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Public Choice Challenges, Future Implications

Thecost of anumber of serviceshasbeenincreasingat a
higher-than-averageratein recent years. Thisishappening
to servicesin both the private and public sectors. Continu-
ation of thispattern raises some seriousissues. The
growing costsof providing key public serviceswill require
additiona revenue. Imposing new taxesonthepublicis
very difficult, but reducingtheleve of servicesisequaly
unpopular. Inthe private sector, growing health care costs
will requireagreater proportion of household incometo
purchasethe samelevel of services. Why isthishappening
and what aretheimplicationsfor thefuture?

Thekey totheseincreasing costsisproductivity and the
rateat whichit grows. Productivity growthin some

service sectorshasfallen behind that of other industry
sectors. Thiscreatesacondition described by William
Baumol! and referred to asthe“ cost disease’. Thereare
anumber of servicesaffected by thisphenomenon,
including many of theservices provided by governments,
e.g., education, law enforcement, library services, highway
maintenance, and others. Baumol observed that services
with currently low productivity growth havehadlow
productivity growth for asfar back ashistorical datais
available. Helooked at datafor automobilerepair, auto-
mobileinsurance, health care, education, and law enforce-
ment. Theseservicesared| labor-intensive, withlittle
roomfor capital substitution.

Baumoal dividesthe economy into two sectors:

1. Thetechnologically progressive sector, whichis
capital intensiveand exhibitseconomiesof scale, al of
which makefor acumulativerisein output per man-
hour. Sincelabor ispaid according to margina pro-

ductivity, wageswill behigh because of thelarge
amount of capital each worker isworking with. For
example, automobile production has shifted much of
thework previoudy doneby peopleto machines.
With the number of workersdecreasing and capital
input increasing, themargina productivity of each
worker hasbeen going up over time.

2. Thenon-progressive sector, whichislabor-intensive
and haslittleroomfor substituting capita for labor.
Thissector includesactivitiesinwhichquality is
judged directly intermsof theamount of labor. A live
concert performanceillustratesthispoint. A half-hour
horn quintet callsfor the expenditure of two and one-
half man-hoursand “ productivity” can’t beincreased,
i.e,, youcan't play itinfifteen minutesor replacethe
horn playerswith machines.

Cost disease arisesbecausethewageratesin the
economy are set by the progressive sector. Workersare
fairly mobilebetween industriesand wagessignificantly
influence occupational choice. Firmsinthenon-progres-
sive sector must competefor workersby raising their
offered wagesto match wagesin the progressive sector.
Asaresult, thepriceof any given service produced inthe
non-progressive sector will riseasthe price of labor rises
inthetechnically progressive sector. Hence, the price of
medical serviceshasbeenrisng aswell asthe priceof
hand-madejewd ry and fine hand-worked furniture. The
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reaction to higher costsand limited revenueswould beto
reduce output. However, with respect to the public sector,
votersarenot likely to accept this. Therearevigorous
complaintsif theleve of servicefdlsfor schools, roads,
policeand fireprotection.

Baumol pointsout that evenif thelevel of activity ina
municipa government remainscongtant, costswill con-
tinuetorise. Thisisbecause governments haveto com-
petewith themoretechnologically progressive sector
when recruiting workers. They haveto match thewages
paidinthe progressive sector close enough to attract
quality workers.

For current levelsof serviceslike health careand educa-
tion to continueinto thefuture, the mix of capital and labor
resourcesgoing into non-progressiveindustriesrel ativeto
progressiveindustrieswill haveto change. Inorder to
produce the same amount of total goodsand services, an
increasing proportion of labor resourceswill haveto go
into non-progressiveindustries and adecreasing propor-
tioninto progressiveindustries. Over time, progressive
industry goodsand servicesbecomerelatively lessexpen-
sive, while non-progressiveindustry goodsand services
becomerdatively moreexpensive. Thismeans, over time,
agreater proportion of household incomewill be spent on
servicesand asmaller proportion on goodsin order to
purchasethe sameoverall basket of goodsand services.

Itwill bevery difficult to convincethe publicthat even
though the cost of personal servicesappearstoberising
at aratethat isout of control, infact the cost isgradualy
decliningin real terms. Becausethe cost of manufactured
goodsisdeclining so much faster than service sector

costs, therdativedifferenceiswhat peoplearereacting
to. Itischallenging to convince someonethat anitem
becomes|ess expensivewhenthe priceincreasesby a
factor of 2, whileat the sametime hiswageincreasesby a
factor of 2.1.

Thispatternimpliesagrowing proportion of national
spending will befrom the public sector. Thisisaconcern
because of the difficultiesassociated with raising taxesto
obtain additional revenue. A greater concernliesinthe

prospect of morethan haf of the economy’soutput being
devoted to services, whose funding mostly comesfrom
the public sector. With the poor record of centralized
economiesaround us, thisisaroutethat will beresisted.
Theadternativeof privatizing more government services
will beresisted aswell. Thus, asBaumol putit, “Hereisa
problemfor public choicethat islikely to provecritical for
our qudity of life. ... thenature of theright choiceisby no
meansclear.” WhileBaumol’scost diseasemodd isfairly
sampligtic, thereare other reasons behind theincreasing
cost of government services. Still, thisphenomenon
generates seriousimplicationsfor future government
policiesand programs.
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