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Political Economic Digest Series 8

Dear Political Economic Digest Series participant,

Welcome to the eighth series of the Political Economic Digest. We hope you have not been bogged
down by the readings so far. In the last series we discussed about the principles of sound public policies
and their role in economic progress. We discussed what role policies play in the economic well-being of
a country and about the characteristics of sound public policies. We hope the series helped you be
equipped to analyze public polices more carefully and critically.

In this series, we’ll be discussing about the concept of limited government and why it is needed for the
development of an economy. Wikipedia defines limited government as, “a government in which
anything more than minimal governmental intervention in personal liberties and the economy is
generally disallowed by law, usually in a written constitution.” As discussed in the earlier political
economic digest series (Public Choice and Sound Public policies), having an expansive and intervening
government is disastrous for an economy and civil liberties. Government is the non-productive sector of
the economy as it produces nothing and hence, the larger the government spending larger is the
amount of resources that go to waste.

We also learned earlier that, knowledge in the society is dispersed among its members. No central body
can ever accumulate all the information required to formulate decisions in the society let alone process
or execute them. When the government intervenes in the economy (even with good intentions) it
usually results in unintended consequences. Liberalization and privatization are the major tools that can
be used to limit the role of government in an economy.

First reading for these series is an introduction to limited government, excerpted from Samriddhi, The
Prosperity Foundation’s pocket book on facilitating role of the government.

Second reading for the series is the Nepali translation of Ayn Rand’s article “Nature of the government”.
In this article, the author has explained the nature of government and its origin along with the reasons
why its roles and powers should be limited.

Third is, a video of the Nobel Laurate economist Milton Friedman arguing for limited government. The
video can be found at the following link:
http://video.google.com/videoplay?docid=6813529239937418232#

Third is an article about privatization process of Nepal. The author has outlined the history of
privatization around the world and the scenario of Nepal. The author has explained why the state
owned enterprises like Nepal Oil Corporation, Janakpur Cigarette Factory perform so poorly.

Please scroll down to find the readings and the questions to think about.
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Introduction to Limited Government

There cannot be a second opinion when we say that human civilization has profited immensely by
opening up markets and fostering the spirit of entrepreneurship. Before the last two centuries, almost
every human kind lived in poverty. Suddenly everything changed. After the industrialization in United
Kingdom and capitalist approach in United States of America, the globe witnessed increase in wealth of
people along with the rise in their life expectancy rate. But how was this suddenly possible? Maybe the
answer is quite relevant and required for our country.

Since the beginning of the civilization, the governments have always tried to suppress their citizens and
treat them as slaves and lower form of social beings. Everything was under the control of the state and
liberty was nearly non-existent. After centuries of poverty and almost nil economic progress, public
policy advocates started debate on the economic reform. This shift of debate played a crucial role in
providing freedom to the market and as a result, industries started to boom and entrepreneurship
blossomed.

More people started to get jobs, new ventures opened and wealth creation increased in dramatic and
unthinkable pace. People started enjoying richness. But this feeling of becoming wealthy was limited in
certain countries whereas other countries, mostly African nations and East Asian countries were still
considered poor or in popular terms, third world countries. The secret of the western countries
becoming rich and the others remaining poor was open to all — limited power of the government. The
basic concept of limited government is a government that cannot interfere into any persons’ freedom
and rights. If done so, it will be against the law!

1. Introduction of Limited Government

After seeing the authoritarian rule of the Kings for centuries, people learnt the importance of different
model of a government that had very less powers or authority. This emerged from the concept that
every individual has certain rights that no one can take away or interfere, not even the ‘almighty’
government. The Magna Carta was the first to establish the concept of limited government in England.
The Bill of Rights was designed to limit the role of state in America. Its basis was: “To preserve individual
liberty and protect private property” although the recent policies of this country in the last couple of
decades are threatening this foundation and the government is taking more powers in its hand.

10th Amendment to the American constitution restricts the government’s power by saying that the
power of the government is delegated by the people. And to protect people from making wrong
decisions it says that the people cannot delegate the powers that they themselves do not possess. It
clearly defines the power of the people — Life, Liberty and Property. This means that the people can
elect the government only to protect their powers.

Policy makers and other individuals have different approach in defining the concept of limited
government. Still the very common interpretation of limited government is the one that tax only enough
to ensure national security in borders and provide police protection to the citizens as well; in other
times, the government should not interfere with the peoples’ affairs.

Others define limited government as a system that is not concerned with the matters of wage rates that
is dealt between the employees and employers, their welfare etc.

Therefore, the role of government is:
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. To limit the interventions in our day to day lives.

. To ensure that the government is the servant of the people not the ruler.
. To know that people should make decisions, not them.

. To make the delivery of governmental services be efficient and effective.

The opposite of limited government is an unlimited government or interventionist government. In
unlimited government, the people who govern have all the powers which is above the law. Dictators,
autocrats etc. entertain such powers. We can see such examples in the countries like Cuba, North Korea
and most recently in Libya. And it is in our hands to decide what kind of government we need, a limited
government where every individual has the right to decide for oneself and no one including government
interferes in your life; or an unlimited government or interventionist government (as we would like to
call) where the government takes every decision of every individual including what they should eat,
wear or where they should live or how much one should earn and what they should do or not do.

So the question arises. What are the components of a limited government? Before entering this, we
have to understand the idea of constitutional government because Nepal is in the process of writing its
constitution and is more likely to have a constitutional government.

What is constitutional government?

A constitution is written to protect the rights of the citizens of any country. To write constitution, people
elect the representative of their respective regions. This selected representative come together with
other representatives from all over the country and sit together to write the laws and customs but not
forgetting the demands and requirement of the public they are elected from. And the government
formed after the writing of the constitution is constitutional government. In such governments,
constitution is supreme.

Constitutional governments are limited in nature. Since it is established with the idea of protecting the
life, liberty and property of the people, it helps to limit the power of government and eventually
prevents from interfering into the life of the people. Whenever the government misuses the power,
then such step is recognized as unconstitutional because it interferes in the freedom of people or
creates hindrances to the market economy.

2. Components of Limited Government

Principle of Subsidiary

One of the very important components of limited government is the principle of subsidiary. It is an idea
that defines the strength of the individual or small group that can perform and conduct activities in
lesser cost and quickly than a large number of people or huge organizations like government
bureaucracy. It also says that if an activity can be conducted by small group, larger bodies should not
exercise functions; but rather the larger body can help to coordinate activities.

The principle of subsidiary assumes that humans are social beings by nature whose underlining activities
are emphasized in the significance of their family, religious inclinations, voluntary involvements etc.
Such human action helps these individuals become ‘'members’ of the society. It is based on the
independence and self-respect of individuals who exist in different forms of society like family etc. and
explains the state as a model that should serve these entities. In other words, it means that state should
only intervene or act when the objectives cannot be attained by the individuals or the communities. This
also means that policies have to be made at the lower lever and followed and regulated by the higher
lever or the state.
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This principle is the wall of limited government and personal freedom. It largely protects the society
from the state intervention and the bureaucracy characteristic of welfare state. (Welfare state
intervenes directly into the responsibility of the society, creates loss in human energy, and the public
organizations are increased which is accompanied by enormous increase in government spending.) In
the harmony with subsidiary, real democracy is a product of local bodies and institution and autonomy.
The period of 1980s can be seen as a good example of the success of principle of subsidiary where
United States of America progressed with the triumph of free market economy. In the other hand, the
centralized planning of the USSR was doomed because of its contradicted principle of subsidiary.

Lean Management

"The secret of getting ahead is getting started. The secret of getting started is breaking complex
overwhelming tasks into small manageable tasks, and then starting on the first one."
- Mark Twain

The people now seek innovative and responsible reaction from the government employees. They now
want to see proper use of their funds and have started seeking accountability; anything less is
intolerable. Even the governments are taking small steps to change the way the work and are trying few
experiments. One of the experiments is lean management.

The idea of lean management in government is to innovate in the way they produce and increase value
into their service. A lean government solves peoples’ problems by looking at the facts and implementing
scientific method. Such governments provide their people with best quality of life possible at lowest
price possible as quickly as they can.

Lean management emits waste of government; government's expenditures are mostly spent into waste.
Even in our country, many people go to their office or jobs that have the skill of preventing their
organization from spending in unproductive and unnecessary sectors. But our government somehow
seems to be spared from such people.

The business of the government is to spend the tax money to serve people in the most effective way
possible. Lean government comes in the picture at this point. Lean management protects government
from making wrong choice of expenses.

Lean management helps government keep concentrated focus on operations. It helps to focus on the
work of the government agencies. It measures the impact of the agencies on time, facility and
satisfaction of the customers. It helps to cut the unproductive time from the employees who are actually
working three hours in a ten hours working day. It means that an employee is working only for three
hours and the rest of the time is spent in lunch time, chatting, stretching, Facebook, etc. Lean eliminates
these barriers and helps bring the most out of the employees.

Decentralization

Decentralization in governance means to transfer the authority and responsibility of central government
to different subsidiary governmental organizations or the private sectors in the local level. This concept
is complex but very important component of a limited government and immensely significant in the
facilitating role of government in enterprise building.
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Political, administrative, fiscal and market decentralization can also appear in different forms and
combinations across countries, within countries and even within sectors.

Political decentralization gives citizens and their elected delegates more power in decision making. This
helps the decisions made with larger participation at local level to be improved information and relevant
than decisions made centrally.

Similarly, administrative decentralization redistributes authority, accountability and economic resources
for providing communal services among different levels of governance. It transfers the responsibility of
planning, financing and managing of public role from the centrally planned government and its agencies
to local governments.

If the local governments and private institutes are to accomplish decentralized purposes effectively,
they must have enough resources raised locally or transferred from central government and the
authority to use and spend it. Fiscal decentralization therefore takes many forms like self financing and
expanding local revenues through taxes, co-financing by monetary or labor assistances, transfer of
revenues from central government to the local governments and public borrowings and mobilization of
national or local governmental resources through loan or credit assurances.

It is argued that the complete forms of decentralization of power from central government are
privatization and deregulation. It helps to shift the responsibility of public entities to the private sector.
This generally allows functions carried out by government to private businesses, cooperatives, voluntary
organizations, community groups, etc. In Economic decentralization (also called Market
Decentralization), privatization allows private enterprise compete in the sectors previously monopolized
by the state. Similarly, government can sign contracts with private sector while working for the public
welfare like infrastructure. Likewise, deregulation helps to lessen the legal constraints on private share
in service market that is generally regulated monopoly of the government. Studies have shown that
privatization and deregulation have become smart alternative to governments in developing countries.
Even local governments in such countries are bringing in private companies to look for their
administration!

If played safely, all these forms of decentralization can play pivotal role in expanding political,
economical and social participation in the developing countries like ours. It helps to minimize
bureaucratic hassles and decrease governmental expenditures. Likewise, it helps the national
government reach in diverse political, ethnic and cultural faction of the society. It also helps the people
experimenting their ideas and be more creative and innovative to the programs launched by the local
governments. More importantly, it immensely helps to increase political stability and gives stronger
control of public programs to the citizens at their locality.

But in the other hand, weak capacity of the local administration might help the services' delivery poor
and ineffective. It can sometimes make the process of coordination of national policies complex and
result in lack of confidence between private and public sectors. So while developing plans for
decentralization, ones must figure out what functions should be carried out by what part of the
government at what level; and the functions that should not be the headaches of the state should be
left to the private sector.

In a centralized nation, the decision making, operating authority and the operation at lower level are all
planned centrally. Or in other words, what people living in Jumla wants are decided by the policy makers
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living in Kathmandu. On the other hand, decentralization is systematic division of authority to different
levels of the society where authority is delegated to the middle level like regional government and lower
level like communities, etc. of the society.

Government Spending

A growing government is always contrary to the economic interest of any country because any
government is financed by taxes, borrowing and printing money which has negative effect in any
growing economy. But if there is no government spending at all then the economic growth will be
almost extinct because it will be difficult to enforce contracts, protect property and develop
infrastructure, some of the most important elements of economic growth.

Government cannot spend money before taking it from someone. And this someone is almost always
the citizens. Taxes in Nepal are discouraging because of high tax rates on productive behaviors like work,
saving, investment, etc. Again, the expenditure of the state welcomes harmful interventions. Even other
(not state) regulatory organizations with low budget have strong negative impact in the growth of
private sector. Dr. Daniel J. Mitchell says, "The direct expense to taxpayers of membership in
organizations such as the International Monetary Fund (IMF) and Organization for Economic Co-
operation and Development (OECD) is often trivial compared to the economic damage resulting from
the anti-growth policies advocated by these multinational bureaucracies.”

Most of the times, the government spending subsidizes economically undesirable decision. It promotes
welfare programs which encourages people to choose leisure over work, unemployment insurance
which adds incentive to stay unemployed, discourages savings by subsidizing retirement, housing,
education etc. and so on.

In the 1930s, John Maynard Keynes said that government expenditure - mainly rises government
spending and boost growth by adding purchasing power into the economy. According to Keynes, state
could overturn economic downturns by borrowing money from the private sector and then returning
the money through various spending programs. Dr. Mitchell says, "This "pump priming" concept did not
necessarily mean that government should be big. Instead, Keynesian theory asserted that government
spending - especially deficit spending - could provide short-term stimulus to help end a recession or
depression.”

But this Keynesian theory fell apart when it was known that government spending stagnates economic
growth. Even though this theory has been discarded by the economists, politicians and some journalists
still believe that spending is good for the economic growth.

Privatization of State owned enterprise

Privatization of the state owned enterprises has become an irreversible trend globally and it has helped
shape economies positively everywhere. Privatization means the transfer of role of performing
economic activities from state ownership to the private sector. This has become quite popular in
developing as well as developed and industrialized countries.

It is seen that governments usually run businesses poorly due to lack of incentive, competitiveness and
professionalism. And people working in state owned enterprises show signs of improvements when it
becomes a matter of interest politically. Even in Nepal, we have witnessed countless times that the
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governments often commence efforts to privatize politically-run state enterprises to switch into a
market economy or in other times to accomplish other political development objectives.

After Second World War, many developing and developed countries favored protectionism and
constructed immense number of state owned enterprises. But today, privatization and deregulation are
seen as the important components of economic growth. Most of the world now knows that privatization
of the state owned enterprises is the best way to develop competitive industries. Governments have
started to realize that privatization not only helps economic transformation but also helps to structure a
nation’s political and social situation.

The critics of privatization of state owned enterprises are mostly labor unions and employees of such
enterprises. They fear that many workers will be laid off because of use of principle of subsidiarity in
privately owned organization. Also the people who are getting artificial gains from the government
subsidies oppose the idea since government will no longer spend to subsidize which may result in rise in
price for a short period of time. Some foes of privatization believe that privatization will lead to low
standard of service industry, slash in salaries and increase in income distribution gap.

Most of the beneficiaries of state owned enterprises are the ones sitting in the executive level who have
political connections. They too may oppose privatization because if done so, they may lose their political
connection and their means of profiting from their positions will be gone.

Such adversaries of privatization are much higher in our country where we are observing economic
slump for a long period of time. And for privatization to win in this situation, Nepal government should
be alert before reformation of economic difficulties and privatizing state owned enterprises.
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Privatization: Need of the hour

Public Enterprises evaluation commission formed by the government to study about the performance of
the state owned enterprises presents the dire state of these enterprises. Majority of our public
enterprises are running on losses and are burdensome for the state. This state of affairs is an irony to
the very objective of establishing such enterprises i.e. provide public with the goods and services at
affordable prices and contribute in the economic growth of the nation. Not only these state owned
enterprises running on losses are having negative impact on nation’s growth but the goods and services
they are producing are far from satisfying consumer needs. The commission has rightly advised for
different measures for the improvement of these enterprises ranging from selling shares to adapting the
private public partnership management to closing down some of them.

Once upon a time

Once upon a time, people all over the world, mostly in the communist countries and the Third world
countries used to think, state operated enterprises are the panacea to all the needs of the society. The
advent of the cold war saw a massive wave of creation of huge state owned and operated enterprises as
well as nationalization of major industries all over the world. However, these ventures disregarded some
basic principles of markets and human behaviors and were bound to fail. The basic human nature that
says people are self-interested, they care for what they own and whatever belongs to no one falls into
disrepair was violated when tax payers' money was used to establish these ventures. As for the people
who worked in them, had little or no incentive at all to sustain and grow these enterprises.

Another violation was the principle of markets - for an enterprise to be profitable or sustainable for that
matter, it has to work under the law of supply and demand. It has to respond to the signals of the
various market forces. Failing to heed to market forces would eventually result in losses and shifting of
resources to more efficient sectors. State owned enterprises violated this principle because they were
supposed to run on bureaucratic codes and regulations rather than by responding to market signals.

Another major principle violated was the natural tendency of corruption to breed wherever political
affairs are involved. State owned enterprises being under the political control no wonder became the
breeding grounds for corruption. The result, SOEs all over the world became the breeding ground for
corruption and epitome of inefficiency, financial disasters.

However, during the 1980s, under the leaderships of Margaret Thatcher in the UK and Ronald Reagan in
the USA, privatization of state owned enterprises gained worldwide momentum. The general trend over
a period of time has been lower prices, improved quality, more choices, less corruption, less red tape,
and quicker delivery of services. The general trend all over the world has been of liberalization and
privatization of most of the public enterprises.

Once in a place

Nepal had its own fair share of public enterprises established during the Panchayat era. During the mid
sixties to early eighties, the government invested large sums of money in the establishment and
expansion of public enterprises (PE’s) in all sector of the economy from banking to trading, public
utilities to manufacturing and social service. The concept of privatization came into focus in the sixth
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plan review on PE’s which showed a bleak picture of the return on the investments done on public
enterprises leading to the decision of selling some of the public enterprises. During the 1990s a limited
liberalization was done and a number of public enterprises privatized.

Some of the results were increase in choice and living standard of consumers, cheaper and better
airlines, better banking services and spurts of various private endeavors. Behind the scene too, the
administrative and fiscal burden of the government was reduced to some extent. However, the
privatization of some public enterprises such as Raghupati jute mills, Bansbari Tannary Industry, Bhrikuti
Paper factory were marred with political controversy generated mostly due to ideological conflict and
lack of proper convey of information.

The failure of the then proponents of liberalization to highlight the gains of privatization and the
politically controversy made the process come to a halt and hasn’t been able to move very far since
then.

Current time

More than half of the 36 public enterprises that we have now are operating under losses and the
amount of accumulated loss is alarming. Except for a few of them, public enterprises are epitome of
corruption, inefficiency and financial disasters. More than 30 percent of the government’s initial
investment of 86 billion rupees has already been lost. In the fiscal year 065/066 alone, only 4 of the
public enterprises paid dividend of Rs. 3 billion and 470 millions to the government which is just about
4.3 percent return on the investment. Some of the public enterprises have even negative net worth
owing to the continuous losses over a long period of time. The scenario is a kick on the face of any fiscal
prudence.

As most of the functions of these enterprises are being taken up by private sector which is performing
pretty well, the dire state of public enterprises is surfacing even more clearly. Take for example the case
of state run Janakpur cigarette factory versus private Surya tobacco. Janakpur Cigarette Factory has an
accumulated loss of more than a billion rupees and has been operating on loss for almost two decades
now. It has more than 1100 staffs. Compare it to Surya tobacco which is one of the largest taxpayer of
the country which has about 900 staffs. The scenario is not very different in the case of many of our
public enterprises.

The future

As suggested by the Public Enterprises evaluation commission, privatizing and changing the ownership
of the ailing public enterprises is the only practical solution for the government. With all the political
instability going on and the ineffectiveness of the state being heightened in crucial areas like law and
order , justice administration and infrastructure development , reducing the administrative burden of
the government is a must for proper functioning of the government. Similarly, reducing the economic
burden of public enterprises from the ailing economy of ours could be an important step towards
reviving our economy.

As the commission has advised different ways to improve the performances of public enterprises
including privatization, public private ownership, cooperative ownership, merging of two or more public
enterprises and introducing them to PPP and shutting down, it’s very important that the government act
on the suggestion quickly and effectively. If the government decides to keep owning and running them
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based on some dogmatic ideological principles or pressurized by the vested interest of the group that
benefits from the poor performing public enterprises, they will continue to be a drain on our economy.

-Surath Giri
(Published in The Himalayan Times of 30th Jan 2011, Perspectives p. 3)

Question to think about:

Privatization process of Nepal is mired with controversy. However, most of the criticisms of privatization
and liberalization are ideological rather than fact based. Do you agree? What your views on it?

Ayn Rand says government is there to protect citizens from harming each other and nothing else. What
do you think about this viewpoint? What are the proper roles of an ideal government?

What's your general perspective about the government’s intervention in the economy?

Do you agree that state owned enterprises are the breeding grounds of corruption and nepotism and a
drain on our economy? What do you think can be done to solve this problem except privatization? Can
there be other ways of saving them and make them more efficient?



