. Most fundamentally, decreased export
demand resulted in a shift from an export-led growth model to a more
domestic demand-driven economy. This led to the government’s adoption
of a stimulus package of 4 trillion RMB ($§626 billion) over three years
to maintain economic growth of 9.2 per cent in 2009 and 10.4 per cent in
2010 (Yong, 2011). Government control over the financial system allowed
China to keep the fiscal cost of intervention down. Banks’ reserve require-
ments steadily increased from 7 per cent in 2003 to 17.5 per cent in 2008,
and banks came to hold over 80 per cent of central bank securities issued
for that purpose, with their share in total bank assets exceeding 20 per cent
(Akyuz, 2010).

The government also fortified state businesses to fuel growth. While
private sector production had been growing faster than the state sector,
World Bank data showed that the proportion of industrial production
by companies controlled by the Chinese state edged up in 2009 (Wines,
2010). It is noteworthy that the central organisation department of the
Communist Party appointed more than half the chairpersons and more
than one-third of the chief executive officers (CEOs) of the 129 major state
companies, and local governments set up 8000 state-owned investment
companies to channel government dollars into business and industrial
ventures (Wines, 2010). Some analysts suggested that the state-owned
conglomerates became political power centres in their own right, able to
resist Beijing’s efforts to rein them in (Wines, 2010). These developments
had important ramifications for the development of institutions.

4.4.3 Institutional Evolution in China and Impact of International and
Regional Organisations

Zhu Rongji’s dogged efforts to lead China into the WTO were founded
upon his notion that China’s increased integration into the global economy
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would force internal change leading to greater economic efficiency and
competitiveness. His objective appears to have been attained. Although
China’s opening to world trade has not been seamless, the overall gains
from WTO membership have certainly exceeded the losses (Yong, 2011).
Greater integration into the global economy, however, has coincided
with ‘fragmentation of economic policy into multiple competing agendas’
(Frazier, 2010) complicating the fit between domestic economic goals and
pursuit of foreign policy.

The growth of China’s role in regional organisations since the 1997-98
Asian financial crisis has already been noted. While China continued to
focus on its commitment to regional cooperation, it also joined other
developing countries in pressing for more balance in international institu-
tions to rectify the disproportionate influence of developed countries in
the international economic governance system (Yong, 2011). For example,
China played a significant role in the emergence of the Group of Twenty
(G-20) as the primary forum for considering changes to the global mone-
tary and financial regulatory regime (Frazier, 2010). It has also been much
more assertive on the agenda for trade liberalisation in the WTO’s Doha
Round. From an institutional perspective, it is interesting to note that
China’s shift to a ‘role as a shaper in international regimes coincides with
internal debates . . . over a new growth model and with a pluralization of
decision making in foreign policy’ (Frazier, 2010). Yet, China’s increased
role will likely not promote radical departures from past practices of
international policy organisations. Even as it ‘pursues incremental reforms
to international economic institutions, China’s foreign policy will remain
focused on the imperative of preserving the core framework of those insti-
tutions, which have brought greater benefits to China than to any other
developing country’ (Frazier, 2010).

At the same time, international organisations will continue to attempt
to impact upon China’s behaviour to achieve broader global goals. In a
November 2011 report on China’s financial system, the IMF observed
that state controls over the economy contributed to soaring property
prices, excessive bank lending and mounting local government debt, and
that these were among the growing risks threatening to undermine China’s
economic growth (Barboza, 2011b). The report continued the IMF’s
efforts:

to pressure Beijing to quicken the pace of its economic reforms and adopt a
more market-oriented approach to banking and finance . . . by strengthening
regulatory oversight of the financial system, liberalizing interest rates, giving
banks more control over lending and risk management and expanding the
authority of the nation’s central bank. (Barboza, 2011b)
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Similarly, the government’s attempt to establish a distinctly Chinese
mobile phone standard after a de facto standard had already been estab-
lished through market-based mechanisms, appears unlikely to succeed
(Buthe and Mattli, 2011). China’s relationship to international organisa-
tions thus functions as a two-way street, both expanding its role and level
of participation in global decision-making but at the same time opening its
internal processes to greater external scrutiny.

A key component of China’s quest for increased competitiveness in
global markets has been its innovation policy. Like other aspects of
Chinese society impacted by the last 30 years of reform, ‘the Chinese
Innovation System has evolved over time, aiming at different priorities
and implemented through various programs and regulations’ (Larcon
and Wang, 2009). At this stage in their internationalisation process, the
priority for Chinese firms is to learn from other countries’ technology and
experience (Li, 2009). Initially, such learning focused on foreign direct
investment into China; Chinese companies:

had to compete and cooperate with foreign MNCs actively operating in the
country, and had the opportunity to learn from their experience. They ...
improved their technology, accumulated management experience, cultivated
management talent, and enhanced their capacity thanks to joint ventures, col-
laborative agreements and joint projects with foreign multinationals. (Li, 2009a)

More recently, OFDI policy has sought to contribute to the develop-
ment of top-quality enterprises through various forms of cooperation
with foreign companies, and Chinese companies have begun to grow and
expand their core business through acquisitions of foreign assets in China
and abroad (Li, 2009).

Concurrently, Chinese research and development intensity (research
and development expenditure as a percentage of gross domestic product,
GDP) has increased rapidly (from 0.6 per cent of GDP in 1995 to 1.34 per
cent in 2005). While China’s research and development intensity is still
lower than that in Japan (3.12 per cent), the US (2.76 per cent) and the
EU-25 (1.93 per cent), in absolute terms, China has been catching up very
rapidly during the past decade (Larcon and Wang, 2009). Along with sub-
stantial investment in research and development has come development of
intellectual property (IP) laws and institutions. China’s substantive IP laws
and institutions are in accord with international expectations. However,
China’s problems of domestic governance already noted (fragmented
central government authority and disjunctions between central govern-
ment intent and local government implementation and enforcement) ‘have
ensured that social values more often than not trump formal objectives,
including enforcement of the IP regime’ (Suttmeier and Yao, 2011).
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China’s innovation policy is now documented in a 15-year Medium- to
Long-Term Plan for Scientific and Technological Development (MLP)
that sets objectives for IP creation and commercialisation for the year 2020
in areas such as patents and technical standards. Further emphasis on the
importance of IP for the goals of the MLP came with the announcement
of the National Intellectual Property Strategy in 2008 and, more recently,
the National Patent Development Strategy (2011-20) in November 2010
(Suttmeier and Yao, 2011). A core component of the MLP is an:

R&D programme built around sixteen ‘megaprojects’ intended to accelerate
the catch-up process by introducing advanced technologies from abroad and
developing focused R&D programmes to assimilate and improve on these
technologies, thereby producing indigenously developed IP and technical
standards. China has implemented a series of industrial policies to reinforce the
objectives of the MLP . . . [and] has launched national strategies to support the
MLP, including education and human resource development. (Suttmeier and
Yao, 2011)

Suttmeier and Yao, (2011) have concluded that:

while it is fair to continue to characterize China as a Communist-controlled
developmental state, one should recognize that the role of the state is becom-
ing increasingly contested by Chinese and foreign stakeholders in China’s
technological development, and the interactions of state initiatives and market
forces involving non-state actors are producing a complex, sui generis politi-
cal economy that defies easy categorization . .. Thus, in considering whether
China’s IP transition is moving toward harmonization with the international
system or diverging from it, the evidence is mixed.

4.4.4 The Future Path of China and Chinese Multinationals

The 12th Five-Year Plan

The National People’s Congress approved the 12th Five-Year Plan in
March 2011. It emphasises higher quality, more inclusive growth and
sets some important goals: (1) developing Western China; (2) energy
efficiency and environmental protection; (3) reducing reliance on exports
and increasing domestic consumption; (4) improving citizens’ lives; and (5)
developing seven priority industries: (a) new energy; (b) energy conserva-
tion and environmental protection; (c) biotechnology; (d) new materials;
(e) new IT; (f) high-end equipment manufacturing; and (g) clean energy
vehicles.

The new Five-Year Plan has significant implications for the MLP as it
seeks to develop ‘emerging strategic industries’, some of which are intended
to attain positions of global scientific and technological leadership. The
Plan commits to producing more knowledge-intensive development and to
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creating IP and standards in China, along with an expanded community
of stakeholders in a strong IP regime. The strategic industries programme
calls special attention to the importance of intellectual property rights
(IPR) in stimulating ‘patent alliances’ among enterprises and in facilitat-
ing the transfer of IP from universities and research institutions to indus-
try. The new policy commitments of the Plan are calculated to produce
an increasingly IP-intensive pattern of industrial development in China
(Suttmeier and Yao, 2011).

The new Plan’s national strategic goals will require continued insti-
tutional development to address the two major weaknesses of Chinese
companies in both domestic and international markets: technology and
management. Chinese firms will have to develop processes for the flow
of knowledge from headquarters to subsidiary and vice versa. Organising
knowledge processes in the multinational corporation is a subject under-
going intense scrutiny, even in more mature, developed-country firms.
While it is common to address MNC organisation in knowledge terms,
current research reflects a lack of adequate understanding of many
of the causal mechanisms and contextual factors in relations between
knowledge processes and organisational factors (Foss and Pedersen,
2004). Among the issues Chinese multinationals will have to address are:
(1) knowledge flows, subsidiary power and rent-seeking within MNCs
(Mudambi and Navarra, 2004); (2) processes of knowledge transfer
in international strategic alliances (Simonin, 2004); (3) how relational
embeddedness between a foreign parent and international joint venture
managers influences transfer of tacit and explicit knowledge (Dhanaraj
et al., 2004); and (4) the impact of headquarters control mechanisms on
managing knowledge transfer in MNCs (Bjorkman et al., 2004). These
issues will challenge institutional processes of many Chinese firms in view
of their current organisational capabilities, property rights and corporate
culture (Wang, 2009).

The rise of civil organisations in China

Frazier (2010) has pointed out that ‘the coherence of China’s economic
goals and the coordination needed to achieve them are eroding as
multiple competing interests within the Chinese polity emerge to pursue
and protect power and resources’. This situation constitutes a major
source of tension for Chinese institutions, suggesting that increased
scrutiny be given to associations and their relationship to the Chinese
State. ‘Under Mao or even during the early years of Deng Xiaoping’s
rule, few associations existed beyond the so-called mass organisations
that are officially extensions of the Party-state’ (Unger, 2008). Since
then:
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China has witnessed a veritable explosion in the number of associations at both
national and local levels . .. ranging from charities to scientific associations,
trade and business associations, cultural groups, professional societies, youth
groups, environmental associations, women’s advocacy groups — the types that
have emerged are too lengthy to list in full. (Unger 2008)

The government has referred to these new associations as ‘bridges’
between the state and China’s various social and economic constituencies
(Unger, 2008).

Whether they function as bridges, and if so, the types of functions they
fulfil and for whose interests, has been the subject of considerable study:

By the mid-1990s a debate was developing between those who believed that
Chinese associations should be studied in terms of civil society [the capacity
of an organized society to create a zone that stands apart from the state and
that serves potentially as a bulwark against expansions of state power] and
those whose investigations instead led them to believe that almost all asso-
ciational life in China was state corporatist in nature ... Under one variant
of corporatism — state corporatism — the state dominates the associations and
sometimes even plays a major role in establishing them. (Unger 2008)

The debate continues. As Scott Kennedy (2008) has suggested:

The mixed success of associations in coordinating their members’ activities sug-
gests that no one label — civil society, corporatism, or any other — adequately
reflects the nature of government-business relations in China . . . The existence
of rival norms and interests in China and different levels of influence over
public policy ensures the continuation of a complex struggle to define China’s
economic system and the role of associations in it.

What is clear is that China’s political economy is in a state of flux and
government participants are not the only players in the policy process
(Kennedy, 2008).

4.5 CONCLUSION

We suggested several years ago that Chinese multinationals’ OFDI was
motivated by both economic and non-economic objectives, but that as
China’s economic reforms deepened, the relationship between govern-
ment institutions and SOE behaviour shifted, with market forces playing
an ever-increasing role (Yang and Stoltenberg, 2008). The question now
is the extent to which the financial crisis may have impacted upon this
dynamic. This, in turn, requires an examination of how both domestic and
international institutions were affected by the crisis, and the role they play
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in Chinese OFDI. While the financial crisis reduced the volume of global
trade and foreign investment growth for a time, the emerging economies,
exemplified by the BRICS (Brazil, Russia, India, China, South Africa)
countries, have been quicker to recover and are now in the somewhat
unaccustomed role of driving global economic growth through not only
strengthening of domestic industries, but also by global expansion of
Chinese firms. This represents a major change in the dynamic by which
in recent times it has fallen to developed economies, and especially their
consumers, to lead the global economy out of recession. While we now
know that the emerging markets have not become decoupled from the
global economy to the extent some had suggested (Bollen, 2008), they have
become stronger players in the game.

In terms of China’s post-crisis domestic institutional evolution, the
government’s movement of resources into SOEs increased their role in the
economy generally, at the same time that economic stimulus focused on
enhancing infrastructure development to increase China’s competitive-
ness. This investment will assist all Chinese enterprises, not just the SOEs,
in their striving for global competitiveness. Along with physical infrastruc-
ture, the other great need Chinese multinationals have is enhanced levels of
knowledge as they move up the ladder from more basic manufacturing to
higher technology production and services; that is, value chain migration.
The emphasis of the 12th Five-Year plan on reducing reliance on exports,
increasing domestic consumption and developing seven priority sectors
points in the direction of greater focus on more knowledge-intensive devel-
opment. Both IP policy and the rise of non-government associations have
created a more complex interaction between state initiatives and market
forces involving both SOEs and non-state actors. The knowledge focus of
China’s development plan puts a premium on the OFDI being undertaken
by the country’s multinationals. When assets of foreign firms are available
at depressed prices resulting from the crisis, the opportunity to acquire
them, along with the explicit and tacit knowledge embedded in them, is
fully consistent with both firm and larger national goals.

When it comes to international institutional impact, one must first
recognise the tension in times of global financial stress between national
interest and appeal to international institutions to tackle problems that
are global in nature. The increased profile of the G-20 (and China’s role in
it) in the wake of the financial crisis reflects the need for more harmonised
responses to problems affecting all counties in a more interconnected
world. At the same time, national political leaders have to balance what
they know might be globally desirable and possibly in their countries’
interest over the longer term with the very immediate and direct demands
of their constituents, without whose support they may well be turned
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out of office. China has been able to straddle these competing demands
and opportunities since the crisis by simultaneously raising its profile
in international institutions and pursuing market-driven, China-centred
regionalism in that part of the world being looked to for driving global
economic growth.

The post-crisis growth of global regulatory governance ‘has posed sharp
challenges to traditional international law, to standard approaches to the
law of international organisations, and to some elements of national legal
systems that struggle to grapple with external sources of regulations and
regulatory decision making’ (Kingsbury, 2012). Given China’s experience
with its own reforms and Chinese firms’ responses to evolving institutional
change, they have become adept at seeing their way through thickets of
conflicting signals. China’s national goal of enhancing competitiveness via
knowledge acquisition and development seems a good fit for the OFDI
initiatives and strategies its multinationals are now undertaking.

We expect that the future landscape for China and Chinese firms will
be far from dull and unimaginative. While the role of the state will by no
means recede and Chinese multinationals will become ever more active
and visible on the global scene, other actors, such as civil organisations
and associations, will inject new energy and visibility into the landscape.
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5. The EU and the member states:
Germany and supranationalism in
times of financial crisis

Jiirgen Brohmer

5.1 INTRODUCTION

The European sovereign debt crisis is bringing to the fore imminent ques-
tions on constitutionalism and democracy and the ability of international
and, in this case, supranational institutions to deal with a crisis with poten-
tially major repercussions on the national and international level. The debt
crisis highlights once again what the global financial crises had already dem-
onstrated, that is, that the management of international affairs, especially
international economic affairs, has long left the realm of the nation state.
The nations are still major players, but institutions such as the European
Union (EU), the G-20, the International Monetary Fund (IMF) or inter-
governmental specialised instruments such as the ESM (European Stability
Mechanism) in the future and currently the EFSF (European Financial
Stability Facility) have entered the playing field. Recently unimaginable
amounts of money have been committed and guaranteed. Wide-ranging
policy decisions of whole countries are heavily influenced by outside forces.

The executive branches of government are at the core of all this decision-
making. National parliamentary oversight is severely hampered by time
and information constraints and supranational parliamentary control is
also largely absent. In contrast to the international executive manage-
ment of such crises stand largely domestic, national systems of democratic
accountability. The German Constitutional Court has tried to define the
role of the democratic principle in this context in a number of decisions
dealing with the sovereign debt crisis and Germany’s participation in
attempts to control this crisis.

Three decisions of the Court stand out in this respect. The general
framework was developed by the Court in its decision on the constitu-
tionality of the Lisbon Treaty,! where the Court included decisions with
major budgetary ramifications as part of the canon of matters where the
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German Parliament must retain the final word as part of maintaining
constitutional identity.?

The second and third decisions specifically deal with the constitutional-
ity of concrete steps taken by Germany in the context of measures taken
by member states of the EU and especially those that are part of the
euro as a common currency (‘the Euro-Group’) to support Greece in the
sovereign debt crisis in the light of the conditions and requirements set
by the Court for the democratic legitimisation of these measures in the
Lisbon decision.? The third decision applies these principles to the very
concrete question of whether and to what degree the German Parliament
can delegate such decisions to a nine-member subcommittee of the Budget
Committee in cases of urgency, and whether secrecy is required.*

The problem is, of course, not just a German problem. It is a general one
and can be abstractly described as an inherent conflict between democracy
and democratic legitimisation on the one hand, and the growing need
for international cooperation and decision-making on the other hand.
Protests in the past decade or so concerning primarily international
trade and finance on the occasion of World Trade Organization (WTO)
meetings, summits and various economic forums and movements such
as ATTAC (the Association for the Taxation of Financial Transactions
and Aid to Citizens) or the more recent Occupy Wall Street movement
are largely driven by concerns about important decisions being reached
without any democratic legitimisation by anonymous organisations and
faceless men and women accountable to no one. In July 2011, Vaclav
Klaus, the President of the Czech Republic, wrote in the Australian and
summarised the problem quite clearly:

The accelerating move towards global governance and even more dramatically
towards European governance is weakening the traditional pillar of democracy,
the nation state . . . The solution to the pressing problems of our era doesn’t lie
in creating new governmental and supranational agencies. It is also not about
the technicalities of these solutions. It is about democracy, and democracy
needs demos: citizens and citizenship. Without them democracy cannot be
constituted. We can’t have democracy at the level of the EU, with 27 different
nation-states. Similarly, there can’t be democracy at the level of the world. It is
possible to have an efficient intergovernmentalism but not a democratic world-
wide supranationalism. Recent attempts to start organising global governance
on the basis of organisations such as G-20 are unacceptable. (Klaus, 2011)

5.2 BACKGROUND

The European sovereign debt crisis has been, is and will continue to be on
the top of the agenda of European policy-makers for some time to come.
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The measures that have been taken were at times forced by market reac-
tions and have the markings of emergency responses. They are complex
and even experts find them difficult to understand. The issue here is not
to give a detailed account of the reaction of the European Union and its
member states to the sovereign debt crisis. The scope of the problem at
issue here can be demonstrated by looking at the main instruments now in
place, which are designed to become effective as soon as possible.

5.2.1 EFSF - The European Financial Stability Facility

The EFSF is a private company incorporated in Luxembourg under
Luxembourg law on 9 May 2010 and is owned by those member states
of the EU which have introduced the euro as their common currency.’
The objective of the EFSF is to safeguard financial stability in Europe by
providing — or preventively being able to provide — financial assistance to
member states of the euro area. To this end the EFSF can use a number
of instruments, especially conditional loans to countries in financial dif-
ficulties. To fund these loans and other instruments the EFSF can issue
bonds or other debt instruments on the capital markets. The activities of
the EFSF are backed by guarantees by its owner states. The total volume
of guarantees by the euro area states currently amount to €780 billion,
equivalent to just under AUSSI trillion.® The share per contributing state
as of October 2011 is relative to the economic weight of the respective state
and its ability to contribute. For Germany the contribution key is set at
29.07 per cent which amounts to just over €211 billion. The EFSF is part
of a wider safety net to preserve financial stability within Europe. The EU
has its own European Financial Stabilisation Mechanism (EFSM), which
allows the Commission to borrow up to €60 billion from financial markets
under an implicit guarantee of the EU’s budget.”

A further important factor is the International Monetary Fund (IMF),
which has provided just under €80 billion in loans in conjunction with the
EFSF.8 The IMF’s resources are provided by its member states in the form
of quotas and special drawing rights which means that the IMF’s activities
are partially underwritten by Germany as one member state, but also by
all the other 187 member states of the IMF.?

5.2.2 European Stability Mechanism

The EFSF started out as an emergency undertaking to stabilise Greece,
Portugal and Ireland in the wake of the debt crisis. However, the unfold-
ing of the crisis, especially the risk of what is being referred to as the
danger of ‘contagion’, has led to the creation of a permanent financial
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safety institution, the European Stability Mechanism (ESM). As such the
ESM will not raise any additional funding or provide additional guar-
antees. Rather it will take over from the EFSF its task of acting with a
stabilising effect in the capital markets to secure EU member states from
financial instability.!0 The ESM is to be something like the International
Monetary Fund for Europe.

In order to achieve this, the Treaty on the Functioning of the European
Union (TFEU) had to be amended. The new Article 136 TFEU provides:

The Member States whose currency is the euro may establish a stability
mechanism to be activated if indispensable to safeguard the stability of the euro
area as a whole. The granting of any required financial assistance under the
mechanism will be made subject to strict conditionality.

The separate treaty establishing the European Stability Mechanism was
signed on 11 July 2011 but was quickly amended and the new version was
signed on 2 February 2012.11 Tt was originally envisaged that the ratifica-
tion processes in the member states would be finished in time for an entry
into force on 1 July 2013.12 As a result of the European Council meeting
in December 2011, member states agreed to speed up this process for the
ESM to be operational mid-year 2012. To this end the threshold for the
coming into effect of the ESM Treaty was lowered from ratification in
countries whose aggregate signed capital amounted to 95 per cent, to an
aggregate capital of 90 per cent.

According to Article 8 of the ESM Treaty the ESM will have an author-
ised capital stock of €700 billion with an initial maximum lending capacity
of €500 billion. At the March 2012 European Council meeting the member
states agreed to review these numbers within one month.!3

5.3 (NATIONAL) DEMOCRACY AS ONE IDENTITY
PILLAR OF GERMAN CONSTITUTIONALISM:
THE CONSTITUTIONAL COURT’S LISBON
DECISION

The German Constitutional Court has closely monitored the involvement
of Germany in the European integration process from the very beginning.
The German Constitution prominently warrants in its preamble!4 and
more importantly in Article 2315 that Germany play an active and positive
role in this process. However, participation in this process is not the only
fundamental objective of the German Constitution. Another one is the
principle of democracy.!® The Court has consistently deduced from Article
38 of the Basic Law!7 that this provision not only guarantees free elections
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but also that the body to be elected, the Federal Parliament, has something
of significance left to decide and does not deteriorate to a meaningless
assembly of powerless deputies. In its judgment on the constitutionality of
the Treaty of Lisbon,!8 the Court formulated:

[246] The election of the Members of the German Bundestag by the people
fulfils its central role in the system of the federal and supranational intertwining
of power only if the German Bundestag, which represents the people, and the
Federal Government sustained by it, retain a formative influence on the politi-
cal development in Germany. This is the case if the German Bundestag retains
its own responsibilities and competences of substantial political importance or
if the Federal Government, which is answerable to it politically, is in a position
to exert a decisive influence on European decision-making procedures.!?

For this purpose the Court attempted to define what is part of German
constitutional identity and confirmed that it will safeguard this identity
core and that this core cannot — without principal constitutional reform —
be sacrificed to further steps of European integration:

[240] Furthermore, the Federal Constitutional Court reviews whether the
inviolable core content of the constitutional identity of the Basic Law pursuant
to Article 23.1 third sentence in conjunction with Article 79.3 of the Basic Law
is respected . . . The exercise of this review power, which is rooted in constitu-
tional law, follows the principle of the Basic Law’s openness towards European
Law (Europarechtsfreundlichkeit), and it therefore also does not contradict
the principle of sincere cooperation (Article 4.3 Lisbon TEU); otherwise, with
progressing integration, the fundamental political and constitutional structures
of sovereign Member States, which are recognised by Article 4.2 first sentence
Lisbon TEU, cannot be safeguarded in any other way. In this respect, the guar-
antee of national constitutional identity under constitutional and under Union
law go hand in hand in the European legal area.20

The various areas to which the Court afforded special significance in this
respect were described as follows:

[249] European unification on the basis of a treaty union of sovereign states
may, however, not be achieved in such a way that not sufficient space is left
to the Member States for the political formation of the economic, cultural
and social living conditions . . . Essential areas of democratic formative action
comprise, inter alia, citizenship, the civil and the military monopoly on the use
of force, revenue and expenditure including external financing and all elements
of encroachment that are decisive for the realisation of fundamental rights,
above all in major encroachments on fundamental rights such as deprivation
of liberty in the administration of criminal law or placement in an institution.
These important areas also include cultural issues such as the disposition of
language, the shaping of circumstances concerning the family and education,
the ordering of the freedom of opinion, press and of association and the dealing
with the profession of faith or ideology.2!
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The Court thus regards as one essential area of democratic formative
action ‘revenue and expenditure including external financing’.

5.4 THE CONSTITUTIONAL COURT’S DECISION
REGARDING THE CONSTITUTIONALITY OF
THE MEASURES TAKEN WITH REGARD TO
GREECE

The Greek crisis gave the Constitutional Court an opportunity to
explain further the meaning of its constitutional identity doctrine and
its ramifications for the budget process respectively for financial meas-
ures undertaken by the government with potentially huge budgetary
consequences.?

The decision also amply illustrates a new quality of globalisation if one
is willing to speculate about the potential consequences that a negative
verdict stipulating the unconstitutionality of the German participation in
the Greek and euro rescue measures might have had. Speculation though
it is, it is not implausible that such a negative decision could have caused
major turmoil in the financial markets with grave consequences around
the globe. It is very possible that the decision by this German court ren-
dered on that Wednesday in Karlsruhe could have had a profound impact
on the superannuation balances of millions of Australians.

5.5 THE COURT’S JURISDICTION

The Court’s decision illustrates another aspect of the German legal system
relevant in this context: that is, the rather strict definition of the jurisdic-
tion of the various courts in general and the German Constitutional Court
in particular. The Court again upheld its view that the constitutional com-
plaint procedure, by which the citizens have access to the Constitutional
Court for review of government action infringing on their fundamental
rights as protected in the Basic Law’s, catalogue and similar rights such
as the voting rights contained in Article 38 of the Basic Law, must be
available as a last resort of judicial review.

The key to the constitutional complaint procedure is the Court’s
consistently broad interpretation of Article 38 of the Basic Law as reaf-
firmed by its Lisbon decision and again expressly confirmed in this deci-
sion concerning the Greek measures. Financial aid packages do not as
such impact on individual rights, and the mere fact that some day there
might be repercussions in the form of increased state debt, higher taxes
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or inflation would otherwise not be sufficient grounds for individuals
to challenge such government action. In the Greek measures case the
Court specifically justified its broad approach with the need for judicial
review in favour of the fundamental democratic principle. By linking
the principle of democracy to human dignity,?3 the ultra-fundamental
clause of the German Basic Law (Article 1),2* a norm which appears to
increasingly evolve into a trans-legal quasi-religious sphere, the Court
reaffirmed its own safeguarding role. The citizen is enlisted as the Basic
Law’s foot soldier defending democracy in general and the rights of the
Parliament in particular, which the Parliament itself, notwithstanding
its and its members’ privileged access to the Constitutional Court, is
unwilling to assert because of broad majorities backing the governmen-
tal action.

Another special feature of the Basic Law is that it contains absolute
limits as to its own amendment. Article 79.3 of the Basic Law makes
it legally impossible to amend the Basic Law with regard to the core
contents of the state fundamental principles set out in Articles 1 and 20:
human dignity, republican structure, rule of law, federal organisation,
a social or welfare state, and democracy.?> Amendment affecting these
principles is possible, for example a change of the electoral system from
a proportional to a majority system, but not when that change goes to
the core of the principle, with the Constitutional Court defining where
the periphery ends and the core begins. Reference to Article 79.3 and
its absolute limits is also made in Article 23.12¢ which deals specifically
with the scope of Germany’s participation in the project of European
integration; and such participation of Germany in the European Union
and hence the structure of the European Union itself must adhere to these
core principles if Germany is to continue to be a part of this Union. It is
interesting to note that the Court felt compelled to explain that the appli-
cation of Article 79.3 of the Basic Law is not restricted to a coup d’état
and the overthrow of the democratically elected government, but rather
sets in much earlier.?’

Whereas one should carefully resist the danger of over interpreting
such dicta, the fact remains that by choice of language what is at issue
in the case is being looked upon in a suggestive context of a perceived
danger of the usurpation of powers by some extra-national entity. In the
final analysis the Court — unsurprisingly — came to the conclusion that all
is in constitutional order. But it confirms a tendency of the Court, much
more visible in its Lisbon judgment, to speak of European integration
as a constitutional risk and threat that needs to be contained, before
concluding its risk assessment with a verdict that the dangers are still
manageable.8
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5.5.1 The Court’s Decision on the Merits

The Court’s decision on the merits is interesting in its general approach. It
appears to be raising the bar by emphasising the role and autonomy of the
national parliament in matters with significant budget implications, and
thus strengthens the Parliament’s procedural involvement in these matters
and its role vis-a-vis the executive branch. At the same time the Court
acknowledges the wide margins of appreciation in the risk assessment of
such rescue measures and in the assessment of to what degree they actually
influence the domestic budget autonomy.

The Court commences by formulating high standards for parliamentary
participation — at least that is what the language used wants to commu-
nicate. Parliamentary responsibility for the budget prohibits the current
and subsequent parliaments from taking decisions that would make it
impossible for this or subsequent parliaments to exercise the budget right
autonomously.?’ This budget autonomy must be secured even within
systems of ‘intergovernmental governing’,3® and would be violated if
the determination of the extent and the type and scope of taxation and
other levies on the citizens were ‘supranationalised’ and no longer to be
decided by the Bundestag.3! Never mind that the supranationalisation of
taxation decisions was not at issue in the case. The Court uses this fictive
constellation merely as an example.

The more interesting question — to what extent decisions today will
invariably have consequences on decisions tomorrow — is only indirectly
touched upon by the Court. This question points far beyond the concrete
debt crisis. Germany too has amassed too much public debt3? and debt
servicing has been and is the second-largest item of the federal budget
after ‘work and welfare’, expenditures but ahead of defence.’? The tem-
poral aspect of democracy raises the question to what degree today’s
decision makers are legitimised to make decisions that cannot be undone
by future legislators who will have to bear the consequences of these deci-
sions.3* Environmental decision-making (or avoiding such decisions) is
one example and it is no coincidence that the concept of sustainability
which tries to capture this temporal problem figures most prominently
in this field. However, the problem arises in regard to any longer-term
policy-making where certain choices narrow the decision-making scope
of future legislators. Amassing structural financial deficits that will have
to be serviced by future generations of taxpayers is a very illustrative
example because depending on how and why such debts were incurred will
determine to what degree future generations will not only bear the burdens
of the debt but also enjoy the benefits created.?® In both cases, however,
the fact remains that those affected by the decisions had no input into
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the making of those decisions and that is inherently true in the context
of this — and other — financial crises.3® There is of course no blanket solu-
tion. Whereas one must have recurring elections in a democracy, limiting
the decision-making to activities the consequences of which could be
contained to the term of one parliament is not only impossible but also
logically not maintainable, because even inaction will have effects into
the future and that is true for budgets as well. Not incurring debts can
determine the future as much as incurring debts.

Fiscal sustainability is the only qualitative measurement that
could address this problem and without using the term as such, the
Constitutional Court took recourse to sustainability criteria when assess-
ing the constitutionality of Germany’s participation in the rescue meas-
ures. The Court emphasised that it could only address evident violations
of the democratic rights of the Bundestag and that the Bundestag enjoys
a large margin of appreciation in the assessment of the risk of the guar-
antees taken on by Germany actually materialising and becoming real
liabilities.?” The Court expressly states that it is ‘questionable’ whether
the Constitution and the principle of democracy provide a justiciable
limit for the possible extent of such guarantees.3® The Court assessed the
overall risk if all guarantees became liabilities at about €170 billion and
stated that it is irrelevant that the potential risk of the rescue measures
exceeds the largest single item of the federal budget (which it does) or
even exceeds half of the total budget (which it also does)?® because the
Constitution contains no such formal limits. Thus the government’s
assertions that in a worst-case scenario these liabilities could be dealt with
by tax increases, spending cuts and longer-term debt instruments was
regarded as sufficient to pass the constitutional threshold.*0

When the substantive law cannot provide sufficient answers, procedural
rules are what is left. Given the inherent difficulties with determining
whether rescue measures will be effective and what further measures might
be required in the future, and given the inherent difficulties in assessing
what the price of not acting would be, insisting on the decisive procedural
involvement of the Bundestag in the decision-making process as far as
Germany is concerned, must be regarded as the cornerstone of the Court’s
approach. Core decisions must be legitimised by direct involvement of the
Parliament — one is inclined to speak of leveraged democratic legitimisa-
tion. The notion that Parliament must take all fundamental decisions is
not new at all and has dominated the discourse in the context of the rule
of law and fundamental rights protection from the beginning of the Basic
Law in 1949.
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5.5.2 The Parliament’s Role and Responsibilities: What Does It Mean in
Practice?

Background

About five months after laying the general groundwork for Germany’s
participation in such rescue efforts, the meaning of the democratic prin-
ciple in general and the participation and principal responsibility of the
Parliament (Bundestag) in this process, the Constitutional Court had an
opportunity to specify how these obligations must be discharged by the
Parliament. The dispute arose because the — amended — German statu-
tory implementation of the rescue measures*! provided in Section 3.3 that
in cases of urgency the participation rights of the Bundestag were to be
exercised by a special subcommittee of the budget committee comprising
of the minimum number of members necessary to proportionally represent
each political ‘fraction’.#> The members of this ‘Committee of Nine’ had
been unanimously elected by the Bundestag in plenary on 26 October
2011. This notwithstanding, two representatives instituted an ‘organ
dispute’®? to challenge the constitutionality of the delegation of such far-
reaching powers from the 620 deputies of the plenary to a nine-member
subcommittee of the Budget Committee (41 members).

The court’s decision

The Court decided that the broad empowerment of the ‘Committee of
Nine’ was unconstitutional and violated Article 38 of the Basic Law.*
As a matter of principle, the participation rights of the Parliament must
be exercised by the Bundestag as a whole. Exceptions to this principle
— that is, delegation to committees and subcommittees — are only pos-
sible if necessitated by a requirement to defend other constitutionally
recognised interests and on the basis of a strict application of the principle
of proportionality.#> For the Court this follows from the democratic
principle and its concrete manifestations in the context of the budget,
the determination of which is a core function of Parliament. The Court
also referred to the specific requirement of the Basic Law that the giving
of guarantees requires statutory authority.*® The Court weighed this
against the established practice that the Bundestag conducts much of
its work through committees.#’” The Bundestag’s procedure is part of
its procedural autonomy and governed by Rules of Procedure passed
by each newly constituted Bundestag in statutory form.*® Generally
these committees prepare decisions of the plenary, for example as part
of the legislative procedure, when after assignment of a bill to one or
more committees in the first reading, the bill undergoes fine tuning or
even major overhaul in the assigned committees in preparation for the
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second reading.# In some cases the Basic Law contains specific language
empowering certain committees with decision-making power.>® In the
absence of similar special constitutional exceptions, such delegation of the
plenary’s decision-making power is only possible if it can be justified by
overarching mandatory requirements representing legal interests that are
constitutionally protected just like the status of the individual representa-
tive and the institution of the Bundestag as a whole, and that its rights are
protected and under strict observance of the principle of proportionality.
The ability of Parliament to function effectively is one such interest.>!
The need for confidentiality is another possible reason and the Court
had no problem accepting that confidentiality could be required for some
forms of intervention on the capital markets, namely in the secondary
bond market. But even for this case the Court demanded the subsequent
informing of and explanation to the plenary for the action authorised by
the small subcommittee.>?

In summary, while the Court had issues with the concrete procedure and
the broadness of the powers of the ‘Committee of Nine’, it did not deny the
Bundestag the possibility to maintain such a procedure if the rights of the
plenary and thus the vast majority of individual members are adequately
protected.

5.6 NATIONAL DEMOCRACY IN A GLOBALISED
WORLD

The German Constitutional Court’s approach in European matters has
consistently been one strongly emphasising the role of the domestic
Parliament as the prime institution when it comes to democratic legiti-
misation. Former US House of Representatives Speaker Thomas ‘Tip’
O’Neill’s famous phrase that ‘all politics is local’ has been adapted by the
German Constitutional Court to read: ‘almost all democracy is national’.
Whereas there can be no doubt that the proximity between those govern-
ing and those governed, spatial and otherwise, cannot be underestimated
as one important parameter for the functioning of democratic governance,
it begs the question how that proximity can be maintained in today’s
world. Or, to formulate the question differently, is the mandated demo-
cratic proximity merely a formal criterion that can be ticked off if only
some form of constituent authority is given by the national Parliament or
is it a more substantive principle that requires choice, that is, a realistic
possibility of the Parliament choosing between two alternative options?
Did the Bundestag really have a choice in the matter or were the deci-
sions reached ‘without alternative’ as was so often stipulated, because any



The EU and the member states 105

negative decision would have created havoc on the financial markets? The
question has an international and a domestic aspect.

5.6.1 International Perspective: Trail Smelter and Financial Meltdown

Internationally the question gets an additional twist if one assumes that a
negative decision could have caused significant financial damage in other
countries. In the famous Trail Smelter arbitration,? a case which is widely
held to be one of the foundation statements of international environmen-
tal law, the Tribunal held that:

no state has the right to use or permit the use of its territory in such a manner
as to cause injury by fumes in or to the territory of another or to the property
or persons therein, when the case is of serious consequence and the injury is
established by clear and convincing evidence.>*

The International Court of Justice confirmed the underlying idea in its
decision on the Corfu Channel case, holding that every state has an obliga-
tion ‘not to allow knowingly its territory to be used for acts contrary to the
rights of other States’.>

It is an interesting question to what degree this now accepted principle
of state responsibility in environmental law could be transferred to the
behaviour of states in areas other than the environment when that activ-
ity has direct negative effects on other states.’® To put the question more
concretely, could Germany decide against a rescue package if that nega-
tive decision were to lead to significant turmoil on the financial markets
and cause major harm, for example to the superannuation balances of
Australians, to the welfare of ordinary Greek citizens or to the pensions of
Portuguese retirees?

According to the criteria established in Trail Smelter the answer to
the question could rest on whether the consequences of rejecting the
rescue package were sufficiently serious and whether a clear causative
nexus between the rejection of the rescue package and the effects on the
financial markets and the subsequent consequences in other states could
be established. And even if that could be established one would still have
to address the question of any contributory factors for which the affected
states would have to take responsibility. Evidently, reckless budgetary
behaviour is the root cause of the problem. That said, the reckless behav-
iour of one person does not per se negate another’s obligation to engage in
reasonable rescue measures when the damage is done.

However, Trail Smelter implicitly recognises that the damages caused
and the price to be paid for avoiding the damages are reasonably similar in
quality and quantity. If the cessation or adaption of the smelter operation
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in Canada could have been considered to cost lives in Canada, the people
in the state of Washington might have had to bear the fumes. Conversely,
if Germany’s participation could be said to cause similar financial
damage, or respective risks, to Germany as its non-participation in the
rescue efforts could cause elsewhere, one would have to conclude for that
reason alone, that any international liability is out of the question.

To argue in this way implies that there is at least a possibility for interna-
tional liability under the Trail Smelter principles with regard to a country’s
economic and financial policy, even if the concrete factual situation might
preclude the liability. That alone would be a far-reaching conclusion. The
property based principle of sic utere tuo ut alienum non laedas® would in
effect be adapted in international law and the present context to prohibit
the use of a state’s sovereign budget rights in such a way as to inflict
serious harm on another state’s capability to fulfil its sovereign functions.

Here is not the place to conclusively answer the question of the applica-
bility of Trail Smelter in the context of financial rescue packages. Clearly
the factual assessment, if nothing else, would make application of these
principles and the argument for liability rather difficult. But in a finan-
cially globalised world this is a question the international legal community
must engage with.

5.6.2 The Rights of the Bundestag from a Domestic Perspective

Strictly from a domestic and legal perspective the Bundestag could of
course have voted no to the rescue package.”® The fact that this might
have had negative effects for Germany as well does not reduce the discre-
tion of the Parliament. Risk assessment is the very nature of the job in any
decision-making of the Parliament and the notion of democratic decision-
making rests on the recognition that we do not know what exactly the
consequences of various alternative decisions are, and which are better or
worse. We may all have our own opinion but we do not have the knowl-
edge. Regardless of the controversy around the benefits or harm of the
rescue measures for Greece, it appears to be a still plausible risk assess-
ment that the potential cost for Germany outweighs the potential risk
of rejection for Germany, at least if one does not operate on the basis of
worst-case scenarios. From a German perspective the question therefore is
little different from the question whether the Lehman Brothers investment
bank should have been bailed out or not, or whether other investment
banks or insurers should have been allowed to go bankrupt.
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5.7 QUESTIONS - BUT NO ANSWERS

As has been shown, everything is in order with the German participation
in the Greek rescue package and the Federal Constitutional Court has
made clear that for this to remain so, the Bundestag must be, and remain,
the decider. One could leave it at that, and perhaps one must leave it at
that for the time being. But it begs the question whether this is an approach
that sets form over substance. Is it not fictitious to assume that ‘national
democracies’ are indeed in a position to master crises like this in an insular
fashion — the German Bundestag for Germany, the United States (US)
Congress for the US and the Commonwealth Parliament for Australia?
If that were so, would not in effect the ‘powerful’ national parliaments
dictate the agenda? For if the German Bundestag or the US Congress says
no in this context of triple-billion commitments, the opinion even of the
Commonwealth Parliament or, as it were, the Greek Parliament might not
be that important any more.

If one were to proceed from the assumption that these matters are really
beyond the scope of the national democracies (and the sovereign state for
that matter), what does this mean for the definition of democracy?® Is the
‘national democracy’ view espoused by the German Constitutional Court
obsolete? And if it is, what should replace the national stream of demo-
cratic legitimisation? When speaking about democratic legitimisation one
also speaks of the acceptability of decisions by those affected. It is not just
a theoretical debate by constitutional scholars — it has tangible effects. A
solution of the sovereign debt crisis can only be achieved if the populations
affected accept the necessary measures. Sacrificing democracy on the altar
of utility because of the difficulties or even the impossibility of reconciling
the globalised reality with national democratic legitimisation is therefore
not an option, because it will precisely remove the utility one might hope
to gain from a disconnected international regime. Elements of this discon-
nect are already visible. Publicly espoused views in Greece about German
dominance and similar views in Germany about being taken advantage of
as the paymaster in essence reflect in part a feeling that important deci-
sions are made not at home but elsewhere.

However, there is no silver bullet to solve this global governance crisis.®°
There is a mix of approaches to minimise the problem but the problem will
persist. Insofar as transnational decision-making is needed, the national
democratic process is weakened. If the reaction to this inherent process is
the nationalisation or renationalisation of political decision-making it will
necessarily result in governance deficits. Hence, and this would have to be
a major element of a solution, a balancing of domestic and transnational
decision-making is required, as trivial as that may sound. The principle
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of subsidiarity will go some way in this respect, albeit it is only able to
allocate political issues to the right level of government and therefore does
not and cannot solve the problem of the democratic legitimisation of those
problems attributed to the higher level. Multilevel forms of democratic
legitimisation are another element.%! In the European Union this would
be afforded by the European Parliament and the national parliaments in
interwoven decision-making processes. However, whereas this solution
has some potential for superstructures like the EU it is equally obvious
that it is already under stress even within the EU’s relatively homogeneous
context, and it is hard to see whether it could be stretched much further
to even larger or more heterogeneous superstructures. The current phe-
nomenon of trying to compensate deficits in democratic legitimisation
by technocratic, expert-based decision-making can only reach as far as
the credibility of the experts extends, and hence not very far. If indeed
the essence of democracy is that we do not know, then the capacity of
legitimisation by expert knowledge is inherently limited.%2

In the economic world it is often said that the free market reaches its
limits if the players become too big to fail. If that is the case, these big
players will inevitably amend their risk management strategies and incor-
porate into these strategies the possibility that governments will come
to the rescue when things go bad in order to protect the system and the
overriding public interest. Conversely one could say that international
governance would also function much better if all states were much
smaller and there were many more of them. Individual states could then
not be perceived as dominating the decision-making process, and mistakes
of individual states such as excessive deficits could not affect other states.
However, in the world of states ‘too small to matter’ is obviously even less
a possible part of a solution than it is in the economic arena as an antidote
for ‘too big to fail’. To some extent we can organise the market in such a
way by effective competition and merger rules. But states cannot be organ-
ised in this way. States are created and organised ethnically, historically,
sociologically, culturally or religiously, to name perhaps the most impor-
tant factors. Optimising governance is not one of those important factors.

NOTES

1. Treaty of Lisbon amending the Treaty on Europ ean Union and the Treaty establishing
the European Community, signed at Lisbon, 13 December 2007, OJ C 306/1 (2007),
http://eur-lex.europa.eu/JOHtml.do?uri=0J:C:2007:306:SOM:EN:HTML (6/4/2012).

2. The decision of the German Constitutional Court of 30 June 2009 was published in
English at the same time it was released in German: BVerfG, 2 BvE 2/08, 30 June 2009,
http://www.bverfg.de/entscheidungen/es20090630_2bve000208en.html (6/4/2012).
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BVerfG, 2 BvR 987/10, 7 September 2011, http://www.bverfg.de/entscheidungen/
rs20110907_2bvr098710.html (6/4/2012); see also press release of 7 August 2011 in
English, http://www.bverfg.de/pressemitteilungen/bvgl1-055en.html (6/4/2012).
BVerfG, 2 BvE 8/11, 28 February 2012, http://www.bverfg.de/entscheidungen/
€s20120228_2bve000811.html (6/4/2012).

See EFSF Framework Agreement, http://www.efsf.europa.eu/attachments/20111019_
efsf_framework_agreement_en.pdf (6/4/2012); Terms of Reference of the Eurogroup
European Financial Stability Facility, 7 June 2010 http://www.consilium.europa.eu/
uedocs/cms_Data/docs/pressdata/en/misc/114977.pdf (6/4/2012); Terms of Reference
Maximising the Capacity of the EFSF, Terms and Conditions — 29 November 2011,
http://www.efsf.europa.eu/attachments/efsf_terms_of_reference_maximising_the_
capacity.pdf (6/4/2012). See also European Financial Stability Facility, ‘About EFSF’,
http://www.efsf.europa.eu/about/index.htm (6/4/2012).

Greece, Portugal and Ireland are so-called ‘stepping-out guarantors’, i.e. they are
unable to contribute to the guarantee pool. The total guarantee commitment is there-
fore reduced to €726 billion, see Annex 1 of the Framework Agreement.

Council Regulation (EU) No 407/2010 of 11 May 2010 establishing a European
Financial Stabilisation Mechanism, OJ L 118/1 (2010), http://eur-lex.europa.eu/
LexUriServ/LexUriServ.do?uri=0J:L:2010:118:0001:0001:EN:PDF (6/4/2012).

See International Monetary Fund, ‘Factsheet: the IMF and Europe’, http://www.imf.
org/external/np/exr/facts/europe.htm (6/4/2012).

See International Monetary Fund, ‘About the IMF’, http://www.imf.org/external/
about.htm (6/4/2012) and International Monetary Fund, IMF members’ quotas and
voting power, and IMF board of governors’, http://www.imf.org/external/np/sec/
memdir/members.aspx (6/4/2012).

In a statement of the Eurogroup of 30 March 2012 the Eurogroup Finance Ministers
declared that they reassessed the adequacy of the overall EFSF/ESM lending ceiling
of €500 billion and came to the conclusion that whereas there would be no nominal
increase the programs already initiated by the EFSF would not be counted towards the
ESM ceiling as was previously planned and hence be added to that €500 billion ceiling
creating an aggregate firewall of approx. €800 billion. For details see http://www.con-
silium.europa.eu/uedocs/cms_data/docs/pressdata/en/ecofin/129381.pdf (6/4/2012).
Text of ESM-Treaty available at http://www.european-council.europa.eu/media/
582311/05-tesm2.en12.pdf (6/4/2012).

See European Council 24/25 March 2011, Conclusion 16, http://www.consilium.
europa.eu/uedocs/cms_data/docs/pressdata/en/ec/120296.pdf (6/4/2012).

The possible financial extent of the problems and the complexity surrounding them
is illustrated by a dispute among leading economists and finance experts on the
significance, if any, of balances in the Trans-European Automated Real-time Gross
Settlement Express Transfer system (Target 2), http://www.ecb.int/paym/t2/html/index.
en.html (6/4/2012), relevant legal documents at http://www.ecb.int/ecb/legal/1003/1349/
html/index.en.html (6/4/2012). As of 29 February 2012, the German Central Bank
(Bundesbank) held Target-2 claims totalling just over €547 billion; http://www.bun-
desbank.de/target2/target2_saldo.en.php (6/4/2012). The ECB indirectly addressed
the criticism and concerns raised especially by German economist Hans-Werner Sinn
with regard to these balances and their growth since 2007 in its October 2011 Monthly
Bulletin, p. 35 et seq., http://www.ecb.int/pub/pdf/mobu/mb201110en.pdf (6/4/2012).
For Sinn’s contributions to the debate see http://www.cesifo-group.de/portal/page/
portal/ifoHome/B-politik/90spezial/Target (6/4/2012). Another leading economist,
Peter Bofinger, largely rejected the concerns raised in the media, see, for example,
Bofinger (n.d.).

The Preamble of the Basic Law states: ‘Conscious of their responsibility before God
and man, Inspired by the determination to promote world peace as an equal partner in
a united Europe, the German people, in the exercise of their constituent power, have
adopted this Basic Law.’
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Article 23.1 of the Basic Law states: ‘(1) With a view to establishing a united Europe,
the Federal Republic of Germany shall participate in the development of the European
Union that is committed to democratic, social and federal principles, to the rule of
law, and to the principle of subsidiarity, and that guarantees a level of protection of
basic rights essentially comparable to that afforded by this Basic Law. To this end the
Federation may transfer sovereign powers by a law with the consent of the Bundesrat.
The establishment of the European Union, as well as changes in its treaty foundations
and comparable regulations that amend or supplement this Basic Law, or make such
amendments or supplements possible, shall be subject to paragraphs (2) and (3) of
Article 79

The so-called fundamental principles of state are contained in Article 20 of the Basic
Law and summarised in Article 20.1: ‘(1) The Federal Republic of Germany is a demo-
cratic and social federal state.’

Article 38.1 of the Basic Law states: ‘(1) Members of the German Bundestag shall be
elected in general, direct, free, equal and secret elections. They shall be representatives
of the whole people, not bound by orders or instructions, and responsible only to their
conscience.’

BVerfG, 2 BvE 2/08, 30 June 2009; several case notes and critical commentaries are
available online in the special edition of the 2009 German Law Journal 10 (8) 1201-1308,
http://www.germanlawjournal.com/pdfs/Fulllssues/Vol_10_No_08.pdf (6/4/2012).

Id (n 188) para. 246.

1d (n 188) para. 240.

Id (n 188) para. 249.

BVerfG, 2 BvR 987/10, 7 September 2011 (decision available in German language
only). A relatively comprehensive press release by the Court in English is available at
http://www.bverfg.de/pressemitteilungen/bvgl 1-055en.html (6/4/2012).

BVerfG, 2 BvR 987/10, 7 September 2011, para. 101.

Atrticle 1.1 of the Basic Law states: ‘(1) Human dignity shall be inviolable. To respect
and protect it shall be the duty of all state authority.’

Atrticle 79.3 of the Basic Law states: ‘(3) Amendments to this Basic Law affecting the
division of the Federation into Ldnder, their participation on principle in the legislative
process, or the principles laid down in Articles 1 and 20 shall be inadmissible.’

See supra n 155 for text of Art. 23.1 of the Basic Law.

BVerfG, 2 BvR 987/10, 7 September 2011, para. 101.

On that tendency see Brohmer (2009); for a selection of other comments on that judg-
ment see supra n 188.

BVerfG, 2 BvR 987/10, 7 September 2011, para. 121 et seq.

Id at para. 124.

Id at para. 126.

For 2010 Eurostat quotes the German debt to GDP ratio at 83.2 per cent (Data
of 8 March 2012), http://epp.eurostat.ec.europa.eu/portal/page/portal/government_
finance_statistics/data/main_tables (6/4/2012).

Germany’s 2012 Federal Budget contains aggregate expenditures of €306.2 billion. The
budget position ‘work and welfare’ is by far the largest with €126.5 billion. Servicing the
federal debt is the second largest item with €38.3 billion followed by defence with €31.9
billion. See http://www.bundesfinanzministerium.de/nn_124500/DE/BMF__Startseite/
Multimedia/Infografiken-Bundeshaushalt/20111206Ausgabenstruktur-BHH-2012.
html?__nnn=true (6/4/2012). About 64 per cent of the debt is federal debt. About 30 per
cent lies with the 16 states and around 6 per cent with the municipalities.

See, for example, Henseler (1983, p. 489) and Glaser (2006). See also Holmes (1988,
p- 195 et seq.). The opening quotation presented there from Rousseau’s Social Contract
(full context at http:/fr.wikisource.org/wiki/Du_contrat_social/Livre_II (6/4/2012), Du
contract social, Chapitre 2.1 Que la souveraineté est inaliénable) that it is absurd
to restrain today’s will by the chains of the future (‘I est absurd que la volonté se
donne des chaines pour I’avenir’) addressed the concept of sovereignty and could only
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indirectly be linked to the problem here at issue but it nonetheless presents an interest-
ing hypothesis in today’s European sovereign debt crisis with regard to the durability
and reliability of the activities promised by the various states to henceforth engage in
fiscal responsibility.

Before the latest reforms of the German Basic Law and the introduction of more deter-
minative constitutional debt control obligations the German Basic Law tried to address
fiscal sustainability by limiting the amount of debt in the federal budget to the amount
of investment spending contained in the budget thus in effect disallowing deficits for
consumptive spending. The old Article 115 of the Basic Law read: ‘(1) The borrowing of
funds and the assumption of surety obligations, guarantees, or other commitments that
may lead to expenditures in future fiscal years shall require authorisation by a federal
law specifying or permitting computation of the amounts involved. Revenue obtained
by borrowing shall not exceed the total of investment expenditures provided for in the
budget; exceptions shall be permissible only to avert a disturbance of the overall eco-
nomic equilibrium. Details shall be regulated by a federal law.” The new Article 115.2 of
the Basic Law abandoned this distinction between investment and consumption spend-
ing in favour of more concrete debt ceilings and an emphasis on the other side of the
Keynesian equation, namely that debt incurred to combat recession must be separately
accounted for and repaid when the economy returns to growth.

Thomas Jefferson’s attempt at a solution may at least in principle not be that far off the
mark, see Letter to James Madison of 6 September 1789, reproduced at http://classic-
liberal.tripod.com/jefferson/mad02.html (6/4/2012): “What is true of every member of
the society, individually, is true of them all collectively; since the rights of the whole can
be no more than the sum of the rights of the individuals. To keep our ideas clear when
applying them to a multitude, let us suppose a whole generation of men to be born on
the same day, to attain mature age on the same day, and to die on the same day, leaving
a succeeding generation in the moment of attaining their mature age, all together. Let
the ripe age be supposed of twenty-one years, and their period of life thirty-four years
more, that being the average term given by the bills of mortality to persons of twenty-
one years of age. Each successive generation would, in this way, come and go of the
stage at a fixed moment, as individuals do now. Then I say, the earth belongs to each
of these generations during its course, fully and in its own right. The second generation
receives it clear of the debts and incumbrances of the first, the third of the second, and
so on. For if the first could charge it with a debt, then the earth would belong to the
dead and not to the living generation. Then, no generation can contract debts greater
than may be paid during the course of its own existence. At twenty-one years of age,
they may bind themselves and their lands for thirty-four years to come; at twenty-two,
for thirty-three; at twenty-three, for thirty-two; and at fifty-four, for one year only;
because these are the terms of life which remain to them at the respective epochs.’
BVerfG, 2 BvR 987/10, 7 September 2011, para 130.

Id at para. 131.

For both of these budget items see supra n 333.

BVerfG, 2 BvR 987/10, 7 September 2011, para. 135.

Article 1 of the Amendment Statute to the Act Concerning the Giving of Guarantees
in the Framework of a European Stabilisation Mechanism of 9 October 2011, BGBI.
I 1992 (2011) [Art. 1 des Gesetzes zur Anderung des Gesetzes zur Ubernahme von
Gewihrleistungen im Rahmen eines européischen Stabilisierungsmechanismus vom
9. Oktober 2011]. The original version of the Act was from 22 May 2010, BGBI. I 627
(2010).

A ‘fraction’ of parliament, to use the literal translation, is an organisational entity of
the Bundestag which is afforded special rights under the Rules and Procedures of the
German Bundestag. According to Section 10 of these rules a ‘fraction’ is a political
group comprising of at least 5 per cent of the representatives of the same or similar
political persuasion so that they do not compete against each other in any state. See
http://www.bundestag.de/dokumente/rechtsgrundlagen/go_btg/index.html (6/4/2012).
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That minimum number came out to nine members for the five political groups currently
organised in the Bundestag, see http://www.bundestag.de/bundestag/ausschuessel7/
a08/a08_sta/mitglieder.html (6/4/2012).

‘Organ disputes’ are institutional disputes between constitutional organs of the
German state, i.e. the Federal President, the Bundestag, the Bundesrat or the Federal
Government. They are also admissible for intra-organ disputes such as this one where
one or more representatives allege a curtailment of their rights as deputies or a curtail-
ment of the right of the whole organ which indirectly affects their rights as well. See
Article 93.1 No. 1 of the Basic Law in conjunction with Sections 13 No. 5, 63-67 Federal
Constitutional Court Act [Bundesverfassunsggerichtsgesetz], http://www.gesetze-im-
internet.de/bverfgg/BJINR002430951.html (6/4/2012).

See supran 177.

BVerfG, 2 BvE 8/11 of 28 February 2012, Headnote 3 and para. 102 et seq., 110 et seq.
Art. 115.1 first sentence, see supra n 355 (text of first sentence has remained unchanged);
BVerfG, 2 BVE 8/11 of 28 February 2012, paras 111-12.

For general information on the Bundestag’s committees see http://www.bundestag.de/
htdocs_e/bundestag/committees/index.html (6/4/2012).

Rules of procedure of the German Bundestag, available in English at https://www.btg-
bestellservice.de/pdf/80060000.pdf (6/4/2012).

For general information see http://www.bundestag.de/htdocs_e/bundestag/function/
legislation/passage.html (6/4/2012).

That is the case in Article 45 of the Basic Law for the Committee on the European
Union which is empowered to exercise the rights of the Bundestag under Article 23 of
the Basic Law vis-a-vis the Government. See also the Petitions Committee under Article
45¢ and the Parliamentary Control Panel under Article 45d which oversees the intel-
ligence activities of the Federal Republic and the Joint Committee under Article 53a of
the Basic Law which will hopefully never convene as it will only operate when a ‘state
of defence’ has been determined, i.e. ‘a determination has been made that the federal
territory is under attack or imminently threatened with such an attack’ (Article 115a of
the Basic Law).

BVerfG, 2 BVE 8/11 of 28 February 2012, para. 141 et seq.

Id at para. 132.

See Miller (2008).

Trail Smelter Arbitration, in: 3 UNRIAA, 1905, p. 1965, http://untreaty.un.org/cod/
riaa/cases/vol_II1/1905-1982.pdf (6/4/2012).

Corfu Channel (UK v Albania) (Merits), 1949 ICJ 4, 21, http://www.icj-cij.org/docket/
files/1/1645.pdf (6/4/2012).

See for example Bratspies and Miller (2006), and the contribution of Hoss and Dupuy
(2006, p. 225 et seq).

See in the context of constitutional law and takings Lunney (1991-92, pp. 1906, 1916)
with reference to the fact that this principle has, albeit domestically, been expanded
from property (do not use your property to inflict harm on another’s property) to rights
as in do not use your rights to inflict harm on another’s rights.

Leaving aside the question to what degree the international and the domestic can even
be separated in this manner. Article 25 of the Basic Law stipulates that ‘[T]he general
rules of international law shall be an integral part of federal law. They shall take
precedence over the laws and directly create rights and duties for the inhabitants of the
federal territory.” The general rules referred to are the rules of customary international
law.

Interestingly R. Domingo’s development of a ‘global human community’ appears to
be largely free of democratic constraints, despite the fact that it operates under the
principle of ‘quod omnes tangit, ab omnibus approbetur’ [what affects everyone must
be approved by everyone], Domingo (2012, pp. 563 et seq., 581).

For an overview on the attempts to redefine governance on the EU level see Shore
(2011, p. 287 et seq.) with further references.
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61. Weber (2010), p. 694 speaks of the democratic deficit of multilayered governance.
62. See the critique by Weiler (2001), at para. 19 et seq.
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6. Corporatisation in Australia: a
Queensland perspective’

Tahnee Booth and Adrian Noon'

6.1 CORPORATISATION OF GOVERNMENT
BUSINESSES IN QUEENSLAND

Why does the government own businesses? Many government-owned
businesses were originally established to overcome perceived shortcom-
ings in the market, for example, to provide strategic infrastructure services
that commercial businesses would not provide, deal with natural monop-
oly situations, support state economic development and achieve a more
socially desirable outcome (Queensland Treasury, 1992, p. 6).

In the early 1990s the Queensland Government commenced a micro-
economic reform process to enhance the efficiency of Queensland’s
industries, particularly government trading activities. There was an
acknowledgement that to achieve the maximum efficiency gains, govern-
ment trading activities needed to be placed as far as possible on a com-
mercial basis in a competitive environment. The government moved to
commercialise its trading enterprises under a policy of corporatisation
(Queensland Treasury, 1990, p. 1).

This policy direction was given further impetus following agreement by
Australian governments on the need for a national competition policy.
With the outcome of the Hilmer review recommending a national compe-
tition policy (Commonwealth of Australia, 1993), implementation of this
policy further pushed structural reform and the compliance of government
businesses with competitive neutrality requirements.

In some cases, the historical policy drivers which resulted in the crea-
tion of these government businesses no longer exist but the competitive
neutrality drivers remain. Now, the government’s goal from ownership
of its existing government-owned corporations (GOCs) is to create value
through a long-term approach, economic and financial efficiency, prof-
itability, development capacity and social responsibility (Queensland
Treasury, 2011, pp. 3-4).

Corporatisation as a structural reform process aims to provide a private
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sector environment and governance regime for all GOCs, so that they
operate, as far as practicable, on a commercial basis and in a competitive
environment. Corporatisation provides for continued public ownership —
it is not a step towards privatisation, although certainly the government
has divested itself of some businesses which will be discussed later. It
allows the state as owner to provide strategic direction through perform-
ance targets and community service obligations (Queensland Treasury,
1992, pp. 5-9).

The objectives of corporatisation as outlined in Section 14 of the
Government Owned Corporations Act 1993 (GOC Act) are to improve
Queensland’s overall economic performance, and the government’s ability
to achieve its social objectives by improving the efficiency and effectiveness
of GOCs; and improving the accountability of GOCs.

The government’s corporatisation framework is characterised by four
key principles as outlined in Section 16 of the GOC Act:

o clear and non-conflicting objectives and specific performance
targets;

e management autonomy, authority and responsibility;

e strict accountability for performance; and

e competitive neutrality with the private sector and any special advan-
tages or disadvantages because of public ownership being removed,
minimised or made apparent.

6.2 OVERVIEW OF THE GOC MODEL

6.2.1 The Corporatisation Spectrum

Historically Queensland’s GOC model consisted of statutory GOCs and
company GOCs, with statutory GOCs providing a staged transition to a
company GOC (Queensland Government, 2006). All GOCs were subject
to the state’s GOC Act and company GOCs were also subject to the
company law.

Following the introduction of the Corporations Act 2001 (Corporations
Act), differences resulted in the governance regime for statutory GOCs
and company GOCs. Following significant legislative change in 2007, all
statutory GOCs converted to company GOCs, subject to the Corporations
Act and its governance regime including independent regulation by the
Australian Securities and Investments Commission.
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6.2.2 Legislative and Policy Framework

In addition to the Corporations Act and the GOC Act, the state’s
GOCs are subject to other specific legislation, for example the Right
to Information Act 2009, the Electricity Act 1994 (energy GOCs) and
Competition and Consumer Act 2010 (Cth) (formerly Trade Practices Act
1974) to name a few.

GOCs also comply with a range of policies which can be GOC-specific
policies such as the Corporate Governance Guidelines for Government
Owned Corporations and the Investment Guidelines for Government
Owned Corporations; or broader public sector policies such as State
Procurement Policy and Local Industry Policy.

6.2.3 GOC Board of Directors

Each GOC has an independent board of directors whose role, as outlined
in Section 88 of the GOC Act, includes:

e responsibility for the GOC’s commercial policy and management;

e ensuring the GOC acts in accordance with its Statement of
Corporate Intent (SCI) and carries out the objectives outlined in
its SCI;

e accounting to shareholders for its performance; and

e ensuring the GOC performs its functions in a proper, effective and
efficient way.

Section 89 of the GOC Act outlines that a GOC’s board is to consist of the
number of directors appointed by the Governor in Council, and Section
90 outlines that public servants and GOC executives cannot be on GOC
boards.

6.2.4 GOC Ownership and Shareholding Ministers

Section 78 of the GOC Act prescribes that GOCs have two sharehold-
ing ministers, the GOC Minister and the Portfolio Minister, who make
decisions in accordance with statutory responsibilities in the GOC Act.
Section 80 outlines that shareholding ministers hold shares in the GOCs
on behalf of the state.

The GOC Act provides powers to shareholding ministers to deliver
notifications or give directions to GOCs. In most (but not all) cases, these
powers require shareholding ministers to consult with the GOC before
giving the notification or direction. GOCs can advise if the notification or
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direction is not in their commercial interests. Notifications or directions
must be published in the gazette.

The threshold for shareholding ministers giving a direction in the public
interest is high. Under Section 115 of the GOC Act, shareholding minis-
ters must be satisfied that the direction is necessary because of exceptional
circumstances. Shareholding ministers provided public interest directions
to one of the state’s GOCs during the drought, which effectively prevented
the GOC from sourcing water from Wivenhoe Dam, Brisbane’s main
water supply.

Shareholding ministers are supported in their decision-making by
the Office of Government Owned Corporations (OGOC) and portfolio
departments. OGOC administers the GOC Act, develops and reviews
GOC-specific policies and procedures, and oversees GOC performance
(Office of Government Owned Corporations, http://www.ogoc.qld.gov.
au/about-ogoc.shtml).

6.2.5 Financial Arrangements and Balance Sheet Management

To ensure that GOCs’ borrowing rates reflect their cost of capital and
not the creditworthiness of the state, a Competitive Neutrality Fee is
applied to all borrowings and financial arrangements in the nature of debt
obligations (Office of Government Owned Corporations, 2009, p. 7).

The government is mindful of the commercial environment that GOCs
operate in and aims to maintain appropriate capital structures to ensure
optimal utilisation of capital resources and that GOCs are adequately
funded to undertake approved projects.

GOCs have their capital structure reviewed annually by Queensland
Treasury Corporation. An optimal capital structure is recommended for
each GOC with the aim of an appropriate investment grade credit rating.
As a result of the review, government may provide or repatriate equity
to maintain credit ratings appropriate to each GOC. Government also
provides equity for major projects that generate a strong commercial
return.

6.2.6 Community Service Obligations

Some GOCs perform community service obligations (CSOs) which arise
because of a direction, notification or duty given to the GOC by share-
holding ministers. Section 112 of the GOC Act outlines that CSOs are
obligations to perform activities that the GOC’s board establishes, to
the satisfaction of the shareholding ministers, are not in the GOC’s
commercial interests to perform.
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The CSOs are specified in the GOC’s Statement of Corporate Intent,
along with how the GOC is to be compensated by the government for
performing those CSOs. For example, under its Uniform Tariff Policy
that provides for parity of pricing for all non-market electricity customers,
the government pays a CSO to Ergon Energy Corporation Limited for the
supply of electricity to remote customers.

6.2.7 Returns to Government

The government earns returns from GOCs in the form of dividends and
tax equivalent payments (TEPs). Table 6.1 provides a summary of returns
to government from GOC:s in the form of dividends and current TEPs and
a budget for the 201112 financial year.

In terms of dividends, GOCs have an obligation to satisfy the three-part
solvency test under Section 254T of the Corporations Act which restricts
the payment of a dividend unless:

Table 6.1 Returns to government

Dividends and Current TEPs 2009-10 2010-11 2011-12
Actual Actual Budget
$M $M M
Energy sector 657 763 709
Transport sector (rail and ports) 212 455 268
Other 44 77 53
Notes:

1. Numbers for 2009-10 and 2011-12 drawn from Queensland Government (2011b),
Table 8.2 and Table 8.3. Numbers include QIC Limited but exclude Non-GOCs.
Numbers for 2010-11 drawn from GOC 2010-11 Annual Reports.

2. The increase in energy sector dividends from 2009-10 to 2011-12 can be mainly
attributed to ENERGEX and Ergon, reflecting the impact of the Australian Energy
Regulator (AER) Final Determination 201011 to 2014-15 on regulated revenue.

3. The increase in 201011 energy sector dividends and TEPs is largely the result of one-
off increases from Stanwell following the sale of a surplus mining development lease.

4. The increase in transport sector dividends for 201011 largely represents the receipt
of a dividend from Queensland Rail Limited. In 2009-10 no dividend was paid by the
former QR Limited.

5. The transport sector 2009—10 TEPs reflects the adjustments made to QR Limited’s
accounts in preparation for the separation of Queensland Rail. Subsequently
the 2010-11 increase of transport sector TEPs is reflective of Queensland Rail’s
profitability as a separated business, offset by financial results for North Queensland
Bulk Ports Corporation Limited (NQBP) and Port of Brisbane Corporation Limited.

6. SunWater Limited’s dividends for 201011 (in the ‘other’ category) relate only to
financial performance of 2010-11 and do not include dividends provided for in 201011
that relate to prior financial years.
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e the company’s assets exceed its liabilities immediately before
the dividend is declared and the excess is sufficient to pay the
dividend;

e the payment of the dividend is fair and reasonable to the company’s
shareholders as a whole; and

e the payment of the dividend does not materially prejudice the
company’s ability to pay its creditors.

In accordance with Section 131 of the GOC Act, dividend payments are
approved by shareholding ministers on the recommendation of GOC
boards.

To ensure competitive neutrality with the private sector, GOCs are
subject to the National Tax Equivalent Regime which is an administrative
arrangement under which the relevant taxation laws are applied notionally
to the GOCs as if they were subject to those laws. The primary objective of
the National Tax Equivalent Regime is to promote competitive neutrality,
through a uniform application of income tax laws, between GOCs in all
states and their private counterparts (Australian Taxation Office, 2008,
p. 6).

The Australian Taxation Office assesses the GOCs’ income tax equiv-
alent liability annually which is paid by the GOCs into the State
Government’s Consolidated Fund.

6.2.8 Pros and Cons of the Corporatisation Model

The Queensland Government has continued with its corporatisation
model. Key strengths of the model include:

e continued public ownership enabling government to receive returns
which can be used for broader service provision, for example educa-
tion, health and law enforcement;

e the government can provide broader strategic direction by agreeing
key financial and non-financial performance targets and community
service obligations;

e theindependent GOC boards are clearly accountable for the GOCs’
performance; and

e the governance framework which sets out the relationship
between management autonomy and shareholder oversight is
strong.

It can, at times, be difficult to balance GOC autonomy with the expecta-
tions of government. For example, GOCs are required to seek shareholding
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ministers’ approval of investments where the investment value exceeds
specific thresholds. GOCs would probably prefer to not have to obtain
such approval.

The government faces significant barriers to exit for its investments
and the government cannot diversify its investments to the degree private
sector investors are able. These factors and the implications of GOC
investment activities for the state’s credit rating means the shareholder
becomes involved in significant investment matters, similar to the govern-
ance arrangements that apply to unlisted public companies where the
owners become more directly involved in investment decisions that can
significantly influence their risk-return exposure (Office of Government
Owned Corporations, 2009, p. 1).

While shareholding ministers’ approval of significant investment deci-
sions may be perceived as slowing the investment process, the government,
as a risk-averse investor, wants to ensure a prudent oversight of potential
investments. This oversight, in conjunction with the GOC boards’ man-
agement of the GOCs, has proven to be beneficial, with the state’s GOCs
generally managing well during the recent global financial crisis.

6.3 GOC GOVERNANCE AND ACCOUNTABILITY
FRAMEWORK

Queensland GOCs are subject to a rigorous performance management
and reporting framework which establishes a clear line of sight from the
Queensland public, the ultimate owners of the GOCs, through to the
performance management and reporting process (Queensland Treasury,
2011, pp. 7-8). Key aspects of the framework include:

e Shareholding ministers’ strategic expectations letters — outline high-
level expectations of the following financial year and guidance for
the next five years.

e Corporate Plans — prepared annually by GOCs and consider the
medium- to long-term outlook for the business, focussing on the
next five years.

e Statements of Corporate Intent (SCIs) — prepared annually by
GOCs and represent a performance agreement between a
GOC’s board and shareholding ministers for the following financial
year.

e Forecast report — prepared annually by GOCs after the SCI and
outline high-level objectives and forecasts of the GOCs for the
coming financial year, for publication on their websites.
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Quarterly report — prepared by GOCs and reports on their opera-
tions for the relevant quarter and progress in meeting financial and
non-financial performance targets established in their SCIs.

Interim Report — prepared by GOCs in February and provides a
summary of performance for the first half of the financial year for
publication on their websites.

Annual Report — prepared by GOCs following the financial year
end. Contains a comprehensive review of the GOC’s operations,
governance and performance including annual financial statements.
Annual Reports are lodged with the Australian Securities and
Investments Commission (ASIC), tabled in Parliament and pub-
lished on GOC websites. For tabling, GOCs include their SCI for
the same year with commercially sensitive material deleted.

6.3.1 GOC performance

The government currently has 12 GOCs.

Energy GOCs:

e CS Energy Limited;

e Stanwell Corporation Limited;

e ENERGEX Limited;

e Ergon Energy Corporation Limited; and

o Queensland Electricity Transmission Corporation Limited

(Powerlink Queensland).

Funds management:

QIC Limited.

Natural resources:

SunWater Limited.

Transport:

Far North Queensland Ports Corporation Limited;
Gladstone Ports Corporation Limited;

North Queensland Bulk Ports Corporation Limited;
Port of Townsville Limited; and

Queensland Rail Limited.
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Table 6.2 GOC financial information and financial performance

Total GOC Sector 2009-10 2010-11 2011-12
(excluding entities affected by asset sales) Actual Actual Budget
Total assets ($M) 34513 35643 38260
Total equity ($M) 11717 12259 12453
Earnings before interest and tax ($M) 2066 1377 2218
Return on assets (%) 6.27 3.94 5.99
Return on equity (%) 6.11 4.31 5.71
Gearing (debt/debt+equity) (%) 56.39 55.74 59.67
Notes:

1. Numbers for 2009-10 and 2011-12 based on Queensland Government (2011b), Table
8.1 and include QIC Limited but exclude Non-GOCs. Numbers for 2010-11 drawn
from GOC 2010-11 Annual Reports.

2. For the purposes of this table and to enable valid comparisons, the following entities
are excluded: Port of Brisbane Corporation Limited (sold as part of the Queensland
Government’s Asset Sales Program in 2010-11), NQBP (due to the lease of Abbot
Point Coal Terminal No. 1), Queensland Rail Limited (a new entity formed in
2010-11), QR Limited (no longer a GOC as at 21 September 2010).

GOC sector financial information and financial performance against a
selection of key performance indicators is provided in Table 6.2.

6.4 GOVERNMENT’S ROLE IN SECTORAL AND
INDUSTRIAL DEVELOPMENT

The 1970s and early 1980s saw the development of very significant infra-
structure to support the export coal industry, which has now effectively
stepped in as the major economic force in several of Australia’s major
regional areas, particularly central Queensland and the Northern Bowen
Basin. The Queensland Government oversaw the establishment of four
deep-water ports and an extensive rail network, much of which was subse-
quently electrified in the late 1980s. A series of bilateral commercial agree-
ments between Queensland Rail (as it was then) and the port authorities
underpinned the ongoing development of these facilities.

Queensland further diversified its economic base with the construc-
tion of the State Gas Pipeline from Roma to Gladstone in the late 1980s.
This pipeline was subsequently sold to the private sector which also
played a significant part in new gas pipeline developments from South
West Queensland to both Mt Isa and Roma (Wallumbilla). Government
thereby took on a facilitation role, preferring to harness the capital and
risk appetite of the private sector in developing those facilities.
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The government’s Cleaner Energy Strategy 2000 introduced the
Queensland Gas Scheme to progressively raise the contribution of gas,
as a low greenhouse gas emissions fuel, to 15 per cent of electricity mar-
keted via the electricity retailers (Department of Employment, Economic
Development and Innovation, http://www.energyfutures.qld.gov.au/gas/
qld-gas-scheme.htm). This policy was instrumental in encouraging some
2700 megawatt capacity of gas-fired electricity generation, through private
sector investment. Swanbank E and Mica Creek power stations owned by
the state’s electricity generator GOCs are accredited generators under the
gas scheme.

6.5 REFORM OF THE GOC SECTOR: SOME CASE
STUDIES

6.5.1 Retail Sales of ENERGEX Limited and Ergon Energy Corporation
Limited

The government recognised that the retail aspect of the electricity business
was mature and with the introduction of full retail contestability into the
domestic electricity market in 2007, this business would be better oper-
ated by the private sector (Boston Consulting Group, 2006). Through
the retail sales, government removed the contestable retail side of
ENERGEX Limited and Ergon Energy Corporation Limited, allowing
them to focus on their distribution networks. The retail businesses had
been a significant distraction to both entities as they tried to compete in
the national market.
The retail sales involved:

o ENERGEX’s retail electricity business consisting of approximately
1.2 million non-contestable customers in South East Queensland;

e ENERGEX’s and Ergon Energy’s contestable electricity
customers;

e Allgas Limited (ENERGEXs gas distribution business); and

o ENERGEX’s retail gas business.

To ensure the success of retail contestability, government saw the need
for new entrants to have sufficient retail mass to be competitive. For this
reason, ENERGEX’s non-contestable retail customers were broken into
two tranches. Ergon’s non-contestable customers were not sold as they
were supported by CSOs and were unlikely to ever be contestable. The two
separate packages sold were:
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e Tranche one: approximately 800000 non-contestable ENERGEX
retail customers, ENERGEX’s contestable customers (Australia-
wide), together with various sites for future power stations.

e Tranche two: approximately 400000 non-contestable ENERGEX
retail customers, Ergon Energy’s contestable customers (Australia-
wide), retail customers of Powerdirect (a retailer purchased by
Ergon at the end of 2005).

Tranche one was sold to Origin Energy in November 2006 for $1.202
billion (Bligh and Beattie, 2006) and Tranche two was sold to AGL in
February 2007 for $1.203 billion (Bligh and Wilson, 2007). Additionally,
Allgas Limited was sold in late 2006 for just over $500 million (Bligh,
2006) and ENERGEX’s retail gas business was sold in November 2006 for
under $100 million (Bligh and Beattie, 2006).

6.5.2 Cairns, Mackay and Brisbane Airports Sale

In April 2008, shortly before the effects of the global financial crisis
became apparent, the government announced the sale of its interests in
Cairns, Mackay and Brisbane airports. Cairns and Mackay airports were
owned and operated by the local port authorities — Cairns Ports Limited
and Mackay Ports Limited — both GOCs, while the Brisbane Airport
interest was held through another GOC, the Port of Brisbane Corporation
Limited, as a 12.4 per cent stake in BAC Holdings.

As the aviation markets at all three airports were well developed,
the government decided there was no longer a justification for govern-
ment ownership of airports which were generating commercial returns.
Brisbane Airport had experienced high growth rates since its privatisa-
tion by the Australian Government in the late 1990s. At the time of the
sale, Cairns Airport was the country’s seventh-largest airport (the largest
government owned) with a well-developed domestic and international
route network catering primarily for the tourism market. Passenger
numbers at Mackay Airport were growing strongly as a result of the
resources boom — primarily Bowen Basin coal mining — with mining
fly-in/fly-out passengers and business travel accounting for a significant
portion of this growth.

The state received gross proceeds of $1.028 billion (Fraser, 2008; Bligh
and Boyle, 2008) from the disposal of its airport interests which allowed
the repayment of Cairns Ports’ debt and avoided future capital require-
ments, and the government publicly committed the remaining proceeds
towards hospital redevelopments in Cairns, Mackay and Mt Isa.

The stake in Brisbane Airport was sold to a number of existing
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shareholders through a pre-emptive rights process under provisions of the
Shareholder Agreement. Cairns and Mackay airports were disposed of by
long-term leases following competitive bid processes. The state is now the
owner and lessor of the land and infrastructure at both airports, but has
no day-to-day operational role.

6.6 THE GLOBAL FINANCIAL CRISIS AND GOC
REFORM

In the 2009-10 Budget, the Queensland Government estimated that
the global economic downturn had stripped $15 billion off the forward
estimates of the state’s key revenue streams of royalties, taxes and Goods
and Services Tax (GST) (Queensland Government, 2009, p. 87). As at the
2011-12 Budget, this figure had been revised to a $9.2 billion reduction
over the period 2008-09 to 2011-12 (Queensland Government, 2011b,
p. 71). While the government’s response was to maintain infrastructure
investment in the short term, it also recognised the importance of the
Budget’s fiscal sustainability in ensuring the health of the Queensland
economy in the medium to longer term. As a result, a number of key ini-
tiatives were implemented in the 2009-10 Budget, including revised fiscal
principles, the abolition of the Queensland Fuel Subsidy Scheme, public
sector efficiency measures, a revision to the government’s wages policy
and a comprehensive programme of asset sales.

On 2 June 2009, the government announced a significant infrastructure
assets reform and sale programme over the following three to five years,
including the sale of the following government-owned assets (Bligh and
Fraser, 2009):

o Queensland Rail’s above-rail freight and below-rail coal network
businesses;

The Port of Brisbane;

Forestry Plantations Queensland;

Queensland Motorways Limited; and

Abbot Point Coal Terminal No. 1.

The asset sales programme has been crucial in ensuring the sustainability
of the state’s balance sheet through both a reduction in the state’s bor-
rowings and also a reduction in the state’s commitment to fund capital
investment in these businesses.

This asset sales programme generated a net realisable value of $15.1
billion and has allowed the state to hand responsibility for significant
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capital investment to the private sector — $2.8 billion of this capital
requirement had been factored into the 2010-11 Budget (Queensland
Government, 2011b, p. 15). Primarily as a result of the asset sales pro-
gramme, total state borrowings at 30 June 2011 are estimated to be
$17.5 billion lower than projected in the 2009-10 Budget (Queensland
Government, 2011a, p. 3). Each of the asset sales is discussed below.

6.6.1 Forestry Plantations Queensland

The Queensland Government established a plantation-based timber
resource throughout the last century. During the last 20 years, manage-
ment of this resource transitioned from a government agency to a fully
fledged commercial timber business and Forestry Plantations Queensland
(FPQ) was established as a commercial corporation on 1 May 2006.

FPQ was included in the asset sales programme as it was a mature
plantation business supporting a well-established and competitive timber
processing sector. Inclusion of FPQ in the proposed restructure pro-
gramme signalled the government’s intention to transfer ownership of
this business to the private sector and provide the private sector with an
opportunity to further invest in the future of the forestry plantation sector
in Queensland.

On 26 November 2009, the State Government announced the com-
mencement of a two-stage competitive bid process for interested parties
to bid for the assets and business of FPQ. The State Government received
a strong response from credible and reputable domestic and international
plantation forestry investors. On 18 May 2010, the Treasurer announced in
Parliament the government’s sale of FPQ Pty Ltd to Hancock Queensland
Plantations (HQP) Pty Ltd, a company associated with the Hancock
Timber Resource Group, for $603 million (Fraser, 2010b). This considera-
tion, together with a post-sale purchase price adjustment of approximately
$10 million in favour of the state, takes the total sale proceeds to $613
million. A 99-year licence to use government-owned state plantation
forests for the purposes of managing, harvesting and regrowing plantation
timber was granted.

6.6.2 Sale of Queensland Rail National Limited (QRN)

The government saw the need to sell QRN due to the increasing infra-
structure requirements of the company. This was particularly relevant
in the booming coal mining sector of the Queensland economy, but also
in New South Wales and Western Australia where QRN had a signifi-
cant presence. QRN had infrastructure costs of nearly $10 billion in the
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short term and the government saw this constant demand for funding
conflicting with its requirement to provide capital expenditure for social
infrastructure.

The government’s objectives in the sale were to:

maximise sale proceeds;

minimise ongoing risks;

ensure a competitive market; and

ensure sufficient funding available for future infrastructure
requirements.

Government noted the options of selling QRN as separate below-rail and
above-rail businesses but determined that a vertically integrated company
would provide a sufficient mass to guarantee that QRN remained a sig-
nificant company. The coal companies raised significant opposition to this
model and launched a separate bid for QRN’s below-rail assets which was
later withdrawn.

Due to the size of QRN (valued at approximately $7 billion), an initial
public offering (IPO) was seen as the only way to sell the asset. The IPO
was the largest in Australia since Telstra. The state sold a 66 per cent
interest in QRN at $2.55 per share ($2.45 retail element) and the price has
increased on the market from day one (listing date 22 November 2010). As
at 21 October 2011 it was trading at $3.16. The state received proceeds of
$4.6 billion (Fraser, 2010d), after taking into account retail incentives and
employee free shares.

The government has retained a stake of 34 per cent which it is required
to hold until the release of QRN’s 2012 annual report (around September
2012). At the 21 October 2011 share price of $3.16, these shares are valued
at approximately $2.62 billion. The government has stated that it is not a
long-term holder of the shares.

6.6.3 Sale of the Port of Brisbane

Similar to the other asset sales, the rationale behind the sale of the Port of
Brisbane was threefold: to improve the state’s financial position through
an injection of sale proceeds; to remove future capital expenditure com-
mitments; and to unlock the growth potential of the port through private
sector investment which is expected to result in an increase in Queensland’s
economic growth.

The sale of the 99-year lease for the Port of Brisbane in late 2010 deliv-
ered $2.1 billion in cash proceeds to the state with a further estimated $200
million being committed to upgrading surrounding road infrastructure.
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The sale also avoided the state incurring up to $1 billion in expected future
infrastructure expansion costs (Fraser, 2010c).

The new owner, Q Port Holdings, will continue to expand the capac-
ity of the port through investing private sector funds in the development
of additional facilities. The growth potential of the port as a multi-user
facility is further supported by the 20 per cent port user ownership cap
imposed by the state. This ownership cap will be enforced by the state
to provide fair and equitable access which will ensure competition and
growth of the port is not impeded. The sale has seen the state retain owner-
ship of the port land and key infrastructure but transfer the expense and
risk of operating a commercial shipping port to the private sector.

6.6.4 Queensland Motorways Limited

In late 2010, the State Government decided that Queensland Motorways
Limited (QML) would be transferred to the defined benefit superan-
nuation scheme of QIC Limited (QIC) (Bligh and Fraser, 2010). It is
anticipated that the transfer of QML to QIC will assist the state’s defined
benefit superannuation scheme to remain fully funded.

In preparation for the sale, a new tolling structure, including toll prices,
was introduced along with supporting legislation that protects against
above-inflation toll increases. This occurred to ensure that users of the
motorways were not subjected to unfair price increases.

Commercial negotiations with QIC for the transfer of the 40-year leases
of the QML motorways were finalised in May 2011 with a price of $3.088
billion paid to the state (Fraser, 2011). Under the arrangements, the
state continues to own the land, roads and bridges and QIC has the right
to operate the road and bridge infrastructure and collect tolls, and the
obligation to maintain and upgrade the motorways.

6.6.5 Abbot Point Coal Terminal No. 1.

Prior to the completion of the long-term lease, the Abbot Point Coal
Terminal No. 1 was owned by North Queensland Bulk Ports Corporation
Limited (NQBP). At the time of the announcement of the asset sale pro-
gramme by the government, NQBP had already commenced a significant
expansion of the terminal from 21 million tonnes per annum to 50 million
tonnes per annum — the X50 Project (Fraser, 2010a). This expansion was
driven by expected strong demand for increased coal export capacity and
coordinated with the planned connection of the Newlands and Goonyella
coal rail systems — known as the GAPE Project.

As the terminal is a commercial asset generating a commercial return,
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with no demonstrable market or policy failure requiring continued gov-
ernment ownership, government considered it a suitable candidate for
divestment. Similar to previous asset disposals, the transaction was struc-
tured by way of a 99-year lease over the relevant onshore and offshore
areas, with an associated sale of shares in a special-purpose company
which holds the relevant assets and contracts.

On 3 May 2011, the state reached agreement with Mundra Port and
Special Economic Zone Limited and its Australian subsidiaries regard-
ing the lease and share sale for the total amount of $1.829 billion (Bligh
and Nolan, 2011). Following the January 2011 floods and cyclone Yasi,
the government has announced that proceeds from this transaction will
directly fund Queensland’s share of the recovery effort.

6.7 RECENT REFORM OF THE GOC SECTOR

In its December 2008 Major Economic Statement (Queensland
Government, 2008, p. 36), the government announced a shareholder
review to:

e consider the GOC generators’ position as dominant providers of
electricity; and

e foreshadowed target of reduction to 50 per cent of aggregate capac-
ity owned or operated by the state.

The shareholder review commenced in February 2009 and examined
‘the structure and preparedness of the GOC generators to meet the
new challenges facing those businesses’ (Queensland Government, 2008,
p. 36).

The key driver for the review being undertaken (Queensland
Government, 2010, p. 6) was underperformance of the government’s
investment in its generation assets, primarily as a result of:

e the emergence of vertically integrated retailers;

e Australian Government proposals associated with carbon pollution
reduction and other climate change policies;

o development of a liquefied natural gas (LNG) industry in
Queensland;

e substantial private sector investment in generation capacity;

e an oversupply of generation capacity; and

e low electricity pool prices and increased input costs since the 2006
to 2008 drought.
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The review recommendations announced on 25 November 2010 were:

e Change focus to one of cost and performance of the existing asset
base, rather than new business development. New assets to be pre-
dominantly driven by the private sector.

e Manage the portfolio under a two-generator structure: Stanwell
Corporation Limited/Tarong Energy Corporation Limited and CS
Energy Limited.

e Redistribute the portfolio across the two-generator structure to
achieve maximum sustainability.

® Target date for commencement of 1 July 2011. The aggressive imple-
mentation timetable was due to commercial considerations and to
minimise change impact on employees.

The benefits of a two-generator business structure include:

e creates synergies by allowing lowest-cost plants to be dispatched,
with higher-cost plants to be operating in an intermediate role,
improving overall returns;

e facilitates improved management of asset maintenance schedules;

e allows existing intermediate and peaking assets to be allocated to
both portfolios which will facilitate improved contract and trading
strategies; and

e two-portfolio structure would increase the capacity available for
contracting.

Asat 1 July 2011, the state had two generator GOCs: Stanwell Corporation
Limited and CS Energy Limited.

6.8 THE FUTURE OF CORPORATISATION IN
QUEENSLAND

So where to from here? What are shareholding ministers’ expectations of
the state’s GOCs in the future? Shareholding ministers expect that GOCs
will focus on:

e their core business;

e managing costs and finding new ways to fund major new projects
sought by customers with the private sector; and

e enhancing efficiency and productivity to leverage good shareholder
returns;
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whilst at the same time ensuring they maintain:

e high ethical standards and corporate governance practices;

e good workplace health and safety practices; and

e appropriate employment conditions and industrial relations
practices.

GOCs will continue to be involved in the further development of projects
in existing industries and the development of new industries. Commercial
partnerships with the private sector are also expected to occur.

6.8.1 Facilitation of Mining and Coal Seam Gas Projects

SunWater Limited is involved in a number of large commercial water
projects and proposals that will support mining and coal seam gas projects
in the Bowen, Galilee and Surat Basins. The total capital cost of identi-
fied projects is estimated to be $3.9 billion over the next ten years. Major
projects include construction of a new dam to supply water for mining
customers in the Bowen Basin, construction of a pipeline to supply water
for the development of coal mines in the Galilee Basin and construction of
pipelines to transport treated water by-product from coal seam gas pro-
duction for use by coal mining, residential, commercial and agricultural
customers (Queensland Government, 2011b, pp. 169-170).

In addition to providing commercial returns on investment, SunWater’s
projects will also underpin projects that support other developments such
as Surat Basin Rail, Wiggins Island Coal Terminal, Abbot Point Coal
Terminals and Multi Cargo Facility, LNG at Gladstone and Galilee Basin
rail projects.

6.8.2 Involvement in Commercial Partnerships with the Private Sector

Development of LNG in Queensland

Six LNG projects using coal seam gas from the Surat Basin (South West
Queensland) and Bowen Basin (Central Queensland) as feedstock have
been proposed for the Port of Gladstone. These projects vary in size
and are at various stages within Commonwealth and State Government
approval processes.

The Gladstone Ports Corporation Limited (GPC) is facilitating the LNG
industry’s development by project managing the dredging associated with
the deepening and widening of existing channels and swing basins, and the
creation of new channels, swing basins and berth pockets in the Western
Basin that support the LNG proponents (Queensland Government, 2011b,
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p. 166). The total project cost is currently estimated at up to $1.474 billion.
It is estimated that a local LNG industry exporting at 28 million tonnes per
annum could add more than $3 billion — or around 1 per cent — to gross
state product and offer around $850 million a year in royalties.

Wiggins Island Coal Export Terminal
The proposed Wiggins Island Coal Terminal is to be located on Golding
Point at the Port of Gladstone (Queensland Government, 2011b, p. 166).

Wiggins Island Coal Export Terminal Pty Ltd and WICET Holdings
Pty Ltd (collectively the WICET Group) will own and finance the new
terminal with Gladstone Ports Corporation Limited (GPC) as operator.
The terminal will be a common-user facility under agreed open access and
terminal expansion arrangements.

Initial capacity is planned to be 27 million tonnes per annum, with total
terminal capacity of approximately 80 million tonnes per annum to be
delivered in stages.

Financial close for stage one of the $2.5 billion project occurred on 30
September 2011 (Nolan, 2011). The WICET Group expects first ship-
ments through the terminal in 2014-15. A range of preparatory activities
for construction are under way.

Abbot Point

Beyond the long-term lease of the Abbot Point Coal Terminal No. 1, the
state is facilitating broader private sector-funded development of new
coal terminals within the Port of Abbot Point to meet the ongoing strong
demand from coal mining companies for additional export capacity
(Queensland Government, 2011b, pp. 164-165). This includes appointing
BHP Billiton Ltd (BHP Billiton) and Hancock Coal Pty Ltd (Hancock) as
preferred proponents for the new Terminals 2 and 3 at the Port of Abbot
Point (Taylor, 2010). BHP Billiton anticipates that exports from its ter-
minal will commence in 2015, while Hancock anticipates exports from its
terminal will commence in 2013-14.

North Queensland Bulk Ports Corporation Limited (NQBP) has been
working with BHP Billiton and Hancock to develop framework agree-
ments for Terminal 2 and Terminal 3. Both BHP Billiton and NQBP have
indicated they will utilise NQBP’s proposed Multi Cargo Facility (MCF),
provided they are not financially disadvantaged. The MCEF is proposed as
a sheltered harbour at the Port of Abbot Point designed to accommodate
multiple trades. NQBP is currently in the planning stages of the project.
Stage one will involve up to four berths and a common user tug facility to
accommodate Terminals 2 and 3.

NQBP is also considering further expansions at Abbot Point. Terminals
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4-9 could involve up to an additional six coal terminals with a nominal
capacity of 180 million tonnes per annum in aggregate, and NQBP sought
expressions of interest in May 2011 from potential private sector propo-
nents for which it has received a very strong response.

Dudgeon Point

Dudgeon Point is located at the Port of Hay Point approximately 5 kilo-
metres northwest of the Hay Point Services Coal Terminal and Dalrymple
Bay Coal Terminal. Dudgeon Point is a potential location for the export
of coal from mines in the Galilee and Bowen Basins.

Following an Expressions of Interest process in mid-2010, NQBP
selected two companies as preferred proponents for the development
of Dudgeon Point — the Adani Group (an Indian conglomerate) and
Dudgeon Point Project Management Pty Ltd, a wholly owned subsidiary
of the Brookfield Infrastructure Group and sister company to Dalrymple
Bay Coal Terminal Management Pty Ltd (DBCTM) (Queensland
Government, 2011b, p. 165). The preferred proponents will work with
NQBP to prepare a Master Plan for the development of coal terminals at
Dudgeon Point.

North West Queensland energy review

The final report of an independent review of energy delivery in the North
West Queensland Minerals Province (NWQ Minerals Province) recom-
mended a customer-led competitive process during which proponents
would negotiate with customers to confirm a long-term energy solu-
tion for the North West and its growing resources sector (Queensland
Government, 2011b, pp. 161-162). The customer-led competitive process
engaged with energy supply proponents of local gas-fired generation or
transmission line connection to the national electricity market.

On 6 October 2011, Xstrata publicly announced that it had entered
into a 17-year contract with the Diamantina Power Station consor-
tium (Xstrata, 2011), comprised of the APA Group and AGL Energy
Limited, effectively concluding the process. The Xstrata load would have
underwritten a significant level of alternative transmission provider for
Copperstring’s load and, as a result, Copperstring has announced that it is
reviewing its transmission project.

6.9 CONCLUSION

This chapter discusses why Queensland has the corporatisation model,
the reform that Queensland has undertaken in the GOC sector both
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before and after the global financial crisis, and the role that GOCs are
having in the further development of existing industries and the develop-
ment of new industries. Currently the state has 12 GOCs. It is expected
that these GOCs will continue to be subject to shareholding ministers’
oversight in terms of their performance, governance and accountability,
given the state’s significant investment in GOCs.

As discussed in the chapter, GOCs are likely to undertake more
commercial partnerships with the private sector. Private sector-funded
development of new coal terminals at some of the ports to meet customer
demand is already occurring and further development is expected. Some of
the state’s GOCs will undertake projects that will support other projects,
such as those proposed for the Surat and Galilee Basins, or facilitate the
development of industries such as liquefied natural gas.

It is the integrated response to infrastructure development by GOCs,
which is possible with a GOC model, that is expected to help facilitate
Queensland’s economic growth and maximise the benefits of development
for Queenslanders.

NOTES

*  This paper was prepared for a conference at the University of Auckland in October 2011,
it reflected current government policy and project outlook as things stood at that time.
Since that date there has been a change of government.

1. The authors would like to acknowledge the contributions from other officers in the
Queensland Treasury and Queensland Treasury Corporation who provided material
that assisted in the development of this chapter.

The chapter is not Queensland Government policy.
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7. Putting ‘why’ before ‘how’:
evaluating the rationales for
partial privatisation of state-owned
enterprises in New Zealand

Chye-Ching Huang, Susan Watson and Jenny
Chen’

7.1 INTRODUCTION

Some of New Zealand’s state-owned enterprises (SOEs) will almost cer-
tainly be partially privatised from 2012 onwards. The government intends
to partially privatise power companies; Mighty River Power Limited,
Meridian Energy Limited, Genesis Power Limited and Solid Energy New
Zealand Limited, and to further reduce the Crown’s 74.32 per cent share
in Air New Zealand Limited (Secretary of the Cabinet, 2011, para. 5). The
government has stated that it intends to retain at least 51 per cent of each
entity, initial public offerings are the preferred mode of sale, and that pro-
ceeds from SOE sales would be used through a Future Investment Fund
to finance as yet unspecified capital expenditure (Secretary of the Cabinet,
2011, para. 28). Expected proceeds are between NZ$5 billion and NZ$7
billion (Secretary of the Cabinet, 2011, para. 27). The government has
signalled the potential use of incentives (e.g. bonus shares) to encourage
broad participation.

In undertaking a privatisation programme of this sort, it is crucial that
policy-makers know what they are trying to achieve in order to make
rational design choices, and to be held accountable for those choices.
Different policy goals can indicate radically different design choices for
implementing a privatisation (or partial privatisation) programme. For
example, a focus solely on short-term fiscal deleveraging would indicate
structuring the sale to achieve the maximum possible sale proceeds, net
of sale costs. This may mean selling shares without restrictions on owner-
ship and transfer. By contrast, a goal of encouraging wider participation
in domestic capital markets has led other countries to accept a lower

140
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financial return in order to structure the sale in a way that is attractive
to many subscribers. For that reason, why privatisation is being pursued
should drive how it is carried out.

The international experience bears this out: the reasons for privatisation
(in particular, the economic and fiscal conditions that may give rise to par-
ticular policy goals) are closely related to privatisation methods. Further,
if policy-makers do not make their rationales for privatisation clear, it
becomes all too easy for any privatisation experience to be painted as a
‘success’ on one measure or another, regardless of the intended objective.

This chapter examines the rationales, identified by the New Zealand
Treasury in its initial advice on the ‘mixed ownership model’, as possible
reasons for New Zealand to undertake partial privatisation of some of its
SOEs (Crown Ownership Monitoring Unit, 2010a). We find that some
rationales are more compelling than others, and that in sum, while we
agree with the bulk of the Treasury’s analysis, the Treasury may understate
the case for partial privatisation, yet also understate the case for the Crown
continuing to hold some (or even a majority) stake in the privatised entities.

As discussed in the conclusion, we are also concerned that rather than
choosing to focus on one or two of the most compelling reasons for partial
privatisation put forward by the Treasury, the government instead has
affirmed no less than ten goals of partial privatisation, and not given any
upfront prioritisation of those objectives. This will make it extremely dif-
ficult for policy-makers to make consistent and rational design choices
when implementing the partial privatisation programme. The lack of
clear priorities may also make it difficult to evaluate the outcomes of the
programme, and for the public to hold government to account over those
outcomes.

7.2 EVALUATION OF RATIONALES

The Treasury, in its initial advice on the ‘mixed ownership model’,
attempted to clarify what it considered to be the convincing and uncon-
vincing rationales for partial privatisation (Crown Ownership Monitoring
Unit, 2010a). Below we set out and assess these rationales under the head-
ings of fiscal, static and dynamic efficiency, capital market development,
public good and policy stability.

7.2.1 Fiscal

The Treasury concluded that fiscal drivers should be considered, at best,
a ‘moderate’ driver for partial privatisation in the current environment.
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The Treasury notes that: ‘the commercial value of an asset represents the
future income stream from that asset. Therefore, selling part or all of that
asset would be swapping cash now for the equivalent discounted stream
of cash into the future (assuming the price is fair)’ (Crown Ownership
Monitoring Unit, 2010a, para. 56). The price might be more or less than
these cash flows, for example where the residual Crown ownership is per-
ceived as some type of guarantee reducing risk to other investors, or where
an investor perceives improved performance in a privatised entity (Crown
Ownership Monitoring Unit, 2010a, para. 56). But in the absence of a sale
premium or discount on the current value of cash flows, public sector net
worth is unchanged, and ‘selling public sector assets is equivalent to selling
fixed interest debt’ (Yarrow, 1986, p. 360). In that circumstance, Yarrow
bluntly notes that ‘it would be surprising if asset sales represent a free
lunch through which current government deficits can be financed without
upward pressure on interest rates and consequent crowding out of private
sector expenditure’ (Yarrow, 1986, p. 360). That is:

for a developed country with a stable financial and political system, the risk of
default on bonds is likely to be low, and it is hard to make the case for privatisa-
tion purely on revenue grounds. But for a less developed country prone to bouts
of rapid inflation, bond sales may be constrained in such a way that there is a
pure revenue motive for the privatisation of firms in sectors where the default
risk on equity is not too great. (Vickers and Yarrow, 1988, p. 119)

It is for these reasons that, in the absence of any large expected premiums
on net present value of cash flows from sale, while SOE privatisations
could facilitate capital reallocation or reduce gross debt, the argument
for this is ‘moderate’ in New Zealand’s current fiscal climate (Crown
Ownership Monitoring Unit, 2010a, paras 56-64). A fiscal driver would
be more persuasive in situations of extreme fiscal pressure and, if it were
an overriding consideration, it would support full rather than partial
privatisation to the extent that it would maximise the sale price.

The Treasury’s analysis appears to assume that the government, retain-
ing some implied responsibility to guarantee the financial viability of the
partially privatised business, will bring about a low risk of potential fiscal
downside. Of course, such risks may exist with the Crown as 100 per cent
shareholder, but the assumption the Treasury appears to make is that the
Crown does not retain any implied liability greater than its proportionate
share in partially privatised enterprise, post-privatisation. This assump-
tion may be inappropriate. The Crown may be required to assume liabil-
ities well beyond proportion to its stake in the partially privatised entity,
either due to political pressure or where it is seen that doing so produces
a public good.
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The Treasury considered only direct fiscal impacts from sale price. The
Treasury did not, however, consider the long-run fiscal impacts from
economic growth differentials under various ownership structures, likely
because although these long-run economic growth impacts may be signifi-
cant, identifying their direction and magnitude involves much more uncer-
tainty. To the extent, however, that any design option is asserted to have
large economic growth benefits or detriments, this flow on fiscal impact
could be a consideration, although it would need to be weighted to take
account of the uncertainty around the actual impact it would in fact have.

Costs connected with privatisation are likely to be significant. The
Organisation for Economic Co-operation and Development (OECD)
documents that the typical privatisation requires the services of:

e legal advisors to structure and implement the sale;

e financial advisers to review the SOE’s business and finances, its
accounting practices and to advise on matters such as preparation of
the company books, valuation and financial restructuring;

e management consultants and industry experts to advise on firm-
specific restructuring and sector restructuring, particularly for large
enterprises and those operating in non-competitive sectors of the
economy;

e strategic advisers who advise on the privatisation programme in
general and the privatisation strategy; and

e sale advisers, such as investment bankers, to advise on transaction-
specific details, and to deal with matters such as the preparation
of the offer and general management and execution of the sale.
(OECD, 2003, p. 64)

In sum we agree with the Treasury that the fiscal driver for a partial priva-
tisation programme is modest. Proceeds from partial privatisation are, as
Yarrow notes, no free lunch from a net debt perspective. The deleveraging
motivation for privatisation does not appear pressing, nor has privatisa-
tion been argued as superior to other methods of deleveraging (such as
management of revenues and expenditures). Long-term revenue benefits
and expenditure risks from partial privatisation should also be consid-
ered, as should the cost of sale, but neither of these factors significantly
strengthens nor weakens the Treasury’s evaluation of the fiscal rationale.

7.2.2 Static Efficiency Gains

The international literature seems clear that significant efficiency gains
can be achieved from full privatisation of SOEs in situations where the
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SOEs are performing inefficiently relative to private sector benchmarks
and where other policy settings (for example regulation of market power)
are supportive. In the New Zealand situation, when determining whether
static efficiency gains present a strong rationale for partial or full pri-
vatisation of some or all of the commercial SOE portfolio, two specific
questions must be considered: (1) the extent of the efficiency gains pos-
sible, given the current performance of the commercial portfolio; and (2)
whether partial privatisation short of relinquishing state control would
realise any such gains.

Scope for static efficiency gains

The Treasury concludes that there is scope for modest efficiency gains
from privatisation or partial privatisation of the commercial portfolio
given that the commercial portfolio does not appear to be performing
demonstrably poorly. However, the Treasury’s analyses are subject to
limitations in measuring SOE capital growth because of the lack of a
market valuation for SOE assets (Crown Ownership Monitoring Unit,
2010b). Large differences in the valuations of a number of SOEs illustrate
the difficulty of measuring performance where there is no market for
capital in the portfolio (Crown Ownership Monitoring Unit, 2010b, p. 25).
Nevertheless, there is no evidence that current board valuations of SOEs
are systematically optimistic (Crown Ownership Monitoring Unit, 2010b,
p. 25). Thus, it does not seem sensible to assume that there is significant
scope for static efficiency improvements.

Extracting static efficiency gains without relinquishing Crown control

In addition to the question of whether efficiency gains are in fact possible,
there is the issue of whether privatisation, short of relinquishing state
control, would realise any static efficiency gains. It has been argued that
partial privatisation, where the Crown holds a controlling stake in the
privatised SOE, would not in fact generate any efficiency gains. This is
because the market for corporate control has not been opened, thus pre-
venting the threat or reality of a takeover, inducing efficient management
practice (Vining and Boardman, 1992, pp. 209-216).

If the lack of a market for corporate control explains public enterprise
inefficiencies, then partial privatisation that does not open the market
for corporate control will not increase enterprise efficiency (Gupta, 2005,
pp. 988-991). This is the traditional explanation for the existence of large
private corporations.

However in theory there is a reasonable basis for concluding that
partial privatisation short of vesting control can in some contexts deliver
efficiency gains, although granted not to the extent that may be realised
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by full privatisation. Eckel and Vining explain that, even if control is not
divested, some private ownership in an SOE could improve efficiency
because that private ownership would reduce monitoring and bonding
costs:

Partial private ownership provides an alternative source of pressure for effi-
ciency, lessening the need for efficiency monitoring by government. Private
shareholders care about the profitability and riskiness of the firm, and manag-
ers of the firm recognize the need to maintain share price to facilitate the raising
of capital, etc. So managers have an incentive to improve efficiency, since
share price provides a signal to government and private investors of perceived
efficiency. (Eckel and Vining, 1985, p. 92)

As noted by Sam (2007, pp. 65-67), the empirical evidence on whether
partial privatisation and in particular privatisation where the state retains
control, delivers efficiency or other performance gains, is limited and
mixed:

e Boardman and Vining’s (1989) empirical study of the profitability
of mixed enterprises found that they performed no better than 100
per cent state owned enterprises and worse than comparable private
sector enterprises. Their sample comprised the 500 largest non-US
manufacturing and mining corporations, of which 23 were Mixed
Enterprises, defined as a company where the stock was partially in
private hands and partially in public hands.

® Megginson et al. examined 61 companies across 18 countries and 32
industries, but included only share issue privatisations. Tracking the
performance of companies before and after privatisation, the study
found that:

for our full sample, we document significant increases in profitability,
output per employee (adjusted for inflation), capital spending, and total
employment . . . our results are generally robust when we partition our
data into various subsamples . . . our results are also unchanged when we
... examine privatisations where the government surrenders control and
contrast these with ‘revenue’ privatisations where the purpose of share
sales is primarily to raise cash. (Megginson et al., 1994, p. 448)

® Mok and Chau studied a sample of Chinese corporations listed on
the Hong Kong stock exchange. The study found that privatised
firms were more profitable than their partially privatised counter-
parts, but that the partially privatised firms were more efficient than
fully privatised firms for three of the four years in the study (Mok
and Chau, 2003, p. 534). They hypothesise that this was due to the
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effects of the Asian financial crisis and the fact that business location
was not controlled for (Mok and Chau, 2003, p. 534).

e Oumetal. concluded that airports that are in majority public owner-
ship are less profitable than those that are either fully state owned or
fully private (Oum et al., 2006, p. 119). It should be noted however
that their findings are likely to be sensitive to the specification. The
sample was a cross-sectional, time series dataset over 2001-03 for
116 Asia-Pacific, European and North American airports. Oum et
al. note previous contrasting findings that airlines with mixed own-
ership tend to perform better than government-owned airlines (Oum
et al., 2006, p. 111 citing Backx et al., 2002).

e Gupta (2005) examined the pre- and post- (partial) privatisation
performance of Indian firms over 1990-2000, and found positive
impacts from partial privatisation on profitability, productivity and
investment spending following privatisation. The sample was 339
manufacturing and service sector firms.

e Liand Xu found no significant impact from partial privatisation in
the telecommunications sector (Li and Xu, 2004, pp. 426-427).

e Zinnes et al. found that economic performance gains come only
from ‘deep’ privatisation, that is, when ownership changes occur
once key institutional and agency-related reforms have exceeded
certain threshold levels. (Zinnes et al., 2001, p. 166)

Thus the studies of the effects of partial privatisation are mixed. In
addition they are subject to three key limitations.

Firstly, the use of private rather than fully public benchmarks in some
studies (e.g. Mok and Chau, 2003) may limit the ability to draw conclu-
sions about the efficiency gains of partial privatisation over enterprises
fully owned by the state. However to the extent that the literature gener-
ally shows efficiency gains from full privatisation over full state owner-
ship, convergence between partially privatised and private benchmarks
may indicate a superior performance of partial over full state ownership.

Secondly, some of the studies do not distinguish between privatisation
in which control has been divested and privatisation in which the state
has retained control (e.g. Boardman and Vining, 1989). Even though
a study of 384 share issue privatisations between 1977 and 1997 in 59
countries found that less than 30 per cent of those privatisations involved
(initially) the sale of more than 50 per cent of an SOE (Jones et al., 1999,
p. 230), Gupta notes that ‘[s]urprisingly, little is known about the effect of
partial privatisation where the government remains the controlling owner’
(Gupta, 2005, p. 987).

Thirdly, these studies are subject to the same data limitations and



Putting ‘why’ before ‘how’ 147

potential biases that affect studies of full privatisation, and privatisation
more generally. The empirical findings are also often constrained by a
specific context. For example sector-specific findings (e.g. Boardman and
Vining, 1989) or country-specific findings (e.g. Gupta, 2005; Mok and
Chau, 2003) should be treated with caution in the New Zealand context.
Further as the Treasury notes, things other than control and ownership
may matter, including regulatory contexts and the state of capital markets
in the privatising jurisdiction; factors that are often not controlled for
in these studies (Crown Ownership Monitoring Unit, 2010a, para. 22).
Megginson and Netter discuss in detail the many other potential weak-
nesses of empirical studies on privatisation, including data limitations,
lack of consideration of welfare effects on consumers, and lack of con-
trols for market power of privatised firms (Megginson and Netter, 2001,
pp- 334-337).

Notwithstanding these limitations, it nevertheless appears that in some
circumstances efficiency gains can be extracted under conditions of partial
privatisation. Further, a 2006 study indicates that partial privatisations in
which the state retains control may be more common than earlier studies
have recognised and therefore, some of the efficiency benefits identified
in earlier studies as accruing to full privatisations, may in fact, accrue to
partial privatisations.

In sum, although the empirical and theoretical evidence is far from
comprehensive or conclusive, it does provide solid reasons to conclude
that efficiency gains may accrue from partial privatisation even where the
Crown retains a controlling interest. However, as the Treasury cautions,
the scope of any such benefits is still likely to be small given the lack of
evidence of severe underperformance by companies in the commercial
portfolio, and limited further by the reasonable assumption that some
of the potential efficiency benefits are relinquished if the Crown retains
control.

Even if static efficiency gains are modest in scope relative to the current
efficiency performance of the SOE portfolio, this does not mean that the
gains would not be economically significant. Booth and Noon (2011)
note that static efficiency gains are not only enjoyed by the privatised
company, but these gains may have upstream and downstream effects on
both suppliers and customers. The turnover of the commercial portfolio
constitutes approximately 8 per cent of gross domestic product (GDP)
currently (Crown Ownership Monitoring Unit, 2010b, p. 4). Thus even
modest static efficiency gains could have a significant economic impact. In
sum, static efficiency gains should be considered a moderate driver of any
partial privatisation policy and perhaps given a little more weight than the
Treasury places on them.
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7.2.3 Dynamic Efficiency Gains

The Treasury concludes that there is more scope for dynamic efficiency
gains from privatisation ‘through different investment decisions, for
example, as opposed to static efficiency gains from closing the perform-
ance gap at a point in time’. This may include the enterprises developing
a stronger risk appetite, including a willingness to invest overseas and to
innovate. Such gains can be potentially significant compared to static
efficiency gains, as quite small growth gains from moving into different
operational activities can rapidly outweigh any static gains, through the
more efficient use of resources within existing businesses. However while
static efficiency gains can be relatively easy to estimate by examining com-
parable private sector enterprises, potential dynamic gains are inherently
more difficult to quantify, being highly firm- and industry-specific, and
requiring a longer-term view of returns.

Empirical literature has to date paid little attention to estimating the
impact of privatisation on dynamic efficiency gains, particularly those
arising from innovation (Carreira and Deza, 2009). While a number of
studies show reduced research and development (R&D) spend associated
with privatisation, many of these studies are country- or industry-specific
in contexts where the SOEs have strong public-good rationales pre-priva-
tisation rather than a commercial focus, as with New Zealand’s portfolio
(Munari, 2003, p. 141). Further, studies indicate that R&D performance
and efficiency improve post-privatisation, although those improvements
are neither immediate nor simple (Munari, 2002, pp. 230-231).

The existing literature does not consider in depth whether dynamic
efficiency gains would necessarily accrue to a partially privatised entity
in which the state retains control. It may be however, that the same theo-
retical basis exists for believing that some dynamic efficiency gains may be
realised (if not to the same degree as for full privatisation) as for static effi-
ciency gains. That is, improved monitoring and access to external capital
may improve management willingness and ability to generate dynamic
efficiency gains.

In the New Zealand situation, there appears to be greater scope for
dynamic efficiency gains than there is for static efficiency gains from
altered management of the current commercial portfolio. In particular
Treasury notes that ‘total offshore investment by the SOE portfolio is cur-
rently about 1 per cent of assets, probably much lower than it would be in
private ownership’ (Crown Ownership Monitoring Unit, 2010a, para. 51).
Further, the portfolio is generally regarded as underleveraged (Skilling
and Weldon, 2008, pp. 16-17). The initial listing targets announced by
the government (in particular the three ‘gentailers’) are also particularly
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capital intensive, potentially allowing significant dynamic efficiency gains
from decisions around capital deployment. We have been unable to locate
any studies that isolate the R&D investment of New Zealand’s SOEs, or
evaluate the R&D performance of those entities.

Again as with static efficiency gains, even small gains may have a signifi-
cant economic impact, given the significance of the existing commercial
portfolio in the economy. Thus the theoretical ability to generate dynamic
efficiency gains, coupled with the apparently significant scope for such
gains in the commercial portfolio, mean that dynamic efficiency gains may
be a fairly strong rationale for considering full or partial privatisation.

We caution however that the scope of potential dynamic efficiency gains
depends on the structure and type of underlying business being privatised,
and should not be assumed in the abstract. For example, Heatley and
Schwass highlight the flawed assumption that changing the ownership
model would fix the underlying economics of NZ Rail (despite rail’s
history; Heatley and Schwass, 2011, p. 236). Thus from a cautious per-
spective, it would seem sensible to undertake further study in an attempt
to identify potential sources of dynamic efficiency, even at a high level, for
the ‘gentailers’ and for Air New Zealand, the current targets for partial
privatisation. Such a study would need to take into account industry- and
firm-level characteristics. We are not aware of any detailed work of this
nature to date.

7.2.4 Capital Market Development

The scope for economic gains from improving New Zealand’s capital
markets is high given their current state of underdevelopment. New
Zealand’s economic performance is poor relative to other developed coun-
tries. Skilling and Boven identify New Zealand’s poor export and foreign
direct investment performance relative to other developed countries as one
of the causes of its economic underperformance (Skilling and Boven, 2006,
pp. 5-10). Skilling and Boven argue that reversing these trends requires the
creation and growth of larger, more internationally engaged companies
with significant overseas direct investment activities (Skilling and Boven,
2006, p. 21). This in turn requires expanding the domestic pool of capital
because, to cite Rajan and Zingales:

capital market strength and firm growth are strongly related, particularly for
firms that have a heavy reliance on external financing. This will be the case for
many New Zealand firms that are seeking to expand into international markets,
given that they will frequently be small and will need to scale up their activities
substantially to operate in much larger offshore markets. (Skilling and Boven,
2006, p. 21 citing Rajan and Zingales, 1998)
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The Capital Market Development Taskforce Secretariat also concluded
that ‘capital market development leads to more investment, higher labor
productivity and faster economic growth’, and that there are a number of
reasons for thinking that local financial market development is important
for local growth (Capital Market Development Taskforce Secretariat,
2009, pp. 2, 11-15). Thus according to the Taskforce, a number of con-
siderations ‘argue for a focus on domestic capital market development
as an integral part of our economic growth strategy’ (Capital Market
Development Taskforce, 2009, p. 9). The Treasury also recognises that
there is reason to believe that the development of domestic capital markets
is important for economic growth, and that ‘retaining a local stock market
could be important for firms seeking access to finance especially new and
emerging firms’ (Crown Ownership Monitoring Unit, 2010a, para. 70).

Some of these economic benefits of capital market development could
be extracted from the listing or partial listing of SOEs. We attempt to con-
sider those benefits by examining each of five dimensions of capital market
development along which privatisation of SOEs might have some impact.
For some but not all of these dimensions, full listing would likely deliver
greater benefits than partial listings.

Market size, capitalisation and depth

Evans in 2009 noted that New Zealand’s share market capitalisation of
domestic companies relative to GDP is small relative to comparator coun-
tries (Switzerland, Singapore, Ireland, Australia and Norway) and that it
declined between 1997 and 2000. A potential rationale for full or partial
privatisations is to increase market size. The Taskforce recommended that
central and local government partially list some of their commercial assets
on the NZX because it would ‘materially improve the depth of our capital
market, particularly in some of the areas in which central and local govern-
ment is a key holder of assets’ (Capital Market Development Taskforce,
2009, p. 47). While agreeing with the Taskforce that listing SOEs would
increase market depth (and liquidity, discussed below), the Treasury is less
sanguine about the materiality of listing parts of the commercial portfolio.
It notes that:

The commercial portfolio is equivalent to 30% of the NZX’s market capitaliza-
tion. However, listing a small subset of the portfolio would have much smaller
impact. For example, 25% of all three electricity SOEs would increase the
NZX’s capitalization by around 5%. (Crown Ownership Monitoring Unit,
2010a, para. 74)

We think that the impact on stock market size of listings may however,
be material. If capital market size development is a strong rationale for
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considering privatisation, then there is no reason that over time listings
above 25 per cent, and listings in more than the three electricity SOEs,
should not be considered (to the extent that the market capitalisation
rationale is a driver of any privatisation, full may therefore be preferred
to partial privatisation.) Further, an immediate 5 per cent increase in
capitalisation could be material in light of the lack of other options, and
the ability for immediate improvements to lead to cumulative benefits over
time. As the Taskforce notes, partially floating some state-owned assets ‘is
the only way in which our share market can markedly increase in size in
the near term’ (Capital Market Development Taskforce, 2009, p. 47).

The Treasury also argues that there would be only modest economic
gains from capital market development (including increasing capitalisa-
tion) due to SOE listings, as ‘the more important drivers of capital market
development are domestic savings and the broader tax and regulatory
environment’ and that ‘listing some SOEs without other complementary
measures would limit the benefits’ (Crown Ownership Monitoring Unit,
2010a, para. 75). This argument cuts both ways: implementing other
measures to improve domestic savings would have limited benefits if the
size and diversity of investments on offer remain restricted. Further, many
of these other policy levers may take a longer time to shift and, as the
Taskforce noted, the net present value of immediate improvements may
be greater due to the spillover benefits generated, including ‘making it
more attractive to other companies considering listing on the market, by
increasing activity and investor interest’ (Capital Market Development
Taskforce, 2009, p. 47).

Market composition
The Taskforce argues that partial listing of some SOEs would ‘mater-
ially increase investors’ choices of domestic assets’ (Capital Market
Development Taskforce, 2009, p. 47). The Treasury notes however that
‘the SOE portfolio is dominated by the electricity sector, but “electric” is
the single largest sector currently listed on the NZX (including Contact,
Infratil, Trustpower, and Vector)’ (Crown Ownership Monitoring Unit,
2010a, para. 74). But even within the broad electricity sector, the commer-
cial portfolio may offer a distinctive mix of underlying assets. For example
Skilling and Weldon note that the renewable energy generation capabili-
ties of the existing commercial SOEs may present a distinct offering to the
market (they propose considering the creation and floating of one large
renewable energy generator from the existing portfolio assets; Skilling and
Weldon, 2008, p. 16).

Even if not introducing diversity in terms of underlying asset types,
the introduction of investment options in the large SOEs would improve
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capital market diversity along other dimensions. In particular some of
the SOEs in the commercial portfolio would be among the larger firms
listed on the NZX by a number of measures and would be relatively
low-geared. As the Treasury notes, ‘the ability to invest in relatively
low risk large companies may be appealing to many New Zealanders’
(Crown Ownership Monitoring Unit, 2010a, para. 72). Further, Skilling
and Boven argue that due to their low gearing and other factors, some
of the large SOEs would be in a good position to undertake significant
international expansion (Skilling and Boven, 2006, p. 28). If this were to
eventuate, it would also add an important diversity dimension to current
capital offerings, given the poor current outward direct investment (ODI)
performance of existing New Zealand firms.

Partial privatisation would increase the diversity of offerings less than
full privatisation would, in that partial privatisations would not contribute
to the market control stakes in the large SOEs (it would however offer
diversity of ownership structures in creating a unique mixed ownership
model, which may be attractive if investors perceive benefits of govern-
ment shareholding in the partially privatised entities, for reasons of
implicit financial guarantee or for other reasons).

Participation

Listing of SOEs may lead — at least temporarily — to a broader-based
participation in the capital market in New Zealand, particularly if the
listing is designed specifically for that purpose. The government, by
expressing a preference for IPOs and that ‘Mum and Dad’ investors be
first in line, indicates that this is considered a key rationale for partial
privatisation and a key driver of decisions about how to privatise. Other
countries, in order to encourage broad domestic participation, have com-
monly used mechanisms such as offering domestic investors first access to
shares, discount rates and limiting parcel sizes (Keloharju et al., 2008,
pp. 2068-2070). Mechanisms designed to prevent initial investors from
‘flipping’ shares quickly (to realise the benefit of any initial discount
on fair value), such as restrictions on transfer or bonuses for holding
shares for a certain period, are also common (Keloharju et al., 2008,
pp. 2068-2070). Such mechanisms have a fiscal cost.

Nevertheless as the Treasury notes, the positive effects of SOE floats on
financial literacy and savings culture, while perhaps speculative, may well
prove complementary to other measures relating to domestic saving pref-
erences (Crown Ownership Monitoring Unit, 2010a, paras 72-73). While
not sufficient to rebalance saving rates, the increased and more attractive
investment choices offered by SOE floats may be a necessary part of a
broader package. Thus the speculative nature of the benefits of SOE floats
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on ‘saving culture’ may be reduced by ensuring that it is part of a package
of mechanisms to improve saving rates.

Other jurisdictions have commonly used SOE floats in an attempt to
encourage broader capital market participation. Keloharju et al. exam-
ined 360 privatisations from 24 countries (including 55 from the UK, 43
from France, 43 from Portugal and 34 from Italy) and found the common
use of incentives, designed to attract retail investors to participate in pri-
vatisations and to discourage them from flipping! their shares (Keloharju
et al., 2008, pp. 2068-2072). At least one type of incentive was used in 50
per cent of the sample (181 privatisations), with bonus shares for investors
who kept their original shares for a minimum period the most frequently
used incentive (Keloharju et al., 2008, p. 2066). Retail discounts on
the institutional price were also popular. Instalment plans allowing for
payment over several instalments were used most frequently in the UK (in
39 privatisations). In some instances, incentives were combined such as
bonuses and discounts, or bonuses and instalments (Keloharju et al., 2008,
pp. 2075-2076). Four New Zealand privatisations were included in the
study; interestingly no incentives were used in any of those four offerings.
This can be compared with Australia, where in ten privatisations, four
used discounts and three used instalments. The study found that larger
offerings tend to rely more heavily on retail incentive schemes than smaller
offerings, that the use of retail incentives has increased over time, and that
the use of retail incentives was not significantly related to right- or left-
leaning government (Keloharju et al., 2008, p. 2072).

The evidence is that such measures do on average tend to increase the
breadth of participation in the initial offering. Keloharju et al. found that
retail incentives did influence the numbers of shareholders participating
in privatisations and subsequent holding periods. Discounts were found
to have a greater effect on the number of investors than underpricing.
Keloharju et al. suggest that this may be due to the fact that terms of retail
incentives are known in advance but underpricing terms are not. Discounts
were found to have a slightly stronger effect on the number of investors
than bonus shares. The study also found that countries with more social
inequality require more costly incentives to attract middle-class voters.
This may be a particular consideration in New Zealand given its relatively
high income inequality relative to the OECD median (Ministry of Social
Development, 2010, pp. 64-65).

However Abromeit’s (1988) case study of UK privatisations suggests
that even if participation incentives may increase participation in the
initial listing of an SOE, diversity of ownership in the privatised entity is
not sustainable in long term. In the UK, a series of sales of public assets,
designed to encourage wide participation, was undertaken with the stated
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goal of creating a ‘people’s capital market’ (Abromeit, 1988, p. 78).
Although the number of sharcholders doubled between 1980 and 1985,
many shareholders did not retain their shares (Abromeit, 1988, p. 78).
Abromeit documents that:

o Amersham International had approximately 65000 shareholders at
the first date of trading (25 February 1982). Four months later (14
June 1982), this had fallen to 8600, and at 1 June 1984 there were
only 8129.

e By 1985 only 1.6 million of the original 2.3 million British Telecom
shareholders held onto their shares with only 12 per cent of shares
owned by individual shareholders.

o In Aerospace, the total number of shareholders sank by 83 per cent
and the total number of small shareholders decreased by 93 per cent
post float.

o Cable and Wireless’s number of shareholders dropped from 157000
to 26000 within a year, and Jaguar’s dropped from 120000 to 50000
within six months of issue. Abromeit argues that shares are a means
of saving for the small investor but even more a means to realise the
easy and quick gains that can be safely expected from a low initial
share price. (Abromeit, 1988, pp. 78-79)

Such sales were considered a success by HM Treasury on the basis of
the initial offerings being oversubscribed (Abromeit, 1988, p. 79). The
Economist (1986) however argued that it was ‘theft disguised as gen-
erosity’, for ‘this is not a gift from the government but a transfer from
non share buying taxpayers to the minority of taxpayers lucky or smart
enough to buy the shares’. The Public Accounts Committee of the House
of Commons similarly criticised the underselling of Amersham and
British Telecom and believed that that the government was in the practice
of creating windfall gains for the investor at the public’s expense (The
Economist, 1986, p. 77).

Both perspectives miss the mark somewhat. Wide participation in initial
offerings, or even sustained wide participation in the privatised entity, is
not a good measure of whether such floats improve capital market partici-
pation in the long run. And a wealth transfer in the form of a discounted
price may be a deliberately incurred cost of encouraging capital market
participation; the question is not whether such a transfer occurs, but
whether it purchases — and at good cost — the desired benefit of significant
improvement in capital market participation. If ineffective, or dispropor-
tionate to the capital market participation improvement secured, such
a wealth transfer may be appropriately characterised as wasteful, or as
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Abromeit argues, simply a tactic to secure votes (Abromeit, 1988, p. 79).
Neither Abromeit nor other authors however offer empirical evidence
about whether divestments in the floated assets were followed by reinvest-
ments in the capital markets, or how the structure of participation in the
capital markets as a whole changed, post float.

The empirical literature as a whole is frustratingly silent on the crucial
issue of whether investments in shares of privatised SOEs leads to broader
and continued participation in capital markets in the long term. Shares
divested may be used to fund further capital market investments. Equally,
even if shareholders retain a long-term stake in the privatised entities,
that stake may not be part of a diversified portfolio and may simply sub-
stitute for, rather than be held in addition to, other saving instruments.
The observation of Keloharju et al. that retail incentives can on average
increase the breadth of participation (and in the case of bonus issues,
the length of participation) in privatised entities, is only informative if
considered alongside the fiscal cost of the sale price forgone.

In sum, the theory and evidence is mixed on whether partial privatisa-
tion can be designed to deliver significant improvements in capital market
participation that justify the likely significant fiscal cost of designing a
float to appeal to a large number of small shareholders. Other dimensions
of capital market improvement appear to offer a stronger motivation for
pursuing partial privatisation.

Liquidity
Treasury finds that the international evidence is that privatisations of
SOEs can improve capital market liquidity. There is some scope for such
gains in New Zealand. Evans finds that, controlling for the size of the
market, liquidity is similar in New Zealand to other countries but that
New Zealand has a relatively low number of traded equity transactions
per head of population and that there is some evidence that liquidity
or transactions on a value basis are generally less in New Zealand than
comparator countries (Evans, 2009, pp. 15-16). The Treasury notes that
market liquidity appears currently to be concentrated in large companies,
and that listing larger companies may not have an impact on the liquidity
of smaller companies. This conclusion is based on the observation that the
lower liquidity in smaller companies is due to the lack of equity research
in those companies (Crown Ownership Monitoring Unit, 2011a). Even
if the lack of equity research is the main reason for the lower liquidity
in smaller companies, improving liquidity in larger companies may have
some modest flow on impact on liquidity in smaller companies.

Floats of Crown assets have contributed significantly to capital market
liquidity in the past. Kerr et al. found that nine privatisations in New
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Zealand from 1990 to 1999 increased the total market capitalisation by
four times, and that liquidity improved between 1991 and 2001, with
privatisations contributing an estimated 6.61 per cent of the 21.15 per
cent improvement in market liquidity over that time (Kerr et al., 2007,
pp. 46-48). However the scale of privatisation currently under consid-
eration would contribute a maximum of about a 10 per cent increase to
market capitalisation (if government retains a controlling share in all
privatised entities), so the incremental contribution to liquidity is likely to
be much smaller than from the privatisations in the 1990s.

Efficiency

The above rationales might indicate that full privatisation may be prefer-
able to partial privatisation for capital market development reasons. But
Eckel and Vining suggest that partial privatisation can be superior to full
state ownership or full private ownership from an efficiency perspective
where capital market imperfections prevent efficient risk-sharing, because
‘partial government ownership provides a means of absorbing risks unac-
ceptable to private shareholders’ (Enderwick, 1997, p. 143, citing Eckel
and Vining, 1985).

That is, it could be argued that our capital markets are underdeveloped
to the extent that they are operating inefficiently. It has been argued that
this is the case in New Zealand, in particular around the availability of
risk capital, and investment at the private equity and venture capital stage
(Capital Market Development Taskforce, 2009, pp. 56-57). Further,
direct government investment has been proposed around investment in
particular strategic infrastructure projects to correct perceived market
failures; for example in broadband. Thus it has been suggested that a
potential benefit of partial, as opposed to full privatisation, is that the
privatised entities or a holding company responsible for the portfolio mix
and proceeds from partial privatisation, could ‘have a mandate to invest
in New Zealand infrastructure assets (such as the proposed broadband
funds) and other strategic investment opportunities’ (Skilling and Weldon,
2008, p. 17). The potential for such efficiency gains in light of possible
existing market failures is not considered explicitly by Treasury.

Summary of capital market strengthening rationales

Overall the Treasury concludes that capital market development improve-
ments from SOE privatisations might only bring about modest economic
gains. We suggest that the capital market development rationale for full
or partial privatisation may be stronger than the Treasury suggests, on
the basis that even a modest improvement to stock market size could be
significant, and that divestment of some part of the portfolio offers more
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diversity benefits than those considered by the Treasury. Further, capital
market underdevelopment may provide an efficiency rationale for partial
privatisations. We do agree that the evidence and theory about the use of
privatisations to broaden capital market participation and improve saving
rates over the long term is fairly inconclusive. For that reason it would
seem unwise to incur large fiscal costs in order to design privatisations for
the sole purpose of securing broad domestic participation by holders of
small share parcels.

7.3 PUBLIC GOOD RATIONALES

While full privatisation tends to be superior to partial privatisation as
against most or all of the above rationales (fiscal, static and dynamic
efficiency, capital market development), Enderwick notes that Eckel
and Vining theorise two cases in which partial privatisation may be the
preferred form rather than full public ownership:

The first is where dual goals (profitability and social objectives) are pursued

. it may be more efficient to combine market and political monitoring
within a mixed ownership model. The monitoring of profitability but residual
shareholders and political monitoring of social goals by state employees can
coexist. The second arises where capital market imperfection prevent efficient
risk-sharing. (Enderwick, 1997, pp. 142-143)

The capital market concern has been discussed above. Below we discuss
four other (overlapping) potential market failure and social objective
rationales for preferring partial to full privatisation: monopoly, strategic
objectives and hollowing out, social responsibility, and Treaty of Waitangi
principles.

7.3.1 Competition

As Hodge notes, ‘[t]he success of privatisation is intimately tied to notions
of strong regulation to protect the interests of citizens and consumers as
well as requiring governance with integrity’ (Hodge, 2011, p. 8). Where
enterprises are natural monopolies, public ownership is an alternative
to regulation of the market to ensure competition. Where they are not,
privatisation or partial privatisation may lead to additional competitive
pressures in the relevant industry (Barry, 2002). The Treasury notes that
there are natural monopolies in the portfolio. The Treasury finds the com-
petition rationale a limited reason for Crown participation in SOEs and
prefers a regulatory approach to solving problems arising from market
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dominance, including reliance on existing competition law structures and
industry-specific regulation. The Treasury’s assessment is that current
regulatory regimes in force, offer adequate consumer protection (Crown
Ownership Monitoring Unit, 2011a, paras 36-40).

By contrast, Queensland offers an example of a ‘belts and braces’
approach to competition issues on privatisation. In privatising some
infrastructure assets, Queensland imposed directly on the (fully) pri-
vatised entity a 15 per cent cap on individual shareholdings due to the
fear of takeovers undermining competition, rather than relying solely
on existing competition law regimes. This was a response to a particular
perceived risk of vertical integration in the relevant industry. Another
potential approach to the problem of any perceived market immaturity
may be ‘partial privatisation’ by splitting out and divesting only business
units and assets that operate within mature and well regulated markets,
sidestepping the need for significant regulatory reform on privatisation
of those elements. This was the approach favoured in Queensland, where
the government recognised that the retail aspect of the electricity business
was mature and would be better operated by the private sector (Booth and
Noon, 2011, p. 9). The divestment was further broken into two tranches
to ensure that the new entrants had sufficient retail mass to be competitive
(Booth and Noon, 2011, p. 9). A cautious approach to competition issues
suggest that such non-regulatory approaches be considered in addition to
reliance on existing competition law and industry specific regulation.

7.3.2 Strategic and Economic Development

Treasury concludes that there are few, if any, circumstances where Crown
ownership (presumably participation at any level) would be required to
achieve strategic objectives such as the ability to deploy assets in response
to a crisis, or national security. The Treasury also gives economic spillover
benefits of Crown control little weight, stating that:

another common argument is that in air transport, for example, there may
be a spillover benefit from having a national flag carrier for national brand,
tourism, and so on. We would be sceptical of the size of such spillovers, and
there are alternative ways of achieving national branding through contracting
(e.g. tourism promotion).

The Treasury did not however engage in detail with the literature on
these spillover benefits, which indicates the potential for such benefits.
For example, Skilling and Boven argue that national airlines provide
significant spillover benefits particularly for small or remote countries
(Skilling and Boven, 2007, p. 23). For example national airlines tend to
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provide more direct provision of commercial passenger flights to the home
market, which increases freight carrying capacity. The availability of such
linkages in a global supply chain can be strategically important for a small
remote economy, particularly given New Zealand’s poor export perform-
ance. While beyond the scope of this chapter, we suggest that the identi-
fication and evaluation of such benefits should be given further specific
consideration rather than dismissed in principle.

Further the Treasury’s concern may have been focused on specific,
static market failures, whereas some of the arguments for partial privatisa-
tion (as opposed to full privatisation) are based on concerns that may be
more readily perceived as ‘economic development’ concerns. For example,
Skilling and Boven, and Skilling and Weldon make a case for strategic
investment as part of a range of complementary policy initiatives designed
to promote economic growth by strengthening international linkages,
ODI, and exporting performance at the firm level. This, they argue,
would grow large New Zealand firms in order to generate agglomeration
benefits, secure global supply chains in both the heavy and weightless
export sectors, and thus facilitate a move of New Zealand’s comparative
advantage towards high-value-added products consumed in international
markets. Again, while other policy measures may be complementary
to this approach, we argue that a cohesive approach using a variety of
policy levers would be the best way to alter New Zealand’s economic
performance.

An objective of shifting the composition of the economy towards
higher-value-added production, rather than addressing traditional market
failures, seems to be the rationale for state participation in commer-
cial enterprises in many other jurisdictions. For example, Queensland’s
participation in infrastructure assets has the intended goal of devel-
oping the supply chain infrastructure needed to expand and support
Queensland’s extractive industries (Booth and Noon, 2011). As we discuss
in a forthcoming paper, Singapore’s approach to partially privatising its
government-linked corporations through the holding company Temasek
was driven primarily by economic development goals. Such concerns may
also be described in terms of market failure (Huang and Watson, 2012).
For example, Temasek’s investment themes are directed to allocating
additional capital to industries and investments that perceived failures
in the (previously small) domestic capital markets were argued to have
stunted. This strategy was not driven simply by the desire to correct all
market inefficiencies, but by the expectation that correcting this particular
capital market failure would encourage high-value-added activity and
therefore particularly support Singapore’s economic growth aspirations.

Thus we consider that the strategic benefits of retaining at least some
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part of the commercial portfolio in Crown ownership should be given
greater consideration and that in the absence of such consideration
these benefits may have been underestimated. We do however accept
and reinforce the Treasury’s caution that strategic and spillover benefits
can be ill-defined and may in some cases serve as a rhetorical cloak for
nationalistic or other unarticulated concerns. Thus if public participation
in commercial assets is to be retained on a strategic basis, it is impera-
tive that the strategic rationale be made clear, and that design choices
are consistent with that objective. A benefit of any full or partial priva-
tisation activity may be that it forces policy-makers to consider and to
articulate the compelling strategic reasons, if any, for Crown participa-
tion in different parts of the commercial portfolio, either individually or
in aggregate.

7.4 SOCIAL RESPONSIBILITY AND OTHER SOCIAL
GOALS

In Section 4 of the State Owned Enterprises Act 1986, the principal objec-
tive of an SOE is made clear: it is to be a successful business. To that end, it
is charged with being: as profitable and efficient as comparable businesses
that are not owned by the Crown; a good employer; and an organisation
that exhibits a sense of social responsibility by having regard to the inter-
ests of the community in which it operates and by endeavouring to accom-
modate or encourage these when able to do so (State Owned Enterprises
Act 1986, ss. 4(1)(a)—4(1)(c)).

This sits alongside the Section 7 provision that ‘[w]here the Crown
wishes a State enterprise to provide goods or services to any persons,
the Crown and the State enterprise shall enter into an agreement under
which the State enterprise will provide the goods or services in return for
the payment by the Crown of the whole or part of the price thereof’. The
government has to date not stated whether it intends to retain Sections 4
and 7 or the equivalent, for the partially privatised entities. The govern-
ment can thus direct an SOE to undertake a particular social or non-
commercial activity. If such a direction is given, the Crown and the SOE
will enter into an agreement whereby the Crown agrees to compensate
the SOE for a portion or the whole of the extra cost incurred in carrying
out the activity (State Owned Enterprises Act 1986, s. 7). The purpose of
this provision is to prevent the ad hoc subsidisation of certain goods or
services which someone decides are for the social good. Such subsidisation
was a characteristic of government departments. Because the costs of the
social activities are clearly defined, non-commercial obligations cannot be
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used to mask poor management. When used, the subsidies have been quite
specific. For example the government provided a subsidy to New Zealand
Post Limited which was later withdrawn (New Zealand Treasury, 1996,
pp. 41-42). New Zealand Post Limited then closed its non-commercial,
previously subsidised outlets. However Section 7 does not now appear to
be in common use. The 2011 Annual Portfolio Report of the Crown does
not mention any specific instances of contracting under Section 7. This
may be because when contracts are entered into between the Crown and
an SOE (for example MetsService’s six-year contract with the Ministry
of Transport; Crown Ownership Monitoring Unit, 2011b, p. 85), it is not
clear in practice whether that contract is made pursuant to Section 7 or as
an ‘ordinary’ arm’s-length contract. This may stem from the fact that it is
not clear from the face of Section 7 whether it simply restates the ability
at contract law of the Crown and SOEs to contract with each other, or
whether it alternatively allows the government to require an SOE to agree
to provide goods and services (New Zealand Treasury, 1996, pp. 38-42).
There has been no judicial examination of Section 7. This means that in
considering whether or not Section 7 or equivalent should be retained for
the partially privatised companies, it is critical that policy-makers consider
what Section 7 does that is different from default contract rules. It is
beyond the scope of this chapter to undertake that analysis.

At first blush, regulation or a contracting framework is a more attrac-
tive way of securing any appropriate public goods than a generic require-
ment that the partially privatised corporation act in a ‘socially responsible’
manner. A regulatory or contracting approach would encourage the
careful identification of a specific market failure, the crafting of specific
regulation or purchase contract to secure that good (if appropriate) and
in doing so may provide more certainty about the legal obligations of the
corporation than a generic social responsibility requirement.

A generic social responsibility requirement may however be attractive
as a backstop for regulation when regulation is in flux or particularly
uncertain. The Treasury does not find any alarming regulatory uncer-
tainty in the areas in which the target SOEs operate, but does note that
there is some regulatory uncertainty around electricity regulation and
carbon pricing (Crown Ownership Monitoring Unit, 2011c, p. 4). It
might be argued that a generic social responsibility requirement might
encourage — or require — a partially privatised entity to adopt corporate
best-practice norms even when regulatory requirements are unclear or
have not adjusted to new norms. In such circumstances, Section 4 can
also be seen as the backstop rule for an incomplete contract, implying that
even the Crown’s ability to enter into future transactional contracts for the
provision of specific public goods is considered insufficient in some way.
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Whether or not this is a convincing argument for the retention of Section
4 or some equivalent, is beyond the scope of this chapter.

In weighing these options, experience of other jurisdictions may be
instructive. For example Queensland’s framework appears to reflect a
view that a separate social responsibility requirement is unnecessary when
the government can contract for the delivery of social goods, including
for the fulfilment of specific ‘social responsibilities’. Section 13 of the
Government Owned Corporations Act 1993 (Qld), (the ‘GOC Act’),
allows corporatised government entities to change the conditions and
structure under which they operate so that they are managed on a com-
mercial basis and in a competitive environment, but does not require those
entities to be as profitable and efficient as comparable businesses in the
private sector. The GOC Act (s. 14) further provides that the objectives of
corporatisation are to ‘improve Queensland’s overall economic perform-
ance and the ability of the Government to achieve social objectives’ and
requires a corporatised GOC to:

e have clear, non-conflicting objectives;

e set specific financial and non-financial targets for its commercial
activities;

e transfer any activities of a governmental policy formulation or regu-
latory nature from the GOC to a department, separate regulatory
authority or other agency;

e Dbeappropriately compensated for its community service obligations;

e set performance targets for its community service obligations.
(Government Owned Corporations Act, s. 16)

Under the Queensland model, the contracting framework and a Section 4
equivalent appear to be viewed as substitutes. The Crown in New Zealand
currently also has the ability under Section 7 of the SOE Act to require an
SOE to provide goods or services, but must contract and compensate for
that provision. The Queensland model indicates that if a Section 7 equiva-
lent is retained in the mixed ownership model, a Section 4 equivalent may
be unnecessary, but by contrast, if no provision for the contracting of
social goods (other than on a purely private law basis) is retained a Section
4 equivalent may be more attractive (if it is decided that such responsibili-
ties should be recognised, and in some generic way rather than by specific
regulation).

Thirdly, it will need to be considered whether the retention by the
Crown of partial ownership will leave public law remedies available
against partially privatised SOEs. In Te Heu Heu it seemed that SOEs
were considered separate entities at law from the Crown (Te Heu Heu



Putting ‘why’ before ‘how’ 163

v Attorney-General [1999] 1 NZLR 98 (HC)). In that case the plaintiffs
quoted a statement of Lord Woolf in New Zealand Maori Council v
Attorney General that ‘although, under the Act, a state enterprise is
structured so that it is separate from the Crown, as its title indicates it
remains very much the Crown’s creature’ as supporting their assertion
that the Crown includes SOEs and their subsidiaries (New Zealand Maori
Council v Attorney General [1994] 1 NZLR 513 (PC), p. 520). Robertson
did not accept this argument, stating that the purpose behind the move to
a state-owned enterprise scheme was to distance the Crown from activities
perceived as better carried out on a commercial basis. Partial privatisation
would of course increase that distance.

In sum, it is extremely hard to evaluate whether ‘social responsibility’
is a compelling rationale for retained Crown ownership in the partially
privatised SOEs. The uncertain legal meaning of the term is a key reason.

7.4.1 Treaty of Waitangi Principles

Section 9 of the SOE Act states that nothing in the Act permits the
Crown to act in a manner inconsistent with the principles of the Treaty
of Waitangi. This provides scope for iwi (extended family groups) to
challenge sales.

In early 1995 the government decided to sell Radio New Zealand’s com-
mercial arm. To make this possible, its SOE status had to be removed. The
New Zealand Maori Council brought an action under the Judicature Act
1972, attempting to prevent steps towards the sale (New Zealand Maori
Council v Attorney General HC, Wellington, 29 March 1996). McGechan
said the proposed sale was not in breach of Section 9 of the SOE Act
since retaining commercial radio stations in public ownership would not
assist in broadcasting the Maori language. The action also failed on other
grounds. The New Zealand Maori Council appealed. The Full Court of
Appeal struck out the sale challenge (6 to 1), stating the Cabinet decision
was not subject to judicial review (New Zealand Maori Council v Attorney
General [1996] 3 NZLR 140 (CA)).

Te Heu Heu v Attorney General concerned the Taupo District Council’s
acquisition of 253 hectares of land from Landcorp (Te Heu Heu v Attorney
General [1999] 1 NZLR 98 (HC)). The land was subject to a Waitangi
Tribunal claim, but this was not disclosed until after the agreement for
sale and purchase had been signed. The plaintiffs sought to stop the sale,
arguing that the Crown and shareholding ministers had acted in a manner
inconsistent with Section 9 of the SOE Act. In particular, they argued
that the obligations in Section 9 imposed additional obligations on the
Crown when transferring land to those set out in the Treaty of Waitangi
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(State Enterprises) Act 1988 (the “TOWSE Act’). Robertson considered
the history of the legislation and prior case law at length, concluding that
there may be room to argue that TOWSE Act may not always be sufficient
to discharge the Crown’s obligations but:

where those provisions do apply there will usually be very little room to argue
that Section 9 demands something more. Such circumstances will be rare. It will
need to be demonstrated, for example, that the Crown was acting in bad faith
or contrary to the terms of the settlement which is encapsulated in the TOWSE
Act. (Te Heu Heu v Attorney General [1999] 1 NZLR 98 (HC), p. 107)

The cumulative effect of this litigation in the past was to block the intended
privatisation of selected SOEs. The value of an SOE is reduced if there is
uncertainty about SOE asset values. It was considered imprudent to
proceed with the sale of SOEs with large landholdings because the sale of
such land to a private owner can be revoked with the Waitangi Tribunal.
Recent suggestions by the Maori Party that it might support partial priva-
tisations post-election if shares were first offered to iwi interests may mean
that Section 9 may again be invoked to halt partial privatisations that are
not considered to be on terms commensurate with Section 9 and Treaty
obligations.

Similar to ‘social responsibility’ considerations, a programme of partial
privatisation will require considering: what meaning judges are likely to
ascribe to Section 9 in a contemporary setting; what public goods Section
9 therefore attempts to secure; whether Crown participation is required to
secure those goods; and if so, whether Section 9 (or equivalent) is the best
way to continue to secure those goods.

7.4.2 Policy Stability and Quality

There is mixed theory and evidence about how Crown participation in
commercial enterprises affects the stability and quality of regulatory
settings. There is a substantial body of literature considering whether
privatisation leads to greater demand for, and enactment of, stable and
sound regimes to regulate capital markets, and the incidence of private
and public sector corruption. However much of this work focuses on pri-
vatisation programmes in economies that were, prior to the programme,
heavily centralised and developing. It is not clear that the lessons from this
literature are applicable to the New Zealand situation in which regulation
of capital markets and property rights is already well developed (Capital
Market Development Taskforce, 2009, p. 10).

Some studies suggest that full divestment of state assets can too often
be coupled with hasty and ill-designed deregulation that destroys capital
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value. The Californian energy crisis of 2003, for example, has often been
attributed to profiteering incentives arising from poorly staged deregula-
tion of the electricity industry (Brand and Scheffran, 2005, pp. 66-71). On
the other hand partial privatisations may come with other incentives that
may lead to suboptimal regulatory regimes. Pargendler (2011) surveys
historical government ownership in the United States, Brazil, China and
Europe, and argues that conflicts of interest (stemming from the state’s
dual role as shareholder and regulator) can influence the content of cor-
porate laws to the detriment of outside investor protection and efficiency,
and that such conflicts of interest are most evident in cases of partial pri-
vatisation. For example controlling corporate shareholdings incentivised
the Brazilian government to revise Brazil’s Corporations Law and remove
minority shareholder rights in order to sell its holdings in return for a
significant premium (Pargendler, 2011, pp. 14-23). Although retention
of control may be more politically acceptable than partial privatisation
where the state becomes a minority shareholder, ceding control removes
the conflict-of-interest problem.

Short of full state ownership or divestment, Pargendler suggests that
these conflicts may be overcome by dual regulatory regimes where
separate corporate laws applicable to only the state as a shareholder are
adopted. Pargendler notes dual approaches in Germany and the United
States (US), and considers the use of golden shares to be a form of dual
regulatory regime because the state is able to exercise certain special
rights granted by the shares and is able to influence the governance of the
particular firm through its holding of the golden share. This addresses the
government’s interests while keeping intact the legal regime applicable to
private firms. Another approach may be dual regulatory authorities, in
which foreign or non-state regulatory authorities are given the power to
design and enforce corporate and securities regulations.

7.5 CONCLUSION

This chapter reaches four main conclusions. Firstly, considered in isola-
tion, many of the rationales for privatising SOEs indicate that full rather
than partial privatisation may be superior in many contexts. There is
therefore no reason why full (rather than partial) privatisation should not
be considered for some SOEs in the current commercial portfolio on a
case-by-case basis, other than political reasons.

Secondly, full privatisation is not necessarily superior to partial priva-
tisation on every policy basis. While it seems reasonably clear that full
privatisation is, on average, over time superior to partial privatisation on
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a static efficiency basis, as against other policy rationales, partial privati-
sation may deliver benefits as opposed to full privatisation. The room for
strategic benefits from some Crown involvement in the commercial port-
folio appears to be wider than the Treasury currently accepts, including in
areas such as addressing capital market imperfections and for economic
development purposes.

Thirdly, it appears that as a whole and on average, for partial
privatisation:

o The short- to medium-term fiscal rationale seems reasonably weak.
But if done in a way that induces economic growth, partial privatisa-
tion may have significant long-run fiscal impacts.

o The static efficiency rationale is modest, but perhaps greater than
the Treasury concludes, for the reason that even small efficiency
gains in a significant part of the economy may be material.

o The dynamic efficiency rationale for partial privatisation is stronger
than the static efficiency rationale and may be significant.

e Capital market development rationales on the whole appear some-
what stronger than the Treasury concludes (in particular given that
diversity benefits can be realised in ways other than adding new
industry classifications to the market). However we are somewhat
sceptical about the capital market participation dimension of capital
market development. Increasing market size and asset diversity are
stronger rationales.

e Strategic (including capital market efficiency improvement) reasons
for holding (and better managing) retained shares in SOEs may be
much more significant than the Treasury indicates, given potential
economic development considerations that have not yet been fully
explored.

e Policy stability rationales for fully divesting, or retaining some
Crown ownership in SOEs, are in tension.

That is, we suggest that the strongest rationales for partial privatisation
appear to be the realisation of dynamic efficiency gains, the development
of capital markets (particularly along the dimensions of size and asset
diversity), and the fulfilment of strategic (and perhaps most significantly,
economic development) aims. We consider that these are the most com-
pelling ‘whys’. It is sensible that in designing ‘how’ partial privatisation
should proceed, policy-makers should focus on maximising those benefits
while minimising costs against the other rationales.

Fourthly, the public should demand that policy-makers explain clearly
which rationales they consider to be the most important reasons for partial



Putting ‘why’ before ‘how’ 167

privatisation. Lack of clarity about the primary goal of partial privatisa-
tion would make it impossible for policy-makers to choose rationally from
among the many ways that partial privatisation can be carried out, and
would make it all too easy for any outcome to be spun as a ‘success’ against
some goal or other, irrespective of the initial reason for privatisation.

The risk of lack of clarity in policy rationales for partial privatisation
appears to be materialising. Despite initial Treasury analysis that sought
to crystallise the drivers for partial privatisation (and which this chapter
has sought to further sharpen and evaluate), subsequent Treasury advice
to Cabinet recommended that Cabinet agree that the government has no
fewer than ten objectives for the mixed ownership model:

e Fiscal (static) — optimise the value for the Crown and free up capital.

e Fiscal (dynamic) — allow the companies to obtain growth capital
without depending entirely on the government.

e Capital market development — broaden the pool of investments
available to New Zealand savers, and increase the depth of New
Zealand capital markets.

® New Zealand participation — place New Zealand investors at the
front of the queue and achieve widespread and substantial New
Zealand share ownership.

e Commercial disciplines — ensure that these large and important
companies reap the benefits of sharper commercial disciplines, more
transparency and greater external oversight to allow them to make
the strongest possible contribution to New Zealand’s economic
growth.

® Majority Crown ownership — ensure that the government has a
controlling stake.

e Good investment opportunities —ensure that the companies involved
present good opportunities for investors;

® Protect consumers — ensure that industry-specific regulations ade-
quately protect New Zealand consumers.

e Low execution risk — successful implementation is achieved (such as
good demand for shares, and the shares perform well after listing).

e Timing — the programme will be well advanced by 2014 to allow
capital to be released over the next few years to finance other capital
priorities. (Crown Ownership Monitoring Unit, 2011a, para. 55)

Cabinet so agreed. These objectives appear to map more closely to a
series of government statements (some made in requesting advice from the
Treasury) than to the Treasury’s analysis of the objectives of privatisation.
The Treasury also recommended that Cabinet ‘note that it is not possible
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for all ten objectives to be maximized simultaneously, and that objectives
will need to be balanced throughout the process’. This recommendation is
based on the Treasury’s advice that:

Some of these objectives have the potential to pull in different directions, par-
ticularly between fiscal and other objectives. It will not be possible for all ten
objectives to be maximised simultaneously, and as a result trade offs between
different objectives will need to be balanced to achieve a successful outcome.
Maintaining maximum flexibility as long as possible into the process will be
critical to ensure that Ministers have adequate policy space to balance compet-
ing objectives. (Crown Ownership Monitoring Unit, 2011a, para. 14)

Ten objectives is a very large number to affirm, particularly when no
clear indication about which objectives are considered most important
or convincing is given upfront. The proposed process — leaving that pri-
oritisation of objectives open as long as possible and trading off between
those objectives in an ad hoc way as privatisation proceeds — appears to be
a recipe for both a lack of coherent balancing and also for opacity about
the key drivers of privatisation. The public will be required to wait to see
how competing objectives are balanced when specific design choices are
made, before they can infer which objectives policy-makers consider most
important. With no upfront prioritisation of objectives, there is no guar-
antee that design choices and the balancing of competing objectives will be
carried out in a way that is consistent or rational.

NOTES

*  The authors thank David Mayes, Stephen Franks, Phil Barry, and the participants of the
28 October 2011 New Zealand Governance Centre Conference for helpful discussions
and comments.

1. Purchasing shares at a discount and immediately selling them, usually for a profit.
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8. Public project procurement and the
case for public—private partnerships

Michael Regan

8.1 INTRODUCTION

Historically, theoretical explanations of the state were developed around
two perspectives. First, the organic view which draws an analogy between
the state and natural organisms in which all members of the governed
community are part.! In this construct, the state is viewed as a continuum
with an independence from, and authority over, its individual members.
It was argued by many of the early political philosophers that an under-
standing of the state suggests a dichotomy in the way the state serves its
own interests on the one hand, and as a separate and distinct action, acts
in the interests of all members of the community. The organic view is fre-
quently cited as an explanation for the emergence of absolute monarchies
and totalitarian states throughout history.2 A second explanation is the
mechanistic approach in which members of the community form a state to
undertake collective decision-making on behalf of its members (Hobbes,
1651 [1996]). The mechanistic state has as its object the maximisation of
the welfare of all members of the community (Abelson, 2003) and provides
a basis from which to understand the core functions of government includ-
ing the creation of institutions to regulate social and economic behaviour
such as a legal system and the provision of public goods (Heilbroner, 1999,
p. 69). The mechanistic view regards the provision of public goods in the
public interest as a primary responsibility of a state, provided by the state
for the benefit of the community and financed from taxation or debt. In
the nineteenth and early twentieth centuries, public goods were delivered
by public ownership of the assets delivering the service. In the last 20 years,
systemic failure in state delivery of public goods, especially in construc-
tion, led to calls for a new approach (Egan, 1998). This relied, in part, on
the state reconsidering its role as the owner of the means of production to
that of a buyer of services to specification at the best price. The Project
Finance Initiative announced in the United Kingdom (UK) in 2001
proposed greater private sector provision of public goods and services
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through a variety of procurement methods, including joint ventures,
public private partnerships and concession arrangements.

This approach was not new. Since the time of the Roman Emperor
Augustus a variation of the traditional public good was evident with the
franchising of some state services financed from a user-pays approach
with tolls and tariffs. These came to be described as quasi-public goods
and were fairly common throughout the Early and Late Middle Ages
and are no less evident today with privately financed toll roads and local
government waste management services.

In contemporary society, an important public good is the provision
of economic and social infrastructure. Economic infrastructure refers to
the networks and assets that facilitate trade and commerce in the form of
roads, tunnels, bridges, ports, railway systems, airports, energy generation
and distribution and the conservation and management of water resources.
Economic infrastructure contributes to an economy’s productive capacity,
output and growth. It also drives reduction in private transaction costs,
multi-factor productivity, employment and incomes especially in regional
economies where these benefits are more readily measurable (Regan,
2007). These variables have an important association with an economy’s
competitiveness and terms of trade. Social infrastructure is an important
driver of a community’s social development in the form of public hos-
pitals and disease eradication programmes, facilities for regional public
administration, primary and secondary schools.

Public investment in Australia accounts for around 6 per cent of gross
domestic product (GDP) (AUS$71 billion in 2010) of which around 70
per cent is applied to economic and social infrastructures (Australian
Bureau of Statistics (ABS), 2011). The Australian data are not repre-
sentative for members of the Organisation for Economic Co-operation
and Development (OECD) with the country’s physical, economic and
human geography presenting specific infrastructure challenges that
include long-distance transport networks on the one hand, and high
levels of urbanisation on the other. On average, infrastructure investment
in developed countries accounts for around 4 per cent of GDP of which
around 2.2 per cent is absorbed by depreciation of existing capital stocks
(Regan, 2010).

Around 64 per cent of public infrastructure in Australia is procured
using short-term construction contracts, a further 17 per cent using alli-
ance contracting methods and around 14 per cent is outsourced. Nearly
all public procurement is delivered by private contractors using traditional
practices based on a comprehensive input specification, a competitive
tender or pre-qualification and negotiation process, and selection cri-
teria heavily weighted in favour of lowest cost. Around 65 per cent of
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economic and social infrastructure in Australia is owned and operated by
government.

In the years immediately following the global recession of 1989-90,
Western countries were facing a number of systemic economic problems.
Inflation and unemployment rates were rising, the oil shocks of the 1980s
were fuelling inflation and high interest rates, public debt and deficits
were at their highest for 50 years and Keynesian fiscal interventions were
not having the desired effect of stimulating private investment, improv-
ing productivity or output growth (OECD, 1985). The response in many
developed economies was for government to undertake programmes of
microeconomic reform which included deregulation of sectors such as
banking and finance, the privatisation of government business enterprises
in competitive markets, reduction in barriers to trade and greater eco-
nomic openness. In Australia, these reforms included an accord between
labour unions, government and employers to limit wage increases above
productivity gains and removal of exchange controls over currency.

In the early 1990s, there was also recognition of the relative perform-
ance differences between government agencies delivering public goods and
services and private companies (New South Wales Government, 1991). At
this time, a number of OECD countries including the United Kingdom
and Australia commenced wider use of outsourcing arrangements includ-
ing concessions, the long-term leasing of ports and airports and build-
own-transfer (BOT) contractual arrangements to narrow the performance
gap. At the same time, a growing body of evidence was pointing to the
inefficiency of traditional public procurement practices (Latham, 1994;
Egan, 1998). As recently as 2007, most public projects were delivered
late and over budget (Allen Consulting Group, 2007) and land transport
projects, in particular, attracted a high level of optimism bias leading
to financial outcomes well below expectations (Mott McDonald, 2002).
Reports by the United Kingdom National Audit Office (NAO) in 2001
and 2003 (NAO, 2001, 2003) identified late delivery and over-budget
performance in around 70 per cent of public projects.

Evidence suggests the poor performance of traditional procurement is a
consequence of government agency failure in the preparation of the busi-
ness case, inter-agency friction, separation of the design and construction
components, and an input specification that is either incomplete at the
time of tender or is subject to ongoing change during the early stages of
the project (Mott McDonald, 2002; Flyvbjerg et al., 2003; NAO, 2003). It
is not unusual for a combination of an incomplete design and the lowest-
price tender for a project to end up the more costly form of procurement.
Bidders may bid low in competitive markets in the expectation of boosting
margins during construction by cutting corners and adopting an aggressive
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approach to negotiation about the scope of work and change in specifica-
tion. Poor procurement outcomes are evident from a long list of tradition-
ally procured infrastructure projects including the Scottish Parliament
building in Edinburgh, the Southampton Oceanographic Laboratory,
Guy’s Hospital Stage I11, the New British Library and Quarry House in the
United Kingdom (NAO, 2003, 2005) and the higher rate paid by state gov-
ernments for construction work at schools (Australian Government, 2011).

Public—private partnerships (PPPs) were identified in the mid-1990s
as one of several procurement initiatives to be introduced by the United
Kingdom Government to address an infrastructure shortfall in that
country and commence the procurement reform process identified in
Constructing the Team in 1994 (Latham, 1994) and the Report of the
Construction Task Force in 1998 (Egan, 1998).> PPPs were the first
significant policy-based procurement reform to be introduced in devel-
oped economies. They built on the historical precedent of government
outsourcing evident in Sumeria around 2500 BCE, in the Greek city-states
around 550 BCE and privately financed and operated postal, water and
transport services in the Roman Empire in the time of Augustus. British
colonial administration was managed by private companies in the seven-
teenth and eighteenth centuries, and the industrial revolution in the nine-
teenth century was largely the result of private capital and ownership of
the new economic infrastructure services. Several hybrid forms of private
participation in local service provision were employed by local govern-
ment in France during the second half of the twentieth century; and in the
1990s, BOT contracts based on long-term outsourcing arrangements were
widely employed by cash-strapped governments in both developing and
developed economies to supply essential government services.

In Australia, PPPs were introduced to Victoria in 2001 and progres-
sively adopted in the other states and territories. A uniform national
policy was put in place in 2009. Around 59 PPPs have been delivered in
Australia under various state and national PPP policies and antecedent
policy principles (Infrastructure Australia, 2010). It is estimated that a
further 107 BOT projects employing PPP policy principles were delivered
by public agencies, universities and local government bodies between 1997
and 2009. Collectively, these projects accounted for 6 per cent of public
capital investment in this period.

8.2 WHAT ARE PPPS?

As a policy-based procurement framework, PPPs are implemented with
either a statutory or policy framework. The latter approach was adopted
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Figure 8.1 A typical PPP contractual arrangement

in Australia and is typical of OECD countries. Most nations possess a PPP
policy and this method of procurement is currently employed in more than
100 nations around the world.

PPPs permit a standardised approach to large and complex procure-
ments that incorporates rigorous project selection and evaluation and best
practice performance benchmarking. PPPs in Australia are excluded from
state procurement policy frameworks and differ from traditional procure-
ment processes in several respects (see Figure 8.1).

Firstly, projects are identified and developed by national and state agen-
cies and proposals are advanced through a series of qualifying stages or
gateways in the approval process. The gateways are based on the following
criteria:

1. Project selection — an analysis of the business case for each proposal.

2. Project affordability — projects should have an existing capital budget
allocation.

3. Procurement strategy — an evaluation of different procurement
options.

4. Selection of a successful proponent and negotiation of contract terms

over an exclusive dealing period. This process includes negotiation
about the regulatory and contract management arrangements.
Contract finalisation and financial close.*

4



Public project procurement and the case for public—private partnerships 177

Secondly, the project is put to competitive tender with an output speci-
fication which transfers ownership of design and decision-making to the
contractor and compares with the input specification commonly employed
with traditional procurement whereby the owner retains decision-making
and specifies the exact work to be undertaken by the contractor.

Thirdly, the agency constructs a public sector comparator. This is a
risk-weighted measure of traditional procurement over the project life
cycle and is used to compare the optimal method of state procurement
against bids submitted in a competitive market. The transfer of project
and operational risk to the contractor underpins the economics of PPP
projects.

Fourthly, the PPP approach uses a value-for-money test based on asset
life cycle rather than lowest ex ante procurement cost. Value for money
takes into account both quantitative and qualitative dimensions of the
procurement and the service to be delivered.

The major challenge for governments using PPP procurement is to
achieve changes in culture in its dealings with the private sector and
undertake the extensive retraining necessary in line agencies to equip them
with skills in advanced project evaluation and measurement methods,
including:

discounted cash flow analysis;

risk identification, measurement and valuation;
life-cycle costing;

project management;

incentive-based regulation;

real options.

PPPs differ from traditional contracting in two important ways. Firstly,
traditional construction contracts are generally short-term complete con-
tracts that are adversarial in nature. The incentives that guide the conduct
of the client are short-term and cost-centric and directed at achieving the
completed works on time, within budget and with least additional cost
for variations and changes to the contract or scope of works. These are
essentially ex ante components of the service delivery process. Contractors
will perform services under the contract, many of which are either non-
contractible or non-observable, and seek to profit from ambiguity or
incompleteness in the contract and variations and changes to specification
or scope of works. If the contractor can cut corners to reduce costs it
will do so without regard to life-cycle costing or the quality of long-term
service delivery. The tension resulting from the adversarial nature of
the contractual relationship manifests itself in renegotiation during the
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contract term or post-contractual disputes that absorb management time
and can add significantly to transaction costs.

A PPP contract is not collaborative in nature although both client and
contractor invest heavily in a satisfactory contract management relation-
ship. As a long-term contract incorporating both ex ante and ex post
service delivery components, the contractor carries life-cycle cost risk
and has the incentive to ensure well-designed and sustainable works that
feature low energy, maintenance and replacement costs over the term of
the contract. The incentive for the contractor is to design and construct
an efficient building or works that delivers services to specification. If the
contractor’s remuneration arrangement includes abatement of payment
for outages or poor service performance, and incentive payments for
performance that exceeds specification, the contractor has a favourable
marginal return on investment by investing further when the economics
warrant.

Secondly, a traditional contract is owned by the client who develops
the specification and scope of works. The client is also responsible for life-
cycle costs and ex post service delivery. The contractor has no interest in
service delivery outcomes and all risk, with the exception of construction,
is borne by the client. In this context, ownership refers to a residual control
right (Grossman and Hart, 1986), and is central to the conduct of the
parties (Besley and Ghatak, 2003, p. 246). In long-term service contracts,
ownership has value (Selanie, 2005, p. 198). In a PPP contract, the con-
tractor controls service production and management, which is important
with incomplete contracts in which mediation and arbitration provisions
compensate for the uncertainties that cannot be written into the contract
(Hart, 2001, pp. 1083-1084). PPPs are moving state procurement away
from ownership of assets and issues of residual control to the purchase
of services and the contractual and informational aspects of long-term
service delivery.

The PPP procurement method underwent development in Britain and
Australia in the period 2003-08 as reviews and transactional experience
informed policy changes (Fitzgerald, 2004; Allen Consulting Group,
2007); transactional information became more common, and various
government audit authorities published project performance reviews
(Auditor-General of Victoria, 2005, 2006, 2007, 2008; Mott McDonald,
2002; NAO, 2003, 2005, 2006). Further development of the PPP model is
necessary to ensure that project performance and policy governance are
observed at best practice standards.

Poor procurement performance may involve significant financial loss of
monies, and when the problems are systemic, are a form of public failure
which occurs when governments are unsuccessful in allocating resources
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efficiently or the social cost of market intervention exceeds its benefit
(Winston, 2006). Additional contributing factors include optimism bias
(the overestimation of benefits and underestimation of costs), low levels of
design and construction innovation, and little regard to whole-life costing
and the risks associated with the long-term management of complex assets
such as hospitals, corrective service institutions and public utilities.

8.3 VALUE FOR MONEY (VfM)

Most traditional procurement is based on an input specification for the
assets and/or services being acquired with separate contracts for design,
construction and asset management. Government departments and agen-
cies directly tender most traditional contracts pursuant to prevailing pro-
curement policy, and in all but the largest of projects, without Treasury,
public accounts or works committee oversight. The bidding criteria for
traditional procurement are primarily lowest procurement or ex ante cost.
Whole-life costing of assets during the ex post service period of the asset
are not always taken into account.

In recent years, state procurement policy in Australia and the UK has
moved away from strict lowest-tender selection criteria to VfM. In this
instance, VfM is used to examine the direct and indirect impacts of pro-
curement. The Northern Territory Government’s procurement directions
policy, for example, employs the following VfM tender assessment criteria:

past performance;

whole-of-life costs;

local development and value-adding;
timeliness;

capacity; and

innovation.

For PPPs, comprehensive qualitative and quantitative criteria are
employed which may include (NAO, 2003; Government of Victoria,
2001b, 2003a; Grimsey and Lewis, 2004):

e lower procurement cost or user charges using a comparative evalua-
tion against a risk-weighted traditional procurement method;

e carly project delivery or minimum community disruption during
construction;

e variations to specification that create additional utility or value for
the state;
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e improved state resource allocation or utilisation;

e the transfer of additional project risks;

e service delivery outcomes that exceed specification or improve
service standards, consumer utility or enhancements to the public
interest;

e improvements in the quality, scope and scale of service delivery;

e the use of processes and inputs which are likely to produce more
reliable and better quality services; and

e sustainability and environmental protection.

The key quantitative measure of value for money with PPP projects is the
public sector comparator (PSC). The PSC is based on a reference case
built around the best traditional procurement option. The general rule
adopted in many countries is for a PSC to be prepared when traditional
procurement is an option. When the state does not have the capital to
undertake the project, a PSC may be prepared as a benchmark although it
is expected that, in these circumstances, a competitive market will deliver
better service outcomes, lowest procurement cost and VfM (Sturgess,
2003).

Preparing a financial forecast for an infrastructure project is a complex
exercise that is arguably more art than science and relies on the estimates,
advice and judgement of the project management group. The qualitative
measure of value for money involves an analysis of each bid on the basis
of (NAO, 1999; Government of Victoria, 2001b, 2003b):

a public interest test;

the prospects for the quality and reliability of service delivery;
design amenity; and

The sustainability of the bidder’s proposal.

The drivers of VfM in PPP projects include:

e risk transfer;

e innovation in design and construction;

e price certainty including life-cycle costing of refurbishment, repair
and maintenance obligations;

e timeliness of delivery; and

e the use of new and more effective technologies (Fitzgerald, 2004).

Matters that affect VM outcomes include the size of the project, the com-
plexity of the construction and operational tasks, the scope for innovation
and technology, and bid criteria. Another source of difference is qualitative
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outcomes such as landmark design (e.g., Southern Cross Station project in
Melbourne); e-tolling (e.g., Transurban City link in Melbourne); con-
struction methods that do not impose congestion on existing roads (e.g.,
Heathrow Terminal 5 in London; EastLink in Melbourne); upfront pay-
ments to the state (e.g., Cross-City Tunnel, Sydney); new filtration tech-
nology (e.g., Enviro Altona); early commissioning (e.g., Albury Wodonga
Treatment Plant); public security, technology services and user amenity
(e.g., County Court Building in Melbourne); lower consumer charges (e.g.,
EastLink in Melbourne); and improved asset management (e.g., NSW
Schools Project; Darent Valley Hospital). The VfM evaluation process
is a more comprehensive method for evaluating proposal attributes and
offers a platform for comparing bidder proposals and the PSC. Value for
money is acknowledged as a best-practice template for project procure-
ment especially with one-off, large and complex projects offering scope for
innovation and the deployment of new technology.

Nevertheless, a number of UK PPP project and audit reviews point
to inaccuracies and systemic optimism bias in state agency evaluation of
major projects (Mott McDonald, 2002; Flyvbjerg et al., 2006). The PSC
can be difficult to price particularly when a government agency has a
long history of underperformance using traditional procurement methods
(NAO, 2004). Optimism bias is being addressed by a number of techniques
at the early business case development stages of the project including fore-
casting methods (Flyvbjerg and COWI, 2004). 5 Life-cycle costs are also
difficult to accurately predict over service intervals of 20-40 years and may
account for up to five times the initial procurement cost, in nominal terms,
for an average commercial building over a 20-year investment period. This
suggests that the PSC is not definitive for large and complex projects and
offers little more than a guide (NAO, 2004).

The identification, measurement and pricing of risk are a subjective
exercise for long-term projects, and forecasts prepared on a risk-weighted
basis are as sound as the quality of the thinking that is employed in their
construction. The same problem exists for private sector bidders although
the financial costs of error go straight to the bottom line. Possibly it is a
question of incentive and the marginal utility of investment. The investor
with more at stake is more likely to take greater care in measuring the risk
profile of an undertaking than one with less.

A major driver of better VM outcomes with PPP projects is the rigour
imposed by the project management process. Although processes vary in
each country and state, a PPP originates with a state department or agency
and is evaluated against alternative procurement options with Treasury
oversight. When the project is nominated as a PPP, the agency prepares
the output specification and proceeds through a series of approval
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‘gateways’. Unless specifically mandated under procurement policy, most
traditional procurement relies solely on market price responses as an
indicator of fair value.¢

8.4 PROCUREMENT PERFORMANCE

Evidence suggests that PPPs are reducing the cost of public procurement
although there is significant variation between jurisdictions and applica-
tions. In the UK, for example, cost savings based on a comparison of the
risk-weighted benchmark for traditional procurement (the public sector
comparator) were within the range 10-20 per cent. In Australia, the results
have been at the lower end of that range with the Fitzgerald Report (2004)
identifying an average 9 per cent cost saving for a portfolio of diversi-
fied projects, Allen Consulting Group (2007) 11.4 per cent, and the State
Government of New South Wales schools project revealing 7-10 per cent
(Auditor-General of NSW, 2006a). The difference between Australia and
the United Kingdom can be explained by the greater opportunity which
existed with early Private Finance Initiative (PFI) projects to improve
industry construction practices following the Latham and Egan Inquiries
in 1994 and 1998 respectively.

Performance is also measured in terms of delivery cost and timeliness
(see Table 8.1). The data indicate that PPP delivery performance is signifi-
cantly better than traditional procurement although the difference is less
over time as the spillovers of the rigorous PPP project evaluation process
are applied to other forms of procurement.

8.5 VALUE FOR MONEY AND THE BID MARKET

A successful PPP bid programme requires a competitive bid market and
firms with the financial resources and capacity to manage long-term con-
tracts and both the operational and life-cycle risks involved. It is in the
interests of the state to maintain a bid market with considerable depth,
limit barriers to entry, create a regular pipeline of transactions to retain
market experience and minimise bid costs.”

The value of the PSC will also depend on the bid criteria, which may
include the PPP franchise term, user charges such as a toll, state charges
such as an availability cost of a hospital bed, or upfront payments to the
state. In the case of the EastLink project in Melbourne, for example, the
project was awarded to the bidder with lower user charges and higher
traffic forecasts than the PSC. This was considered in the interest of toll
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Table 8.1 Procurement performance, United Kingdom and Australia

Survey of Procurement Outcomes

On Budget On Time Outcomes

Traditional Contract 25% 34% 27%

27% 30% 35%

55% 63% 55%
Gateway Programs 69% 73% 65%
Alliance Contracting 72% 75% na
PFI (UK) 78% 76% 69%
PPP (Australia) 79% 82% 73%
UK Defence Contracts 17% (14%) 8% (24%) na

Notes:

Indicative only. Variation in sample size and evaluation criteria.
Outcomes based on surveys of agencies, managers and users.

na indicates information not available.

Source:  Regan 2010

users and met both the quantitative and qualitative VfM tests applied
under the Partnerships Victoria model (Auditor-General of Victoria,
2005).

A difficulty often arises with multiple criteria for the PPP bid process.
This has been particularly demonstrated with Sydney’s Cross-City Tunnel
(CCT), which invited bids on the basis of length of tenure, an upfront
payment and user charges. The bid documentation recommended a fran-
chise term and a recommended toll, which left the amount of any upfront
payment to the discretion of the bidder (Auditor-General of NSW, 2006b).

Multiple bid evaluation criteria can create problems for government
and generate consumer resistance. Upfront payments to the state con-
tribute to higher user charges and consumers eventually reimburse any
upfront payment that is made to government over the life of the project.
The Audit Office of NSW reviewed the CCT project which proceeded as a
PPP on a ‘no cost to government’ approach. The upfront fee was designed
to meet all of the costs of the project incurred by the state and the surplus
was unallocated. The Audit Office found that an upfront fee for PPP
concession needs strong justification, if the cost is to be met by users of the
service. A further matter raised in the CCT review was variations in the
cost of the project requested by the state. These were paid for by raising
tolls and changing escalation factors. The review found that the basis
for changing the tolls was reasonable but the result was to significantly
increase medium-term toll revenue (Auditor-General of NSW, 2006b).
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The strategy for the CCT project aimed at reducing surface traffic
volumes, easing road congestion and improving amenity within the Sydney
Central Business District with partial road closures. Poor communication
with stakeholders and a bid framework that used a ‘no cost to government’
approach led to the perception that partial road closures were designed
to benefit the tunnel operators. Two recent state inquiries have revealed
that this was not the case (Auditor-General of NSW, 2006b; New South
Wales Parliament, 2006). Nevertheless, this was the perception and the
outcome is a terrible one for Sydney: a tolled tunnel competing with free
urban roads and only minor alleviation of the Central Business District
congestion problem. However, the CCT project should not be viewed as
a total failure, although this is the result for the project’s equity investors.
It is not the case for the project’s secured lenders or the New South Wales
Government. The state has secured the private investment that it needed
for a strategic east-west by-pass for the city and it has not been required
to provide additional capital nor ongoing revenue support for the project.

The CCT tunnel also demonstrated demand price elasticity for this
group of assets. Patronage increased significantly during toll-free periods,
suggesting that demand is quite sensitive to pricing in the presence of sub-
stitutes. The Transurban City Link tollway in Melbourne has met traffic
forecasts and options within the contract having proved sufficiently robust
to meet the cost of financing the recent Calder Interchange (Melbourne)
upgrade suggesting that long-term contracts can retain flexibility to meet
changes in future operating requirements. Flexibility was also achieved
with the refranchising of Victoria’s public transport PPPs with the with-
drawal of National Express in 2002. The Victorian Government main-
tained uninterrupted service delivery and conducted bilateral negotiations
with other franchisees for the transfer of the services preserving value
for money outcomes in the process (Auditor-General of Victoria, 2005).
Service continuity was also maintained with other failed PPP transac-
tions including the Sydney Airport rail link and La Trobe Hospital in
Melbourne.

8.6 EX POSTMEASURES OF PERFORMANCE

Once commissioned, PPPs are generally measured against key perform-
ance indicators and compliance with the terms of the contract. It is often
difficult to measure qualitative service outcomes particularly for long-term
social infrastructure contracts, although recent case studies in Australia
and UK suggest that PPPs are generating significant spillovers (Smith,
2007). In the County Court building in Victoria, for example, greater
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building flexibility, higher court utilisation and employee satisfaction with
the operational performance of the new building are being favourably
compared with conventional government buildings (Fitzgerald, 2004).8 Of
particular importance here is the role of certainty and life-cycle costs with
the state only paying for the services it receives to specification.

8.7 INNOVATION

In the UK, recent case studies suggest that innovative design is improv-
ing the quantitative dimensions of public service delivery such as better
educational results and reduced truancy, improved public housing, better
health standards in juvenile detention centres, and reduced accidents and
injuries in the operation of public transport systems (NAO, 2005; Mathias
and Smith, 2007). Recent surveys also point to ameliorated relationship
management with operational PPPs resulting in low abatement deductions
for underperformance and average performance levels that exceed the
contract specification (KPMG and Business Services Association, 2005;
Mathias and Reddington, 2004). In the UK, the integration of design
and construction elements of a project and incentive performance-based
management techniques are particularly improving the effectiveness of
service delivery in corrective services and local area health (Smith, 2007).
In Australia, private innovation and new technology has been employed
in motorways (the e-tolling system), the water sector (new water filtra-
tion technology), building design and optimal use of facilities (County
Court Building; Southern Cross Station) and project delivery methods
(EastLink).

8.8 TRANSACTIONAL EXPERIENCE

In Australia, several early BOT transactions were taken over by the state
including Deer Park Women’s Prison and La Trobe Hospital. The state
has ‘step-in’ rights in the event of specified franchisee financial or opera-
tional failures, and the terms of the intervention may include full or partial
compensation. However, rarely does the exercise of step-in rights impose
extraordinary costs on the state. As with the Cross City Tunnel, the
project is sold to new investors and the loss is carried by equity investors.
The debt providers recovered their loan. The PPP failure rate is low with
Standard & Poor’s measuring defaults for international credit standard
BBB-rated (investment grade) projects of less than 5 per cent in 2007-08,
a lower rate than for other rated securities and significantly lower than
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the rate for business failures generally. This default rate reflects the wide
use of credit insurance in the industry and credit ‘wrapping’ practices that
boosted project credit ratings to AA or better. In 2007, Transurban’s M7
motorway in western Sydney obtained a credit rating of A-, making it one
of only a few private toll roads in the world to achieve such a high under-
lying rating. However, the market has changed since the global financial
crisis and the demise of the credit insurance industry has meant that most
consortium bids hoping to attract limited recourse project and corporate
finance will increasingly rely on underlying transaction credit ratings
which rarely exceed BBB grade in developed countries. This will increase
the cost of debt and mitigate the value for money outcomes achieved in
the past decade.

An important aspect of procurement performance is the rate of project
failure. Australia has commissioned 59 PPP projects since 1998 including
three BOT transactions which were implemented before the first PPP
policy framework was introduced in 2001. The failure rate has been 12
per cent with three contracts placed in administration, two resumed by
the state with compensation and two taken back without compensation.
In each transaction, there was loss of investor equity but marginal losses
to debt providers. Unless the result of a settlement was pursuant to subse-
quent litigation, there was little cost to the state as a result of these failures
and service delivery was fully maintained. In each of the projects that were
subject to resumption, traffic forecasting or case mix estimation was the
primary cause of difficulty, and toll roads in urban areas accounted for the
majority of projects in this group. The failure rate of 12 per cent compares
favourably with attrition rates in overseas countries and the failure rate
of both start-up and continuing businesses in the private sector. In the
United Kingdom, a National Audit Office survey found 65 per cent of
operational PFI projects were rated as having excellent or good relation-
ships between the agency and project consortium with a further 24 per cent
rated satisfactory (NAO, 2008).

8.9 MANAGING CHANGE

A criticism often levelled at PPPs is their long-term nature and concerns
about the lack of flexibility this gives state agencies dealing with future
uncertainty and change. PPPs are incomplete contracts and do not attempt
to provide for all of the events and possibilities that may arise over the
contract term. This is recognised in the regulatory framework, which
provides alternative dispute resolution procedures and mechanisms for
dealing with change in the form of embedded options and non-adversarial
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decision-making processes without recourse to contract cancellation or
renegotiation (NAO, 2008). The PPP policy framework is an evolutionary
model and has been subject to change in response to transactional experi-
ence and lessons learnt. The more significant changes in the past eight years
include new guidance for change management in state agencies, sharing of
refinancing gains, contract management practices and variation in opera-
tional arrangements that did not adversely affect the value for money prop-
osition, the private sector risk profile or service quality (NAO, 2006, 2008).

8.10 LESSONS LEARNT

PPP policies and procedures are being frequently revised in both the
United Kingdom and Australia with the benefit of lessons learnt. Recent
changes include standardised commercial principles, the taxation of
windfall gains and changes to the PSC (Department of Health, 2008;
Government of Victoria, 2005). In early PPP projects, agencies transferred
all risk to the bidder with little thought to the risk premium to be paid, or
who was the better manager of the risks at the optimal price. This practice
was reducing VfM and the procurement savings averaged less than 10 per
cent compared with 10-20 per cent in the UK.

Progressively, the three eastern states invested more time in the risk
analysis aspects of the business case and the preliminary PSC and began
to model risk using a variety of stochastic and deterministic assessment
techniques and commenced programmes to raise line agency skills in these
practices. They were then able to revisit their business cases and identify
and retain those risks that the state could manage at lower cost (e.g., pre-
existing building and contamination risk). Risk transfer has become the
major driver of VfM outcomes and the wholesale risk transfer of earlier
years is being replaced by a systematic approach based on the capacity of
the parties to best manage risk at the lowest cost. Reviews suggest that risk
transfer can contribute to procurement cost savings in the range of 12-19
per cent (Fitzgerald, 2004). Risk transfer significantly outweighs the lower
cost of state capital when measured under VfM criteria although this has
not prevented critics of this procurement method from misrepresenting the
cost of capital as the major determinant.

8.11 CERTAINTY

An important benefit of the PPP method of procurement is that
new projects are being viewed from the perspective of whole life-cycle
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operation. Investment economics need to consider not only the project
delivery costs but the maintenance, repair and refurbishment expenses
likely to be incurred over operational life-cycles of up to 40 years.
International evidence is pointing to large multipliers for life-cycle costs
over these time frames. It is not unusual for conventional commercial
buildings to incur life-cycle costs of up to five times the initial procurement
cost in nominal terms and the multiplier increases with more complex
applications such as power generation, water filtration and recycling,
hospitals and public transport facilities.

Traditional procurement is subject to the stop-start budgetary volatility
of governments elected for terms of three or four years. Short-termism and
the mismatch of short-term fiscal cycles and long-term operational eco-
nomics is mainly responsible for the poor condition of Australia’s infra-
structure assets and the frequent breakdown in service delivery of essential
services such as urban transport. The life-cycle approach used with PPPs
avoids this problem and assures long-term operational certainty. PPPs are
also applied to a wide range of applications. In Victoria, this method of
procurement has been successfully used for public buildings (e.g. Royal
Agricultural Society Showground, Melbourne Convention Centre), cor-
rective services, law courts, hospitals, communications services, water
treatment and waste management, a film and television studio, and public
transport facilities, and new projects are under way for schools and a
desalination plant. The Partnerships Victoria model (Government of
Victoria, 2001a) is considered a ‘best-practice’ benchmark and is being
employed as a policy framework in transition economies.

8.12 INCENTIVE

The PPP procurement framework strikes a balance between penalties
for underperformance and incentives to exceed minimum performance
criteria. Identifying, correctly structuring and harnessing the incentive for
managers to perform consistently to ‘best-practice’ standards is central
to the performance of alternative project procurement methods. Public
choice theory provides a framework for understanding incentives in the
public sector and attempts to explain the drivers of public policy forma-
tion, implementation and management (Buchanan, 2003). The theory
acknowledges public failures which arise when the state creates inefficien-
cies in the process of market interventions or when it could have solved a
problem or furnished public goods more efficiently (Wolf, 1993; Winston,
2006).

In the private sector, incentive is generally linked to ownership in the
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form of residual control rights and financial return. However agency and
privatisation theories (Boardman and Vining, 1989; Megginson, 2005)
suggest that what motivates the private sector in long-term contracts is
not always readily identifiable (Coase, 1960; Grossman and Hart, 1986;
Besley and Ghatak, 1999). The procurement methods that create the
strongest incentive for ex ante private investment and ex post operation
are those where the private operator’s remuneration is linked to key per-
formance indicators that extend over the project life cycle. These methods
include asset-based procurement such as BOT arrangements, long-term
outsourcing contracts and output specification-based PPPs (Hodge, 2000;
Megginson, 2005). The objective of infrastructure projects is to deliver
sustainable services over long periods of time in industries whose econom-
ics are frequently determined by short-term impacts such as volatile energy
prices, changes to networks and the introduction of legislation imposing
limits on greenhouse gas emissions.

Public goods delivered by traditional procurement and services managed
by government agencies or business units operate within a poor incentive
framework. These units achieve rates of return equal to or less than the
bond rate (Productivity Commission, 2007). There are several reasons for
this — the institutions responsible for construction and management may
be different, there are few rewards if management delivers ahead of time
or earlier than planned, investment decisions may include social as well as
economic objectives. At an enterprise level, government agencies and busi-
ness units are also expected to meet community service obligations, output
pricing is not always set by reference to production costs and there can be
political interference in board and senior management appointments. This
is reflected in the state’s poor track record of project delivery and asset
management using traditional practices (NAO, 2001).

PPPs based on availability payments generally contain a base charge
calculated by reference to the goods or services supplied and a smaller
incentive payment that is activated by performance against qualitative cri-
teria or consistent achievement of key performance indicators. An abate-
ment formula also applies to reduce payments in periods when the agreed
quantity of goods or services is not supplied or performance falls below
the required standard. PPPs involving full transfer of patronage risk also
give the private operator a strong incentive to achieve forecast operating
revenues and meet minimum debt servicing criteria.

Incomplete contracts with embedded real options also enter the incen-
tive argument. Many PPPs contain maximum return on equity thresholds
that cap investor returns, and revaluation gains attract profit-sharing
arrangements with the state. These requirements limit windfall profits
for the private sector without exposing the state to operating losses. The
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broad effect of these limitations on ‘blue sky’ returns is to preserve incen-
tives for investors to maintain efficient life-cycle operation whilst avoiding
the possibility that it is cheaper for them to walk away from a project
than continue with a contract that offers insufficient return or worst case,
involves future losses. This occurred with the original arrangements for
the franchised management of Melbourne’s public transport assets.

8.13 INTERGENERATIONAL EQUITY AND FISCAL
SUSTAINABILITY

Intergenerational equity describes the economic, sociological and philo-
sophical relationship between current and future generations and living
standards. In the context of major project procurement, intergenerational
equity refers to state debt or taxation that will need to be paid by future
generations to meet the cost of current investment. This is also referred to
as fiscal sustainability and favours a “user pays’ approach to public benefit
—those who derive benefit from the asset should pay and those that do not
should not (Thompson, 2002). Fiscal sustainability has greater relevance
with state spending on current consumption than it does with current
investment in economic and social infrastructure assets that continue to
deliver benefits over several generations.

For traditional procurement, intergenerational equity favours the use of
debt for capital investment amortising over the economic life of the asset
(Coombs and Dollery, 2004). PPPs essentially come in two forms — the
private sector assumes market risk and charges consumers for the service
or the state pays an availability charge for the use of an asset. Both forms
fit within user pays principles and neither pass inequitable taxation or debt
burdens to future generations. However, the imposition of user charges
does give rise to potential inequities (Auditor-General of NSW, 2006b,
p. 3).

Under nearly all PPP arrangements in Australia, property in the asset
passes to the state without cost at maturity. PPPs do not give rise to
concerns in either intergenerational equity or fiscal sustainability terms.

8.14 NON-ADVERSARIAL CONTRACTING
METHODS

Traditional procurement is based on adversarial contracting methods.
Following negotiation of the building contract, the state agency, con-
tractor and sub-contractors commence a process whereby omissions or
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incompleteness in the specification, variations to the contract and the
settlement of claims is a source of ongoing friction against the backdrop
of potential litigation if the intermediate steps of negotiation and alterna-
tive dispute resolution are unsuccessful. Adversarial contracting and staff
time devoted to resolution of disputes is a major impediment to improved
industry productivity with flow-on consequences for industry profitability
and investment (Egan, 1998, p. 7). The adversarial foundations of tradi-
tional procurement are estimated to cost around 10 per cent of annual
construction capital spending and 5 per cent of building operating costs
(NAO, 2005, p. 6).

Alternative procurement methods including PPPs and relationship
contracts are circumventing the numerous problems associated with
adversarial contracts including its cost and adverse impact on productivity
performance. Project collaboration enables real-time sharing of informa-
tion, drawings, specifications, time-scales and budgets. From the state
agency’s perspective, the benefits of collaborative project management
software are better communication, a reduction in mistakes and increased
speed. A PPP assigns design, construction and operation risk to the
consortium to be managed on an integrated basis with significant value
improvement and cost reduction (Egan, 1998).

8.15 CONCLUSION

When viewed in context, PPPs are a new approach to social and economic
infrastructure procurement that is reforming the costly inefficiencies asso-
ciated with traditional government procurement methods. The changes
that have been introduced include more rigorous project evaluation, the
adoption of output specification to encourage innovation and technology,
the use of risk-weighted models of public procurement, certainty created
by life cycle costing, independent project reviews and government capacity
building in the areas of project and contract management. The model is
evolutionary and derivatives will continue to improve the science of social
and economic infrastructure procurement. It is an evolving model that is
being modified in the light of experience and new applications, and has led
to major improvements in state procurement that will lead to significant
cost savings and efficiencies in the 90 per cent of projects that are not
procured in this way.

Do PPPs represent a contraction in the state’s primary role as provider
of public goods? As a long-term contract with full reversion of assets to
the state, the PPP approach changes the state’s role from the ownership of
assets to the procurement of services. In the case of core state services such
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as health, education, public security and the judicial system, state agencies
continue to be the primary provider and the role assumed by the private
contractor is limited to non-core services and the provision of the service-
producing assets. In PPPs, the state retains control of the decision-making
architecture, the planning and prioritising of services and formulates the
output specification, essential state responsibilities. The wider service
benefits of PPPs and derivative procurement methods are beginning to be
recognised (NAO, 2005) and PPPs are a feasible procurement alternative
for specialised applications which offer scope for improved delivery of
public assets and services. The PPP procurement option also remedies
the systemic failings of traditional procurement — delivery time and cost
overruns, poor life-cycle costing practices, lack of rigour in the asset allo-
cation and project development processes and suboptimal service delivery
outcomes. PPPs also deliver improved VfM outcomes (via lower pro-
curement cost and capped life-cycle expenditures), incentivised manage-
ment, design and construction innovation and new technology, improved
sustainability at both the asset and service levels, and a rigorous project
evaluation framework that is informing traditional procurement process.
Issues remain, such as uniform methods for dealing with accountability
and transparency, private sector capacity constraints and maintaining a
competitive bid market, incomplete contracts, long service intervals and
questions about the suitability of PPPs in some sectors of the economy.
These are challenges for future improvement of the model and wider use
of derivative forms for specialist procurement applications. Given the
available evidence from more than ten years of applications, the question
that no longer needs to be asked is whether PPPs are a good or a bad thing,
but should be directed at how the model can be improved to achieve better
public services in the future.

NOTES

1. Aristotle (c. 350-346BCE) took this meaning of the state a step further when he depicted
the polis or state as a natural community that meets the moral and material needs of
those who inhabit it. Exiled or separated from the state, human beings lost their identity.
In his view, members of society were defined by the organic relations existing between
them and the whole of which individuals were mere parts (Adams and Dyson, 2003,
pp- 15-16).

2. The rise of totalitarianism throughout history does not suggest that the organic view of
society serves only that purpose. Adam Smith also viewed the state as a dynamic organ-
ism with its own life history (Heilbroner, 1999, pp. 54-55).

3. Recommendations were incorporated in the Green Book procurement guide for UK
government departments and agencies (HM Treasury, 2003).

4. Government of Victoria (2001a). PPP policy and guidelines have been issued by
Infrastructure Australia and each of the Australian states and territories. Australia has
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adopted a uniform national policy approach although each state may vary the policy
to meet regional differences in complementary procurement policies and preferences.
Responsibility for PPP policy and approval processes remains with state agencies and
ministers in each jurisdiction (Infrastructure Australia, 2008, p. 12). The Partnerships
Victoria policy is widely regarded as international best PPP practice and provides the
policy and guidance template for many developing economies.

Reference forecasting is a comparative process in which the forecasts and expectations
for the subject project are reviewed against the performance of recent projects similar in
scope, specification and application.

The United Kingdom introduced the gateway procurement method for traditional
procurement in 2001 (2004 in Australia). The method requires the procurement agency
to undertake a strategic assessment for the project, prepare a business case and procure-
ment strategy, identify and manage stakeholder liaison and undertake an analysis of the
best tender strategy. A review is conducted at each ‘gateway’ by a panel that includes
agency officials, Treasury staff, industry advisers and practitioners (Government of
Victoria, 2004). Reviews of the programme in 2003 show superior time and cost delivery
performance compared with non-gateway procurement (NAO, 2003).

In Australia and the United Kingdom, bid costs typically average 1-2 per cent of the
total development cost. A bidder unsuccessful after three or four losing bids is unlikely
to participate in further bids. Recent moves to mitigate high bid costs include limits
for the request for tender stage to two or three consortia, full or partial reimbursement
of losing bidders in the request for tender stage and reimbursement pool funds where
projects are complex or bidding occurs over an extended period of time (NAO, 2004,
2007).

A criticism of PPPs is that they are long-term contracts and should be subject to periodic
review during the contract term. This may be difficult to achieve with a long-term con-
tract entered into after a competitive bid process and extended negotiation period. The
state’s overriding concern with PPP contracts is to ensure compliance with the terms of
the contract and standards specified for the quantity and quality of services. The contract
may contain mechanisms to manage change, abate service payments for substandard
performance and provide additional incentive payments for above-standard perform-
ance. Mechanisms may also exist to cap the consortium’s return on investment, embed
real options and require refinancing gains to be shared with the state (NAO, 2008), and
a member of the consortium cannot dispose of its interest in the project without agency
consent. These devices address the incompleteness of PPP contracts. Adjustment of
financial terms to compensate for changes in demand, for example, is a residual risk
borne by the state.
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