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"I ask only that our credo be: 
'Relevance with as much rigour as possible,' and not 
'Rigour regardless of relevance' ". 
(Professor R. A. Gordon, Presidential address delivered 
at the eighty-eighth meeting of the American Economics 
Association, Dallas, Texas, December 1975). 





AN ECONOMIC APPRAISAL OF RECENT REFORMS I N  PUBLIC ENTERPRISE PRICING 
POLICY I N  VICTORIA 

BY PATRICK XAVIER* 

Abstract 

Since its e l ec t i on  i n  1982, the  Cain Labour Government has i n i t i a t e d  major 
reforms i n  pr ic ing  policy f o r  Victor ia ' s  public enterpr ises .  
Surpr is ingly,  i n  view of the s ignif icance of public enterpr ises  i n  
Victor ia  and i n  o the r  S t a t e s ,  these pr ic ing reforms have thus f a r  not 
received the  c lose  appraisal  from economists they warrant. Such an 
appraisal  is  pa r t i cu l a r ly  required a t  t h i s  time since other S t a t e  
governments a r e  reportedly considering whether t o  implement s imi la r  
reforms f o r  publ ic  en te rpr i ses  operating i n  t h e i r  S ta tes .  The purpose of 
t h i s  - and a following paper - is t o  perform the  task of such appraisal .  
The present paper assesses  the reforms which impact on the l eve l  of public 
en te rpr i se  p r ices  and the  following paper focusses on the impact on the  
s t ruc tu re  of p r ices .  

The paper proceeds a s  follows. Section 1 introduces the subject  of the  
paper. Section 2 discusses the  pr ic ing policy reforms which impact on the 
l eve l  of p r ices  charged namely, the  Rate of Return Requirement (RRR) of 4 
percent and the Public Authority Dividend (PAD) requirement of 5 percent. 
Section 3 focusses i n  turn on assessing (i) the j u s t i f i c a t i on  f o r  
imposition of a RRR, (ii) the ra t iona le  f o r  an RRR of 4 per cent on t o t a l  
a s se t s ,  (iii) whether a uniform RRR should be applied o r  whether the  r a t e  
should vary among public en te rpr i se ,  ( i v )  and (v)  the  j u s t i f i c a t i on  and 
implications of t he  5 percent Public Authority Dividend. Par t icu la r  
reference is made t o  the  S t a t e  E l ec t r i c i t y  Commission and the Gas and Fuel 
Corporation of Victor ia .  

Section 4 presents  the  conclusions of the  paper. I n  essence these are 
t h a t  (i) i n  pr inc ip le ,  the  imposition of a RRR f o r  public enterpr ises  is 
j u s t i f i a b l e  on economic and f inanc ia l  grounds, although the RRR should 
no t ,  however, be regarded as  a 'p r inc ipa l  performance c r i t e r i on '  (ii) an 
RRR of 4 per  cent cannot be demonstrated t o  be correct  o r  superior on 
uncontentious t heo re t i ca l  grounds (iii) the spec i f ic  RRR might vary i n  
consideration of various circumstances facing a public en te rpr i se  ( i v )  a 
doc t r ina i re  o r  s imp l i s t i c  view t h a t  the leve l  of PAD payments should be 
guided primarily by a predetermined 5 per  cent is unwarranted (v)  the  
l eve l  of dividends a s  a percentage of ne t  surplus paid by the S t a t e  
E l ec t r i c i t y  Commission and Gas and Fuel Corporation appear excessive by 
comparison with p r iva t e  en te rpr i se  p rac t ice ,  and t h i s  has impeded the 
a b i l i t y  of these en te rpr i ses  t o  achieve improved r a t i o s  of borrowing and 
in t e rna l  funding of c a p i t a l  expenditure programs. 
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AN ECONOMIC APPRAISAL OF RECENT REFORMS I N  PUBLIC ENTERPRISE PRICING 

POLICY I N  VICTORIA (PART I: REFORMS AFFECTING THE LEVEL OF PRICES) 

1. INTRODUCTION 

Since its e l ec t i on  i n  1982, the  Cain Labour Government has i n i t i a t e d  major 
reforms i n  pr ic ing  policy f o r  Vic tor ia ' s  public enterpr ises .  The broad 
impact which publ ic  en te rpr i se  p r ices  have on cos t s  borne by domestic, 
commercial and indus t r i a l  consumers and the sheer s ca l e  of these public 
en te rpr i ses  ( a l s o  referred t o  a s  S t a t e  en te rpr i ses  and public o r  
government business au thor i t i es )  makes the  i s sue  of appropriate pr ic ing 
policy important indeed. The Melbourne University I n s t i t u t e  of Economic 
and Social  Research (IEASR) i n  a Report (1981) t o  the  Victorian 
Parliamentary Bodies Review Committee, estimated t ha t  a t  the  end of the 
1970's the  eighteen Victorian public en te rpr i ses  with which t h i s  paper is  
concerned owned f ixed a s se t s  worth abbut $10 b i l l i o n  a t  replacement cost  
p r ices ,  received t o t a l  revenue of the  order of $2 b i l l i o n  per year. 
invested i n  new f ixed a s se t s  a t  an annual r a t e  i n  excess of $1 b i l l i o n ,  
had a t o t a l  loan l i a b i l i t y  t o  the  publ ic  of over $6 b i l l i o n  and held 
f inanc ia l  a s se t s  of some $400 million. 

Surprisingly,  i n  view of t h e i r  s ignif icance,  the  Victorian Government's 
pr ic ing and f inanc ia l  policy reforms have thus f a r  not received the  close 
appraisal  from economists they warrant. Such an appraisal  is  par t icu la r ly  
required a t  t h i s  t i m e  s ince other  S t a t e  governments a r e  reportedly 
considering whether t o  implement s imi l a r  reforms f o r  public en te rpr i ses  
operating i n  t h e i r  S ta tes .  The purpose of t h i s  - and a following paper - 
is  t o  perform t h i s  task.  They follow a recent paper by t h i s  author 
(Xavier, 1986) which surveys the  economic l i t e r a t u r e  i n  an e f f o r t  t o  
d i s t i l l  the  pr ic ing  policy pr inc ip les  per t inent  t o  public enterpr ises .  
Accordingly, the  present paper w i l l  be br ief  on the  pr inciples  involved 
and w i l l  be concerned ra ther  with the  application of the  guidelines,  
c r i t e r i a  and ins igh ts  those pr inc ip les  suggest f o r  an appraisal  of the  
Victorian Government's p r ic ing  policy reforms. 

The present paper aims t o  be relevant t o  those concerned with public 
en te rpr i se  po l ic ies .  This is another reason why it w i l l  endeavour not t o  
be preoccupied with, but w i l l  minimize and/or simplify,  discussion on 
underlying theore t ica l  i ssues .  It w i l l  a l so  t r y  t o  present various views 
on issues  ( a s  t h i s  is usually of pa r t i cu l a r  i n t e r e s t  t o  policy advisers) ,  
of ten with the  ( l i b e r a l )  use of quotations ( i n  order t o  preserve accuracy 
and f lavour ) ,  before drawing conclusions. I f  t h i s  approach makes the  
paper l e s s  rigourous and elegant i n  s t y l e  - then t h i s  is the pr ice  i t  i s  
wi l l ing t o  pay f o r  the  sake of relevance. 

Of course policy pr ic ing reforms a r e  only pa r t  of what is  required f o r  
improved performance by public enterpr ises .  Other po ten t ia l  sources and 
incentives of improved performance need t o  be i den t i f i ed ,  implemented and 
monitored, and t h i s  w i l l  be the  subject  of a forthcoming paper. 

The s t ruc ture  of t h i s  paper is a s  follows. Section 1 intrdduces the 
subject  of the  paper. Section 2 discusses the  pr ic ing policy reforms 
which impact on the  leve l  of p r ices  charged. Section 3 focusses i n  turn 
on assessing (i) the j u s t i f i c a t i on  f o r  imposition of a r a t e  of re turn 
requirement ( R R R ) ,  (ii) the r a t i ona l e  f o r  an RRR of 4 per cent on t o t a l  
a s se t s  prescribed by the  Victorian Governinent, (iii) whether a uniform RRR 
should be applied o r  whether the r a t e  should vary among public 



ente rpr i ses ,  ( i v )  and (v)  the jus t i f i ca t ion  and implications of the  Public 
Authority Dividend of 5 percent. Par t icu la r  reference is made t o  the  
S t a t e  E l ec t r i c i t y  Commission and the Gas and Fuel Corporation of 
Victor ia .  Section 4 presents the conclusions and recommendations of the  
paper. 

2.  REFORMS IMPACTING ON THE LEVEL OF PRICES 

It  is convenient t o  divide discussion and appraisal  of the pr ic ing  pol icy 
reforms within two c lass i f ica t ions .  Those tha t  influence the  l e v e l  of 
p r i ce s  charged and those t ha t  impact on the s t ruc ture  of pr ices .  A s  
indicated e a r l i e r ,  t h i s  paper w i l l  focus on the reforms which impact on 
the l eve l  of p r ices .  A following paper w i l l  discuss the reforms which 
a f f e c t  the s t ruc tu re  of public en te rpr i se  prices.  

2 ( i )  The Required Real Rate of Return of 4 per cent 
The most s ign i f ican t  aspect of the pr ic ing reforms was contained 
i n  the Victorian Government's announcement i n  the S t a t e ' s  1982/83 
Budget t h a t  public enterpr ises  would be required t o  p r i ce  t h e i r  
goods and services so  as  t o  meet a r e a l  r a t e  of re turn 
requirement (RRR)  on t o t a l  asse t s  employed of 4 per cent.  The 
ra t iona le  f o r  t h i s  policy was re i te ra ted  recently by the  
Government's Information Paper on Energy Pr ic ing 1985-86: 

"The pr incipal  performance c r i t e r i on  es tabl ished f o r  publ ic  
au thor i t i es  such as  the  SECV (State  E l ec t r i c i t y  Commission 
of Victoria)  and the GFCV (Gas and Fuel Corporation of 
Victor ia)  is a t a rge t  r a t e  of re turn on asse t s .  The 
au thor i t i es  a re  required t o  manage t h e i r  i n t e rna l  cos t s  and 
s e t  pr ices  t o  achieve a 4 per cent r e a l  r a t e  of re turn  on 
the  writ ten down current replacement cost  of a s se t s  i n  
service .  The r a t e  of 4 per cent has been s e t  by the  
Government t o  r e f l e c t  the  long run r e a l  r a t e  of re turn  
a t ta inab le  elsewhere i n  the  economy and the  minimum re turn  
required by the  suppliers of investment funds. I f  lower 
r a t e s  of re turn a re  achieved i n  the  energy sec tor ,  the  
r e s u l t  would be a misallocation of resources. Public 
au thor i t i es  a re  required t o  recover a l l  operating cos t s  and 
c a p i t a l  costs  and the r e a l  r a t e  of re turn is a component of 
the  cap i t a l  costs  of the public au thor i ty ' s  operations. 
This means t ha t  public au thor i t i es  performing 
commercial-type functions should achieve the  same l e v e l  of 
e f f ic iency  expected of pr ivate  sec tor  organisations.  

The r a t e  of re turn policy ensures t h a t  p r ices  and investment 
w i l l  be s e t  according t o  the  overall  re turn generated, thus 
contributing t o  long term pr ice  s t a b i l i t y .  It a l so  gives 
f l e x i b i l i t y  t o  the u t i l i t i e s  i n  lowering the  cost  of 
f inance,  consistent  with the  borrowing l i m i t s  of S t a t e  and 
Commonwealth Governments. Moreover it avoids pr ices  being 
set t o  achieve a fixed l eve l  of i n t e rna l  funding f o r  c a p i t a l  
expenditure, and thus prevents l a rge  changes i n  p r ices  due 
t o  changes i n  investment" (p  11). 



How was the  r a t e  of 4 per cen t  arr ived a t ?  

The Weighted Average Cost of Capital  Approach. A Government 
document (Department of Management and Budget, 1984) discloses  
t ha t  the  reasoning used was based on the  "weighted average cos t  
of cap i t a l  approach". Evidently the  4 per  cent RRR was derived 
from estimates of the long term costs  of debt and equity t o  the  
public sec tor ,  weighted by the  extent t o  which these forms of 
finance ( i . e .  debt and equi ty)  a r e  u t i l i z e d  by public enterpr ises  
( t he  debt:equity r a t i o ) .  To determine the  long term cost  of debt 
t o  Vic tor ia ' s  public en te rpr i ses ,"  ... research was undertaken as  
pa r t  of s tud ies  conducted with the  SECV and the  Melbourne and 
Metropolitan Board of Works. These s tud i e s  involved time s e r i e s  
analysis spanning more than 100 years t o  der ive  da ta  on i n t e r e s t  
r a t e s  and in f l a t i on  so  a s  t o  determine the  r e a l  i n t e r e s t  r a t e s  on 
the debt of these au thor i t i es .  The long term average of these 
r e a l  r a t e s ,  whilst  subject  t o  shor t  term f luc tua t ions ,  was found 
t o  be around 3%. While acknowledging t h a t  a t  any par t icu la r  
point  i n  time it is l i k e l y  t h a t  the r e a l  i n t e r e s t  r a t e  would 
d i f f e r  from t h i s  3 per cent ,  i t  was considered t h a t  t h i s  r a t e  
r e f l e c t s  the  long term average of the  cos t  of debt which 
investors  i n  these au tho r i t i e s  would impute i n t o  t h e i r  investment 
decisions a s  expectations of t he  long t e r m  return."  (Department 
of Management and Budget, [1984] p 42) 

Cost of Equity of 5 per cent.  The cost  of Government equity i n  
public enterpr ises  was determined a s  follows. F i r s t l y ,  the  
equity t h a t  the Governemnt holds i n  a public en te rpr i se  was 
estimated t o  be t ha t  pa r t  of the  current value of an individual 
public en te rpr i se ' s  a s se t s  which is  not financed by its 
l i a b i l i t i e s .  It is acknowledged t h a t  the  determination of the  
cost  of t h i s  equity lacks the  quant i f icat ion and c l a r i f i c a t i o n  of 
a market r a t e .  Nevertheless, t h i s  cos t  of equity is considered 
t o  be derivable "... from the  adaption of p r iva te  sec tor  
pr inciples  t o  the public sector ."  These pr inc ip les  o r  
charac te r i s t i cs  of cap i t a l  funding were deemed t o  include the  
following considerations: 

(i) t h a t  the  cost  of equi ty  is grea te r  than the  cost  of debt 
s ince equity is l ega l ly  subordinate t o  debt; 

(ii) t h a t  a premium above debt is  appropriate t o  r e f l e c t  t h i s  
g rea te r  r i sk ;  and 

(iii) t h a t  f o r  public en te rpr i ses  t h i s  r i s k  premium w i l l  be a t  
the  lower end of the  spectrum. 

Taking these considerations i n t o  account, a r i s k  premium of 
around 2 per cent was estimated t o  be appropriate,  hence 
determining the r e a l  cost  of equity t o  be 5 per cent. (This 
estimate of 5 per cent under l ies  the Public Authority Dividend 
the Victorian Government requires  public en te rpr i ses  t o  pay on 
what i t  considers t o  be its equi ty  investment i n  these 
en te rpr i ses ) .  To recap i tu la te ,  the  cos t  of debt was determined to  
be 3 per cent and the  cost  of equity 5 per  cent.  In  determining 
the weighted average cost  of cap i t e l ,  a debt:equity r a t i o  of 
50:50 o r  1:l was adopted. This r a t i o  implied a r e a l  cost  of 
cap i t a l  of 4 per cent which cons t i tu tes  t he  t a rge t  pr ic ing 
guideline a t  which public en te rpr i ses  a r e  required t o  aim. 



2( i i )The  Public Authority Dividend (PAD) 
The most controversial  aspect of the  recent reforms t o  public 
en t e rp r i s e  po l ic ies  by the  Victorian Government is probably the  
Public Authority Dividend (PAD). The Victorian Public 
Authorit ies (Dividends) Act 1983, requires t h a t  'commercial 
s t a tu to ry  au thor i t i es '  (public enterpr ises)  pay t o  t he  S t a t e ' s  
Consolidated Fund each year a return on equity,  i n  the  form of a 
Public Authority Dividend (PAD) of up t o  5 per cent of the  value 
of the  public equity held i n  tha t  authority.  We saw above how 
t h i s  r a t e  of 5 per cent was determined. 

I n  the  Government's view, the basis  of the PAD is t h a t  the  people 
of Victor ia ,  represented by the Government, a r e  the  ul t imate  
owners of public enterpr ises .  Accordingly, they have an equi ty  
holding i n  the  asse t s  of these enterpr ises  and therefore  can 
expect a re turn on tha t  equity. This re turn,  i n  the Government's 
view, should be paid t o  the  Consolidated Fund and thereby made 
ava i lab le  t o  the Government f o r  use i n  pursui t  of i ts  overa l l  
programs and objectives,  o r  t o  reduce S t a t e  charges elsewhere, 
thus d i s t r i bu t ing  the benef i ts  according t o  the  p r i o r i t i e s  of the  
community a s  a whole. 

A Government document (Energy Pricing Information Paper, 1985-86) 
explained tha t  i n  any par t icu la r  year the  l eve l  of the  PAD 
payable by individual public enterpr ises  would depend on a number 
of f ac to r s ,  including: 

. the  overal l  RRR on asse t s  which has been achieved by the  
public enterpr ise  ,(those which a r e  moving towards the  t a rge t  
rate of re turn on a s se t s  are  not required t o  pay a dividend 
a t  the  maximum r a t e  of 5 per cent)  

. the  cos t  of debt and the  proportion of debt and equity 
c a p i t a l  i n  the business 

. the  l eve l  of accumulated reserves r e f l ec t i ng  past  re tu rns  on 
equi ty  which have been retained fo r  use by the  public 
en te rpr i se .  

The Government has emphasised tha t  the PAD requirement and the  
RRR guideline a re  separate and d i s t i n c t  aspects of public 
au thor i ty  policy. It has claimed repeatedly t h a t  the  l eve l  of 
p r ices  a r e  affected by the  ta rge t  RRR but not the  PAD. This is 
because i t  is the RRR which determines the  en t e rp r i s e ' s  surplus 
out  of which the  return t o  equity remains a f t e r  the cos t  of debt 
is  m e t .  The return t o  equity is  then avai lable  t o  meet PAD 
payments. The Government claims (Energy Pr ic ing,  1985-86) tha t :  

"Whether the return t o  equity i s  kept by the  public 
author i ty  a s  retained earnings, o r  a pa r t  is paid t o  t he  
Consolidated Fund a s  a dividend, there  w i l l  be no d i r e c t  
e f f e c t  on actual  t a r i f f  levels .  The re tent ion of the re turn 
t o  equity by public au thor i t i es  w i l l  not d i r e c t l y  lower 
t a r i f f s  although it w i l l  reduce the  proportion of debt 
finance f o r  future  cap i t a l  works." ( p  12) (Emphasis added) 

The Government statement is  curious and seems self- contradictory.  
I n  view of the  strong demand f o r  investment cap i t a l  faced by many 
( c a p i t a l  in tensive)  public enterpr ises ,  surely  PAD payments which 
deplete  i n t e rna l  funding capacity and r e s u l t  i n  increased 



dependence on borrowing w i l l  r e s u l t  i n  increased debt repayments 
and servic ing charges and consequently p r i ce  increases? Hence, 
a t  l e a s t  i n  the medium o r  longer term, PAD payments w i l l  a f f e c t  
the l eve l  of public en te rpr i se  pr ices .  

Th i s  conclusion received support recently from Mr.J.R.Smith, Chief 
General Manager of the  SECV, i n  a l e t t e r  t o  the  e d i t o r  of 'The Age' 
newspaper (13 September 1986). 

"In the past  e ight  years the  SEC has paid $458 mill ion i n  
dividends t o  governments. It has had t o  borrow t h a t  much more 
because of those dividends. Obviously e l e c t r i c i t y  customers have 
t o  pay the  i n t e r e s t  b i l l  on t ha t  ex t r a  debt. 

It i s  sure ly  evident ... t h a t  whatever government goods and 
services  have been provided by the  use of such dividend payments, 
they have been paid f o r  by the  SEC borrowing more money. 

This is  not t o  say dividends a r e  inappropriate,  but [one should] 
reveal  t h e  implications." 

, , 



3. APPRAISAL 

3 ( i )  Should a RRR be Imposed? 
There now seems broad agreement t ha t  i n  general ,  public 
en te rpr i ses  should be required t o  recover t h e i r  costs  although 
the i s sue  of whether, i n  addit ion,  they should earn p r o f i t s ,  o r  a 
r a t e  of re turn  on cap i t a l  employed, i s  not as c l ea r ly  resolved 
(Xavier, 1986). There cer ta in ly  seem some persuasive arguments 
on economic and f inanc ia l  grounds i n  favour of an RRR f o r  public 
en te rpr i ses .  Notably a RRR might be useful: 

1. A s  a bas i s  f o r  helping t o  ensure (a l loca t ive)  eff ic iency i n  
the use of resources within a public enterpr ise ,  between one 
public en te rpr i se  and another, and between public and pr iva te  
en te rpr i ses .  

2 .  A s  an a id  t o  achieving "reasonable balance" between 
commercial objectives ascribed t o  public en te rpr i se  and the  wider 
object ives  of government policy f o r  i ts  sec tor  and the economy a t  
large.  

3. A s  a surrogate fo r  p r o f i t s ,  thereby providing a 'd i sc ip l ine '  
o r  incent ives  f o r  managerial o r  X-efficiency, par t i cu la r ly  where 
cons t ra in t s  on public en te rpr i se  p r ice  increases e x i s t  (e.g. 
' p r i ce  increases would be less than the  r a t e  of i n f l a t i on '  a s  i n  
Vic tor ia ) .  

4 .  A s  an observable, monitorable, measure useful  i n  the 
appra i sa l  and control  of public enterprises.  The argument here 
is t h a t  t o  the extent t h a t  there  a re  d i f f i c u l t i e s  i n  obtaining 
the information required f o r  e f fec t ive  monitoring and control  of 
e f f i c i e n t  pr ic ing,  w e  w i l l  need t o  depend on observable measures 
such a s  an RRR. 

For such reasons, there  has been considerable emphasis placed, and, 
indeed, i t  appears, undue expecations, upon the  RRR t o  encourage 
e f f ic iency  i n  public enterpr ises .  For instance,  the  IAESR i n  a report  
(1981) t o  t h e  Public Bodies Review Committee concluded: 

" I t  i s  our view tha t  pr ic ing policy should be primarily based on 
a t a rge t  r a t e  of re turn on t o t a l  asse t s  employed, valued a t  
replacement cost  pr ices ,  a f t e r  allowing f o r  depreciation a t  
replacement cost  but before i n t e r e s t .  That is ,  major business 
au tho r i t i e s  ( i . e .  S t a t e  enterpr ises)  should be required t o  earn a 
given r a t e  of re turn on the current value of t o t a l  asse t s ,  a f t e r  
allowing f o r  t h e i r  maintenance i n  r ea l  terms, and independently 
of the  way i n  which those a s se t s  a re  financed. This i s  the 
e s sen t i a l  requirement t o  ensure e f f i c i en t  use of resources i n  the 
public sec tor ."  (p  104) (Emphasis added) 



The Office of Management and Budget Task Force set up by the  Victorian 
Government soon a f t e r  i ts  e lec t ion  t o  o f f i ce  agreed, arguing tha t .  

''...There is a need f o r  having guidelines f o r  the  performance of 
public bodies i n  general, and tha t  the r a t e  of re turn  c r i t e r i a  
a re  the  bes t  form of guidelines f o r  such publ ic  bodies." 
(Department of Minerals and Energy (1982) para  3.1) 

3 ( i i )  Doubts about a Dependence on a RRR? 
Too much should, however, not be claimed, o r  expected, of an RRR as  a 
measure o f ,  o r  a s  a means of promoting, economic e f f ic iency  and 
improved performance i n  public enterpr ises .  I n  view of the  current  
emphasis accorded the RRR, i t  is worth r e i t e r a t i n g  its l imi ta t ions .  

1. An RRR f o r  public enterpr ises  has been objected t o  on the  bas i s  of 
the  "theorem of the  second-best." In  Aitchison's  (1985) view: 

"A s i ng l e  r a t e  of re turn ta rge t  f o r  public u t i l i t i e s  is only 
correct  under extremely r e s t r i c t i v e  conditions. These conditions 
imply a model of the  world t h a t  is even simpler than t h a t  i n  
f i r s t  best .  Apart from a l l  the f i r s t  be s t  assumptions, you must 
a l so  assume tha t  a l l  production costs  a r e  constant and equal 
throughout the  public sector .  Such an assumpti,on is c l ea r ly  
un rea l i s t i c  and is equivalent t o  assuming t h a t  marginal cos t s  
equal average costs ,  and t h a t  these a r e  t he  same throughout the 
economy" (p.3 of the non-technical summary). 

Aitchison's objection t o  a RRR on theore t ica l  grounds can be directed 
t o  most other  economic prescr ipt ions  as w e l l .  This i s  why there  was 
considerable concern some twenty years ago, evidenced i n  the  economic 
l i t e r a t u r e ,  about the potent ia l  f o r  the theorem of the  second-best t o  
render economic policy impotent. However, f o r  many years now, most 
economists have been prepared t o  adopt a l e s s  des t ruc t ive  view of the 
second-best theorem. In  shor t ,  r a ther  than regard the  second-best 
theorem a s  destroying the theore t ica l  basis  of many economic 
prescr ipt ions ,  pragmatic economists a re  prepared t o  proceed, a l b e i t  
more cautiously - especial ly  i n  regard t o  the e f f e c t s  which pol icy 
changes i n  one sector  w i l l  have on re la ted s ec to r s  - due t o  the  
warning sounded by the theorem. Certainly i t  warns t h a t  changes i n  
pr ic ing policy f o r  one public en te rpr i se  should not be considered i n  
i so la t ion  from the pr ic ing policy of other  publ ic  (and p r iva t e )  
enterpr ises ,  par t i cu la r ly  c losely  re la ted  ones. But s i nce  the  pr ic ing 
policy reforms i n  Victoria,  including the RRR, a r e  being applied 
widely, the  constra int  of the  second-best theorem seems less binding. 

The arguments of economists who, whilst  heeding second-best warnings, 
a r e  i n  favour of proceeding on the  bas i s  of f i r s t - b e s t  r u l e s  where w e  
have inadequate information (including knowledge about condit ions i n  
other sec tors )  have received some theore t ica l  support from Ng (1979). 
Ng has demonstrated tha t  i f  informational and adminis t ra t ive  cos t s  a r e  
taken i n t o  account, the 'optimal feas ib le '  po l i c i e s  may be ca l led  the  
' th i rd- best '  which, 

".. . a re  not much d i f f e r en t  from f i r s t - b e s t  ones, and cer ta in ly  
not a s  complicated a s  second-best ones." 



2 .  An RRR by i t s e l f  need not necessari ly serve t o  st imulate 
managerial/cost e f f i c i enc i e s  i n  S t a t e  enterpr ises .  Clearly,  t o  exer t  
any pressure f o r  reductions i n  X-inefficiency, the  RRR prescribed 
would have t o  be higher than the  r a t e  of re turn the  public en te rpr i se  
i t s e l f  would have chosen t o  achieve and there  would have t o  be 
su f f i c i en t  pena l t i es  f o r  f a i l u r e  t o  achieve the  prescribed ta rge t .  

However, t o  t he  ex ten t  t h a t  a public en te rpr i se  is a monopoly facing 
pr ice  i n e l a s t i c  demands, a t  l e a s t  f o r  some services  - as  seems the  
case f o r  many publ ic  en te rpr i ses  - the RRR could be achieved by p r i ce  
rises and/or changes i n  the  l e v e l  of product qual i ty /service  (such a s  
r e l i a b i l i t y ,  du rab i l i t y ,  sa fe ty  e t c ) .  The f a c t  tha t  a spec i f i c  RRR is 
compatible with many combinations of pr ic ing and non-price dimensions 
of a S t a t e  en t e rp r i s e ' s  behaviour was demonstrated i n  Xavier (1986) 
(see a l so  Off icer ,  1986). 

Aitchison (1985) and Albon (1985) sound a s imi la r  warning. Albon 
concludes t h a t ,  

" . . . r a t e  of r e tu rn  t a rge t t i ng  and associated f inanc ia l  controls  
do not appear t o  be a pa r t i cu l a r ly  e f fec t ive  way of d i sc ip l in ing  
public monopolies. Unless operators of public monopolies a r e  
welfare maximisers o r  regard s i z e  a s  very important, the 
imposition of a rate-of- return ta rge t  has an unpredictable 
qua l i t a t i ve  e f f e c t  on economic efficiency."  (p.63) 

Nevertheless, t he  propensity f o r  a RRR t o  encourage X-efficiency 
should not be a l toge ther  dismissed. Where there  are constra ints  on 
the  a b i l i t y  of publ ic  en te rpr i ses  t o  increase t h e i r  p r ices  - such a s  
consumer res i s tance  o r  a government policy guideline t h a t  p r ice  
increases be less than the r a t e  of i n f l a t i on ,  a s  current ly  e x i s t s  i n  
Victoria - pressures t o  contain cos t s  w i l l  probably e x i s t .  Table 1 
shows the increases  i n  public author i ty  charges s ince 1980/81 compared 
with the r a t e  of i n f l a t i o n  a s  measured by the impl ic i t  p r ice  def la tor .  



TABLE I 

VICTORIAN PUBLIC AUTHORITY UNIT CHARGES ( a )  
(year on year per cent change) 

1984-85 1985-86 
1980-81 1981-82 1982-83 1983-84 (Prelim) ( E s t ) ( b )  

Nominal - 
SECV 11.8 16.9 17.7 7.9 6.1 4.4 
GFCV 10.0 18.9 22.1 17.8 5.5 5.3 
MMBW 8.7 6.7 11.7 8.7 4.8 6.6 
PMA 5.0 19.9 16.7 7 1 8. 0 n.a. 
GEB 14.3 29.4 15.9 7 9 6.2 n.8. 
Consump t ion 

Deflator ( c )  9.5 9.5 11.3 8.0 6.5 8.0 
Real 
SECV 2.1 6.0 5 8 0.0 -0.4 -3.5 
GFCV 0.4 8.6 9.7 9.1 -0 .g -2.5 
MMBW -0.8 2.7 0.4 0 7 -1.6 -1.3 
PMA -4.1 9 5 4.9 -0.8 1.4 n.a. 
GEB 4.4 18.2 4.2 -0.1 -0.2 n.a. 

Sources: E l ec t r i c i t y  Supply Association of Austra l ia ,  The E l e c t r i c i t y  
Supply Industry i n  Australia,  various. Gas and Fuel Corporation, 
S t a t i s t i c s ,  various. Annual Reports of t he  various au thor i t i es .  
Information provided by the au thor i t i es  and estimates of DMB 
(Department of Management and Budget). 

(a) Unit Charges f o r  the SECV and GFCV a re  calculated a s  revenue pe r  u n i t  
of output (GFCV charges exclude Energy Consumption Levy). This takes 
account of compositional changes, which themselves may r e s u l t  from 
changes i n  the  l eve l  and s t ruc ture  of charges. 

Increases f o r  the MMBW (Melbourne Metropolitan Board of Works) a r e  
based on average r a t e s  paid. Increases f o r  t he  PMA (Port  of Melbourne 
Authority) and GEB (Grain Elevators Board) a r e  based on movements i n  
wharfage and wheat handling r a t e s  respectively.  

( b )  DMB estimates based on announced average increases i n  charges, 
allowing f o r  timing e f fec t s .  

( c )  Increase i n  the impl ic i t  pr ice  def la tor  f o r  p r iva te  f i n a l  consumption 
expenditure as published i n  ABS Catalogue No.5206.0 Quarter ly  
Estimates of National Income and Expenditure. DMB estimate f o r  
1985-86. 

Source: 1985-86 Victorian Government Budget Paper No.2, p.181. 

A s  Table I ind ica tes ,  the average increase i n  public author i ty  
t a r i f f s  commonly exceeded increases i n  the r a t e  of i n f l a t i o n  before 
1983 but ,  s ince  then, has been noticeably lower. A s  t he  SECV pointed 
out (SECV, Budget and Pricing Submission 1985-86), 

"The [RRR] re turn can be improved by e i t h e r  increasing revenue 
through p r i ce  r i s e s ,  o r  through cost  containment/cost reduction 
productivity measures. By holding pr ices  a t  o r  below CPI- 
movements, the  SEC is c lear ly  committed t o  t h i s  l a t t e r  policy" 
P 44 1 



3 .  An RRR i n  i t s e l f  provides no guarantee o f ,  and may, i n  f a c t ,  
obstruct  ( a l l oca t ive )  economic eff ic iency i f  i t  requires a departure 
from e f f i c i e n t  p r ic ing  s t ruc tu re s  (Xavier, 1986). Moreover, by 
focussing on a revenue requirement, the RRR could give strong 
reinforcement t o  t r ad i t i ona l  p r ic ing  po l ic ies  such a s  those concerned 
with recovering h i s t o r i c a l  o r  accounting cos t s  of pas t  investments 
embedded i n  current  a s se t s  plus  a mark-up t o  cover the  RRR, r a ther  
than the concern with forward-looking economic cos t s  prescribed by 
economic theory. 

4 .  Some economists have warned t h a t  an RRR f o r  public enterpr ises  
could d i s t o r t  e f f i c i e n t  investment decisions. Indeed, there is  an 
extensive l i t e r a t u r e  on how a regulated maximum RRR f o r  public 
u t i l i t i e s  i n  the  United S t a t e s  has resul ted i n  over- capital isation and 
economic ineff ic iency (e.g. of t he  Averch-Johnson type) .  For public 
en te rpr i ses  subjected t o  a minimum RRR a s  i n  the United Kingdom, and 
now i n  Victor ia ,  Gravelle (1976,1977) has shown t h a t  the  l e a s t  cost  
input mix w i l l  not  be chosen if the  ta rge t  RRR exceeds the r a t e  a t  
which the  public en te rpr i se  borrows. New investment i n  plant  which 
has a long construction period (e.g. power s t a t i ons )  w i l l  increase net  
a s se t s  and hence the  revenue requirement before the plant  is i n  
operation and generating revenue. Moreover, the  RRR could encourage 
both the choice of l e s s  cap i t a l  in tensive investments and of 
accounting prac t ices  which write off  net  a s se t s  more quickly. For 
example. the United Kingdom Pr ice  Commission (1978) notes a c r i t i c i sm 
of the  South Scotland E lec t r i c i t y  Board f o r  using too shor t  a s se t  
l i v e s ,  and f o r  charging i n t e r e s t  on power s t a t i ons  under construction 
t o  revenue ra ther  than cap i t a l i s i ng  i t  a s  p a r t  of the  cost  of the  
asse t .  The prospect of such d i s to r t i ons  led Webb (1976) and Gravelle 
(1976) t o  conclude t h a t  fo r  the  purpose of ra i s ing  revenue, the  
leas t- cost  approach would be t o  prescr ibe  a simple lump sum ta rge t  
ra ther  than an RRR. (See Officer [I9861 f o r  a recent review of these 
i s sues ) .  

5. Once prescribed,  the calculat ion of an RRR ac tua l ly  achieved by a 
public en te rpr i se  is again open t o  in te rpre ta t ion  and disagreement. 
For instance,  over shor t  periods the  in te rna l  r a t e  of return can be 
subject  t o  considerable var ia t ion  because of the  lumpiness of cap i t a l  
expenditures. I n  these circumstances an average (geometric) of r a t e s  
over a number of years might have t o  be used. Alternatively,  the  
a s se t  may be amortized over its economic l i f e  a t  its appropriate cos t  
of cap i t a l ,  t o  reduce var ia t ion i n  cash flows and therefore returns.  

Fisher and McGowan (1983) warn t h a t  t h i s  i n t e rna l  r a t e  of re turn 
should not be confused with the  accounting r a t e  of re turn which is 
defined as the  accounting p r o f i t  per  book value of asse t s . (3 )  The 
accounting r a t e  of re turn can vary between en te rpr i ses  due t o  
d i f f e r en t  accounting procedures, e.g. through the subjective 
amortization of c a p i t a l  expenditures o r  cap i ta l iza t ion  of expected 
fu ture  cash flows a s  w e l l  a s  d i f f e r en t  valuation procedures, which may 
have no bearing on the  performance of a public enterpr ise .  Moreover, 
as  Fisher and McGowan (1983) point  out: 



' I . . .  accounting r a t e s  of re turn,  even i f  properly and 
consis tent ly  measured, provide almost no information about 
economic r a t e s  of return.  The economic r a t e  of re turn on an 
investment i s ,  of course, t ha t  discount rate t h a t  equals t h e  
present value of i ts  expected n e t  revenue stream t o  its i n i t i a l  
outlay.  Put t ing aside the  measurement problems referred t o  
above, i t  is c l ea r  tha t  i t  is the  economic r a t e  of re turn t h a t  i s  
equalized within an industry i n  long-run industry competitive 
equilibrium and ( a f t e r  adjustment fo r  r i s k )  equalized everywhere 
i n  a competitive economy i n  long-run equilibrium. It is an 
economic r a t e  of re turn ( a f t e r  r i s k  adjustment) above the  c o s t  of 
cap i t a l  t h a t  promotes expansion under competition and is produced 
by output r e s t r i c t i on  under monopoly. Thus, the economic rate of 
re turn is  the  only correct  measure of the  p r o f i t  r a t e  f o r  
purposes of economic analysis.  Accounting r a t e s  of re turn are 
useful  only insofar  a s  they y ie ld  information a s  t o  economic 
r a t e s  of return." (p  82) 

Conclusion To conclude t h i s  sect ion,  w e  summarize the  th rus t  of its 
argument. While the  arguments i n  favour of an RRR f o r  public en t e rp r i s e s  
seem persuasive on economic and f inanc ia l  grounds, too much should no t  be 
claimed, o r  expected, of an RRR. Indeed, i n  i t s e l f  an RRR provides no 
guarantee o f ,  and could i n  f a c t  r e s u l t  i n  departures from, e f f i c i e n t  
pr ic ing,  non-pricing and investment pol ic ies .  For t h i s  reason, i t  is 
sometimes argued (e.g. Heald [I9801 Aitchison [1985]), t h a t  an RRR t a r g e t  
should r e f l e c t  sound pr ic ing and investment policy and not vice versa.  
But such an argument based on a concern f o r  a l loca t ive  eff ic iency does not  
f u l l y  recognize the  X-efficiency, f inancial  and other  benef i t s  (discussed 
e a r l i e r )  po ten t ia l ly  derivable from an RRR. Nevertheless, t h i s  argument 
warns t h a t  one must be wary on the  claims made i n  the  statements quoted 
e a r l i e r  on page 5 which regard the  RRR a s  a "principal  performance 
c r i t e r ion" .  

Clearly the  use of an RRR a s  an indicator  of economic eff ic iency and 
performance should be judicious and qual i f ied.  And, c l ea r ly ,  moreover, w e  
should not depend unduly on an RRR t o  promote b e t t e r  performance but 
should be seeking other  ways and means of fos ter ing and measuring 
performance.(4) 



3 ( i i i )  Is a 4 per kent RRR Appropriate? 

A f i r s t  s t ep  i n  appraising the  Victorian Government's use of the 
weighted average cost  of c a p i t a l  approach t o  determine an RRR of 4 per 
cent f o r  public en te rpr i ses ,  is t o  consider arguments favouring the 
use of other  approaches t o  determining an RRR, namely the  Social  
Opportunity Cost of Capital  (SOCC) and the  Social  Tikne Preference Rate 
(STPR) approaches. 

The SOCC Approach The arguments i n  favoup of the  SOCC approach have 
been extensively discussed i n  the  l i t e r a t u r e  (e.g. Dasgupta and 
Pearce, 1972) s o  t ha t  only a b r ie f  discussion is necessary here. I n  
essence, the  argument is  t h a t  r a the r  than being re f lec ted  i n  the cost  
of cap i t a l ,  the r e a l  cost  involved i n  the  use of resources by public 
enterpr ises  is the  opportunity cos t  of these resources. That is, the 
value of those resources when i n  t h e i r  bes t  a l t e rna t ive 'use .  This 
approach is favoured by the  Commonwealth Treasury which argued 
(Commonwealth Treasury, 1982): 

" I f  public business undertakings a r e  t o  make decisions about the 
pr ic ing o f ,  and investment i n ,  economic services  which are  
e f f i c i e n t  i n  the sense t h a t  maximum value i s  obtained from the 
resources used (compared with a l t e rna t ive  uses) then the  r a t e  of 
re turn on cap i t a l  employed should match t h a t  obtainable from 
a l t e rna t ive  uses avai lable  t o  socie ty  a s  a whole." (p  49) 

The Treasury considers t ha t  the  r a t e  of re turn earned by public 
enterpr ises  should be comparable t o  t h a t  earned on average by the  
pr ivate  sec tor  which i t  estimated t o  be 10 per  cent i n  r e a l  terms 
(before tax)  on t o t a l  funds employed.(l) 

In put t ing t h i s  argument t o  the  Senate Standing Committee on Statutory 
Financing (1983). the  Treasury backed up its argument by pointing t o  
the widespread use of a 10 per cent  r a t e  of return:  

"The 10 per  cent r e a l  re turn before tax  is a r a t e  commonly used 
i n  the  pr iva te  sector .  Some organisations use a higher ra te .  The 
evidence t o  t h a t  is ra ther  anecdotal; given the  nature of pr ivate  
en te rpr i ses  they each have t h e i r  own pract ices .  Overseas a number 
of governments and government departments use a 10 per cent r e a l  
r a t e  of return.  I n  the United S t a t e s  i t  is used fo r  most . 

purposes; i n  New Zealand i t  is the r a t e  of re turn required on new 
public sec tor  investment p ro jec t s ;  and i n  Canada i t  is the r a t e  
used. We a l so  have some evidence on the  r a t e s  of re turn required 
i n  the pr iva te  sec tor  i n  Austra l ia  from stock market and other 
data.  This has confirmed our impression t h a t  a r a t e  of re turn of 
the order of 10 per cent real re turn  before tax is  an appropriate 
r a t e  of re turn f o r  investments." (p  95) 

However, there  a r e  many w e l l  known objections,  on conceptual and 
prac t ica l  grounds, t o  the  use of an achieved average rate of re turn i n  
the pr ivate  sec tor  a s  an indicat ion of the  opportunity cost  of funds 
u t i l i z ed  by public enterpr ise .  One objection is t h a t  the  a l te rna t ives  
t o  public en te rpr i se  investment a r e  not only investment but a lso  
consumption now i n  both the  p r iva t e  domestic and non-domestic sectors .  
This point underlies the  r a t i ona l e  of the  Soc ia l  Time preference Rate 
(STPR) approach. 



The STPR Approach I n  simple terms the STPR approach is concerned with 
iden t i fy ing  the  appropriate RRR through ascer ta ining the  r a t e  of 
re turn which the  community requires as  a reward f o r  defe r r ing  present 
consumption i n  favour of future  consumption. A s  with the  SOCC 
approach, the  estimation of the STPR faces both theore t ica l  and 
p rac t i ca l  d i f f i c u l t i e s .  It is sometimes suggested t h a t  a way around 
some of the  estimation d i f f i c u l t i e s  would be t o  use the  r e a l  long term 
bond r a t e  and the long term growth of r e a l  incomes a s  surrogates f o r  
the  STPR. Both these r a t e s  have been estimated t o  l i e  between 2 per  
cen t  and 3 per  cent i n  r e a l  terms (Department of Management and 
Budget, 1984). However, due t o  the  d i f f i c u l t i e s  i n  making such 
estimates of the  STPR (such a s  t h a t  of ensuring t h a t  an appropriate 
h i s t o r i c a l  period is considered and long term forecasts  of t h e i r  
fu ture  values a r e  incorporated i n t o  the ana lys i s ) .  I n  view of these 
d i f f i c u l t i e s  the  Department of Management and Budget considers t h a t  i t  
may be advisable t o  perceive the  2 per cent t o  3 per cent  r a t e  derived 
from t h i s  approach as a lower l i m i t  fo r  the  r a t e  of re turn  expected of 
public en te rpr i ses .  

Aitchison (1985). however, argues tha t  the r a t e  determined by the  STPR 
approach should be the  one used i n  practice:  

"In an i dea l  model the soc i a l  cost  of cap i t a l  should be equal t o  
a concept cal led the soc ia l  r a t e  of t i m e  preference (STP). The 
STP r a t e  is a measure of how the community values benef i t s  o r  
cos t s  occuring a t  two d i f fe ren t  times. I n  more r e a l i s t i c  models 
there  is still a strong l i n k  between the  STP r a t e  and the  s o c i a l  
cos t  of cap i t a l ,  even though the model spec i f ica t ion  is 
complicated by secondary e f fec t s .  Therefore i n  p rac t ice  the  
appropriate public sec tor  discount r a t e  should be the  STP r a t e .  
Theoretical  discussions of t h i s  r a t e  ind ica te  t h a t  it should be 
qu i t e  low, i n  the  realm of 0%-3%. 

It is therefore disturbing t o  observe t h a t  S t a t e  and Federal 
governments a re  being pressured t o  use the  marginal p r iva te  r a t e  
of over 10% as  the  correct  public discount ra te .  This high r a t e  
discounts events i n  the future  very heavily,  and is seemingly at  
odds with current community concerns regarding the  fu ture  ( i n  
such a reas  a s  environmental damage, education, e t c ) .  It is a l so  
contrary t o  theoret ical  discussions of the  soc i a l  r a t e  of t i m e  
preference which suggest t h a t  qui te  low rates a r e  appropriate." 
(p. 4 of the  non-technical summary) 

Conclusion Regarding the Prescribed RRR of 4 per cent  The above 
discussion has iden t i f i ed  advocacy of three d i f f e r en t  r a t e s  of re turn ,  2 
per  cent t o  3 per  cent using STPR, 4 per cent using WACC and 10 per cent  
using SOCC. In  a theoret ical ly  perfect  world the  th ree  rates would 
converge. However, i n  our imperfect world the dif ferences  w i l l  p e r s i s t  and 
the  choice is problematical par t ly  because the d i f f e r en t  approaches 
address d i f f e r en t  legit imate concerns. A s  Feldstein (1973) pointed ou t ,  
the  SOCC approach is concerned with intratemporal eff ic iency i n  the  
a l loca t ion  of resources between the pr ivate  and public sec tors ,  while the  
STPR is concerned with intertemporal efficiency between present and fu ture  
consumption benef i ts .  

r 



Enough has been sa id  above t o  underline the  f a c t  t h a t  the  prescribed RRR 
of 4 per cent is  open t o  challenge even before the  formidable p rac t i ca l  
problems of est imating the weighted average cost  of c a p i t a l  a r e  
discussed.(2) Indeed, evidently the  Government i n i t i a l l y  adopted the 
Office of Management and Budget Task Force's recommendation t h a t  the RRR 
be 5 per cent. ( A  r a t e  of 5 per cent was inc iden ta l ly  the  RRR the 1978 
Bri t ish  White Paper required public en te rpr i ses  t o  aim a t  on t h e i r  new 
investment program a s  a whole - including the  so-called "essent ia l"  but 
non-revenue-earning, invesment). However, the  Government l a t e r  reduced i t  
to  4 per cent. What a l l  t h i s  suggests is t h a t  an RRR of 4 per cent ,  based 
on a weighted average cost  of cap i t a l ,  cannot be demonstrated t o  be 
superior on uncontentious theore t ica l  grounds, no matter how confidently 
such a claim might be made. Nevertheless, the ra t iona le  behind the  
imposition of an RRR i s  sound. And even i f  one considers t h a t  a higher 
r a t e  such a s  the  10 per cent RRR advocated by the  Commonwealth Treasury 
(on the basis  of the  SOCC approach) is the  appropriate one, the  4 per cent 
RRR prescribed by the Victorian Government does meet the  e s sen t i a l  
requirement of movement towards a more economically r a t i ona l  system. 
Moreover, a s  Ball  and Davis (1984) point  ou t ,  recent  work undertaken by 
the Australian Graduate School of Management (AGSM) has indicated much 
lower average r e a l  r a t e s  of re turn i n  the  pr iva te  sec tor  than previously 
estimated. For ins tance,  i n  an e a r l i e r  study the  I n s t i t u t e  of Applied 
Economic and Social  Research (1982) estimated t h a t  over the  9 years t o  
1977-78. p r iva te  corporate trading en te rpr i ses  i n  Austra l ia  achieved a 
rea l  r a t e  of re turn on a l l  asse t s  employed, before i n t e r e s t ,  of about 12 
per cent per annum. But a s  Table 11,  which presents the AGSM estimates 
indicates ,  i n  the  1970's the average r e a l  re turns  was considerably l e s s  
than 4 per cent. 



TABLE I1 

Inflation-Adjusted Rates of Return i n  the Pr ivate  Sector,  1961-82 

Average Retut-ns 

His tor ical  Cost In f l a t i on  Adjusted 

Average 1961-82 

Average 1973-82 

Source: Ball  and Davis (1984) p 43 

Ball  and Davis observe, however, tha t  

(i) because of incomplete data ,  the information i n  Table 11 a r e  'bes t  
es t imates '  with an unknown degree of accuracy; 

(ii) there  has been considerable var ia t ion across t i m e  i n  rea l i sed  
rates of re turn;  and 

(iii) on an annual bas i s ,  there  has been considerable var ia t ion i n  r e a l  
re tu rns  across indus t r ies  and across companies within industr ies .  

A s  Ba l l  and Davis conclude: 

"These observations suggest caution i n  any use of p r iva te  sec tor  
r e a l  re tu rns  on a benchmark f o r  public au thor i t i es .  While there  
is useful  information t o  be contained i n  the  comparison, i t  is 
f a r  from being def ini t ive ."  (p 41) 

r 



3 ( i v )  Should the  RRR Vary Among Public Enterprises? 

The Victorian Government's policy i s  tha t  a l l  public en te rpr i ses  earn 
- o r  move towards earning - an RRR of 4 per cent .  Is t h i s  
prescription of a common RRR appropriate? The Senate Se lec t  Committee 
on Statutory Authority Financing (1983) concluded t h a t  a common RRR i s  
appropriate, arguing tha t ,  

"On resource a l locat ion grounds it is hard t o  see any compelling 
reason why i n  the  longer term the r a t e ,  however i t  is determined, 
should vary among au thor i t i es  although there a r e  c l ea r ly  a number of 
soc i a l  and equity considerations t h a t  must be addressed and there  
would obviously be some problems i n  implementing a general r a t e  of 
re turn requirement. It could be argued t h a t  the  degree of 
competition, f inanc ia l  arrangements, and ' soc i a l  obl igat ions '  
confronting au thor i t i es  are  so d i f fe ren t  t h a t  a requirement t o  earn 
the  same r a t e  of return on a s se t s  employed would c r ea t e  anomalies even 
worse than those prevail ing under the  present system where r e a l  r a t e s  
of return vary s ign i f ican t ly  and have generally not  even been 
ident i f ied.  However, i f  soc i a l  obligations o r  o ther  nat ional  
i n t e r e s t s  a r e  deemed su f f i c i en t ly  important f o r  an author i ty  t o  
perform a r o l e  other  than what i t  would choose t o  do on s t r i c t l y  
commercial grounds, t h i s  requirement should be spec i f ied ,  and funded 
i n  an appropriate way, preferably by a d i r e c t  subsidy. This w i l l  
almost always produce a more e f f i c i e n t  r e s u l t  than funding soc i a l  
obligations i nd i r ec t l y  through the  pr ic ing system." (pp 98-99) 

I f ,  a s  concluded above, i n  an imperfect world, there  is no unique 
theore t ica l ly  cor rec t  RRR, the choice of an RRR f i gu re  seems t o  be a 
matter of judgement which recognizes the  various considerations.  For 
instance,  Ball  and Davis (1984) argue t h a t  the RRR should vary because 
the leve l  of r i s k  var ies  among indus t r ies .  This would support the  view 
tha t  a d i f fe ren t  RRR might be s e t  f o r  each public en te rpr i se .  There seems 
considerable support f o r  t h i s  view (Off icer ,  1986). A broader view i s  
taken by the U.K. White Paper on Nationalised Indus t r ies  (1978) which 
argued tha t  the  specif icat ion of an RRR fo r  a public en te rpr i se  should 
take many fac tors  i n t o  account: 

"The leve l  of each f inancial  t a rge t  w i l l  be decided industry by 
industry. It w i l l  take account of a wide range of fac tors .  These w i l l  
include the  expected re turn from ef fec t ive ,  cost-conscious management 
of ex i s t ing  and new asse t s ;  market prospects; t he  scope f o r  improved 
productivity and eff ic iency;  the  opportunity cos t  of cap i t a l ;  the 
implications f o r  the Public Sector Borrowing Requirement; counter 
i n f l a t i on  policy;  and soc ia l  o r  s ec to ra l  object ives  f o r  e.g. the  
energy and t ransport  industr ies ."  (p  26) 

In  Australia,  a paper by Streeton (1984) concerning Commonwealth 
Government Public Enterprises is emphatic t ha t  the  RRR should vary among 
public enterpr ises .  H i s  reasoning is  worth quoting a t  some length: 

"Rates of re turn  w i l l  vary from industry t o  industry .  The Government 
should not accept suggestions, f o r  example by t he  Senate Standing 
Committee on Statutory Authority Financing, t h a t  public en te rpr i ses  
should aim a t  a common r a t e  of re turn t o  a s s e t s  employed, o r  a t  r a t e s  
comparable with the  average r a t e  i n  the  p r iva t e  sec tor .  F i r s t ,  the  
divis ion of labour between the s ec to r s  gives t he  public sec tpr  a 



disproport ionate  share of capital- intensive indus t r ies  whose re turns  
a r e  low everywhere, whether they a r e  publicly owned o r  ( a s  many a r e  i n  
the  U.S.) p r iva te ly  owned. Second, there a r e  wide var ia t ions  around 
the  average r a t e  of re turn  i n  each sector .  Information a s  t o  the  
var ia t ions  i n  t he  Australian pr iva te  sector  is not available.  But the 
U.S. range is from above 20 per cent (e.g. i n  pharmaceuticals and many 
personal s e rv i ce s )  through some low, ra tes  i n  s t e e l ,  housing and other  
manufacturers, t o  negative r a t e s  f o r  ra i l roads  and some other  
franchised p r iva t e  services  which enjoy public subsidies.  The 
var ia t ions  do not  generally r e f l e c t  degrees of monopoly, and cannot be 
s u f f i c i e n t l y  explained by fac tors  of r i sk .  They e x i s t  f o r  complex 
h i s t o r i c a l ,  i n s t i t u t i o n a l  and technological reasons. The d i f f e r en t  
re turns  t o  assets employed may be masked by share-price adjustments, 
but the  bas ic  di f ferences  a r e  wide. The pr ivate  sec tor  cannot and 
does not c l u s t e r  its returns  c losely  around its average r a t e ,  and i t  
o f f e r s  no such example t o  the  public sector.  Public sec tor  re turns  
vary a s  widely around the  sec tor  average, f o r  s imi la r  reasons. 
Subject t o  o ther  considerations and t o  prevail ing p r i ce  survei l lance 
po l i c i e s ,  f o r  example, the  Government may look f o r  very high re turns  
from OTC, high re turns  from Telecom, moderate re turns  from Austra l ia  
Post ,  and none f o r  the  time being from ANR." (pp 34-35) 

Information co l la ted  by the  Reserve Bank of Austra l ia  (1986) o f f e r s  
some evidence t h a t  i n  the  pr iva te  sector  the r a t e  of re turn does vary 
between indus t r i e s .  A s  Table I11 shows, gross p r o f i t  a s  a percentage 
of t o t a l  a s s e t s  varied from 9.6 per cent f o r  the  mining industry t o  
15.1 per cen t  f o r  non resource-based manufacturing. 

TABLE I11 

Gross P r o f i t  a s  a Percentage of Average* Total  Assets 

Industry Type 

Resource-based manufacturing 
Other manufacturing 
Total  manufacturing 
Wholesale t rade  
Reta i l  t rade 
Services 

A l l  i ndus t r i a l s  
Mining 
Total non-financial 

*Average of values a t  beginning and end of each period 

Source: Reserve Bank of Austra l ia  (1986): Company Finance-Bulletin 
Supplement (August) p 6. 

The recent ly  re leased discussion paper on proposed policy guidelines f o r  
Commonwealth S ta tu tory  Authorit ies and Government Business Enterprises 
(Department of Finance, June 1986) a l so  considers t ha t  a common RRR would 
not be appropriate.  It proposes that :  



"In s e t t i n g  f inancial  t a rge t s  the  Government w i l l  have regard f o r  the 
trading conditions i n  the industry within which the  en t e rp r i s e  
operates, f o r  i ts  r e l a t i ve  commercial and market s t rengths  and f o r  the 
extent t o  which, on the  bas i s  of Government pol icy,  i t  is required t o  
meet any community service  obligations and the  extent  t o  which 
government business enterpr ises  a r e  required t o  pursue non-commercial 
objectives a s  determined by Government policy." (p  22) 

Potent ia l  Misuse of Non-uniform RRR There is a danger, however, t ha t  
when a d i f f e r en t  RRR is set f o r  each public en te rpr i se  i n  reconnit ion - 
of such conditions, the scope f o r  the-governmeht t o  pursue s o c i a l  and 
p o l i t i c a l  objectives through the  pr ic ing pol icy of a public en te rpr i se  
is  expanded. In  addit ion,  there would be more scope f o r  t he  (covert  o r  
over t )  government manipulation of public en te rpr i ses  which a s  many 
s tudies  - both o f f i c i a l  and academic have concluded, invar iably 
r e su l t s  i n  a deter iorat ion of economic performance. Moreover, the  
pos s ib i l i t y  of ra t iona l i s ing  a lower RRR could provide a cloak behind 
which inef f ic ienc ies  of various types might read i ly  p ro l i f e r a t e .  
Social benef i t s  are  hard t o  quantify and easy t o  exaggerate. For such 
reasons Trengove (1984) has urged tha t  governments do not obl ige  
public enterpr ises  t o  have ' soc i a l  object ives . '  

" A s  a  small s tep  towards reform we could recommend t h a t  s t a t e  
en te rpr i ses  not be given, i n  the relevant s t a t u t e s ,  "general 
purpose" soc ia l  objectives.  Instead w e  suggest t h a t  parliaments 
and governments take d i r e c t  responsibl i ty  f o r  the  s o c i a l  po l ic ies  
fo r  which they believe they have a mandate. We note the  
pos s ib i l i t y  tha t  current arrangements do provide some s o r t  of 
ind i rec t  check on the  d i s t i l l a t i o n  and implementation of soc i a l  
po l ic ies  by s t a t e  en te rpr i se  managers. That i s ,  managers a r e  
allowed some discret ion but subject  t o  an evaluation of t h e i r  
performance i n  the exercise of t h a t  d i sc re t ion .  We have a l s o  
noted t h a t  t h i s  type of arrangement tends t o  be r e f l ec t ed  i n  the 
qua l i t i e s  required of managers. Successful s t a t e  en t e rp r i s e  
managers, a s  things presently stand,  are those able  t o  d i s t i l  the 
essence of the p o l i t i c a l  balance from the  e the r  and pursue a mix 
of commercial and soc i a l  po l ic ies  t o  r e f l e c t  t h a t  balance and so  
safeguard and fur ther  enhance t h e i r  fu tures .  

We regard t h i s  pract ice  a s  detrimental t o  both forms of 
accountabil i ty - of s t a t e  en te rpr i se  t o  the  parliament and of 
parliament t o  the people. I n  e f f ec t ,  nobody knows who t o  blame 
or  p ra i se  fo r  the pursui t  of both the soc i a l  and commercial 
objectives.  We f e e l  i t  is preferable i f  en te rpr i se  managers are  
not judged, even i f  only p a r t i a l l y ,  on t h e i r  a b i l i t y  t o  
an t ic ipa te  p o l i t i c i a l  fortunes,  a s  against  t h e i r  success i n  
running t h e i r  enterpr ises  e f f i c i en t ly .  By the  same token, w e  
f e e l  t h a t  i t  is inappropriate f o r  po l i t i c i ans  t o  escape the  
monitoring of the  e lec tora te  i n  respect  of the  public po l i c i e s  
they pursue, o r  condone, by allowing the  implementation of those 
po l ic ies  t o  be confused with the e f f i c i e n t  running of s t a t e  
enterpr ises ."  (p.44)(emphasis i n  o r ig ina l )  



It is not d i f f i c u l t  t o  understand why the use of public en te rpr i se  
pr ic ing po l i c i e s  t o  achieve p o l i t i c a l  objectives would be a t t r ac t i ve .  
It is  a convenient method and avoids the need f o r  e x p l i c i t  government 
subsidies and therefore  the  need f o r  exp l i c i t  Parliamentary and 
bureaucratic processes which can be time-consuming, expensive and 
uncertain i n  outcome. Redistr ibution through public en te rpr i se  
po l ic ies  can take place with f a r  l e s s  fuss because the  nature and 
extent of the  red is t r ibu t ion  a r e  typical ly  obscure. So, too,  a re  the 
extent and loca t ion  of cos t s  which, even i f  s izeab le ,  a re  usually 
spread around a l a rge  number of payers 8nd thus i n su f f i c i en t ly  
burdensome on the  individual t o  motivate him t o  br ing pressure t o  bear 
through the  p o l i t i c a l  process ( S t i g l e r ,  1971). 

This convenience of using public enterpr ises  t o  pursue soc ia l /  
p o l i t i c a l  ob jec t ives ,  while a major advantage from the point  of view 
of the benef ic ia r ies ,  is precisely  the  major disadvantage from the  
point  of view of soc ie ty  a s  a whole. In  many cases those who 
ul t imately  pay are only dimly aware of t h i s ,  and cer ta in ly  have not 
volunteered t o  do so. Nor has the  pat tern  of red is t r ibu t ion  usually 
been sanctioned by soc ie ty  a s  a whole v i a  parliamentary debate o r  
e x p l i c i t  government budgetary decision.  It may w e l l  be t h a t  such 
red is t r ibu t ion  r e f l e c t s  the p o l i t i c a l  power of pressure groups ra ther  
than a considered community decision. The major argument against  the 
use of public en te rpr i ses  t o  serve "non-economic" purposes is thus not 
t h a t  the r e su l t i ng  red is t r ibu t ion  of income is excessive o r  i n  the 
"wrong" d i r ec t i on  - though both of these may be t rue .  ( In  t h i s  context 
i t  is worth r eca l l i ng  t ha t  there a r e  extensive subsidies channelled t o  
and through the  pr iva te  sec tor  such a s  housing i n t e r e s t  subsidies ,  
payments t o  primary producers, investment allowances, e t c . ,  which may 
be comparable i n  magnitude and d i r ec t i on ) .  The point  is t h a t  such 
red is t r ibu t ion  is not the  r e su l t  of informed public debate, and is 
"unauthorised"; i n  t h a t  respect  it is in fe r io r  t o  more e x p l i c i t  
methods. (This discussion is  par t icu la r ly  per t inent  t o  the prac t ice  of 
cross- subsidization by public en te rpr i ses  which is discussed fur ther  
i n  a following paper dealing with reforms influencing the  s t ruc ture  of 
public en t e rp r i s e  p r i ce s ) .  

A S u ~ ~ e s t e d  Approach The arguments i n  the above discussion suggest 
t h a t  e x p l i c i t  reasons be given where an RRR which diverges from the 
standard (4  per  cent)  i s  considered appropriate. Moreover, they would 
suggest t h a t  where publ ic  en te rpr i ses  a re  required t o  undertake soc i a l  
o r  nat ional  i n t e r e s t  obl igat ions ,  e x p l i c i t  subsidies should be paid. 

I f  the Government is unable t o  implement d i r e c t  subsidies ( f o r  reasons 
of overa l l  budgetary demands) then, a t  a minimum, the  impl ic i t  subsidy 
element should be revealed i n  the  annual repor ts  of the  public 
en te rpr i ses .  I f ,  a f t e r  including such r e a l  o r  impl ic i t  subsidies,  it 
is not possible  f o r  a public en te rpr i se  t o  earn a specif ied minimum 
RRR, there  should be spec i f i c  inqui r ies  i n to  the  reasons f o r  t h i s  
f a i l u r e .  When a public en te rpr i se  consistently f a l l s  shor t  of the 
required RRR, i t  should ind ica te  t h i s  c lea r ly  i n  its annual repor ts  
and present calculat ions  of the extent  t o  which its pr ices ,  and/or its 
cos t s ,  would have t o  be varied t o  meet the ta rge t  RRR (Senate Se lec t  
Committee, 1983). These measures would help guard against  the 
interference with, and excessive use o f ,  public en te rpr i ses  t o  serve 
p o l i t i c a l  and/or non commercial objectives.  Moreover they would 
enhance the  a b i l i t y  of Parliament and the public t o  r e a l i s t i c a l l y  
assess  the  performance of such enterpr ises  and t o  iden t i fy  costs  and 
benef i t s  borne by, o r  provided t o ,  sections of the  community. 



The above approach would be consistent  with the  guidelines recent ly  
proposed by the Department of Finance (1986) which suggests t h a t ,  

"Where the  costs  of meeting such community obl igat ions  a r e  
subs tan t ia l  i t  w i l l  be necessary t o  make due allowance f o r  t h i s .  
It may prove d i f f i c u l t  i n  some instances t o  quantify the  cos t s  
a t t r i bu t ab l e  t o  the  servic ing of such community obl igat ions .  
However, the  assessment of such costs  - although necessar i ly  
qual i f ied i n  some cases - w i l l  be possible i n  most ins tances .  
The Government w i l l  expect enterpr ises  t o  make such assessments 
and t o  include them i n  t h e i r  annual repor ts .  This informetion 
w i l l  strengthen the  capacity of Ministers and Parliament t o  weigh 
such cos t s  i n  s e t t i n g  and monitoring f inanc ia l  performance." (p. 
2 3 )  

3 ( v )  Is the  PAD Requirement Jus t i f i ab le?  Trengove (1984) suggests 
t h a t  the PAD requirement is  open t o  dispute because, where publ ic  
enterpr ises  a r e  concerned, the concept of equity c a p i t a l  is unclear ,  

"In the  context of the pr iva te  sector ,  there  is a concrete 
d i s t i nc t i on  between equity and debt. Equity c a p i t a l  cons i s t s  of 
those monies advanced t o  the  firm by shareholders who have no 
quarantee of them ever being repaid, but who i n  exchange can 
expect t o  receive residual payments from the  f i rm's  cash flows 
a f t e r  a l l  f ixed charges have been paid. Accordingly, t he  r a t e  of 
return is jus t  equal t o  those residual payments ( t h e  numerator) 
divided by the  monies o r ig ina l ly  advanced t o  the  firm ( t h e  
denominator). 

In  the  case of the  public enterpr ise  we face a lack of a 
s imilar ly  c l ea r  cut  notion of equity. To be sure ,  advances a r e  
of ten made by the  taxpayer, and without any guarantee of 
repayment. But t h i s  is d i s t i n c t  from pr iva te  sec tor  equi ty  
finance, s ince there is  generally no requirement t o  generate a 
(var iable)  res idual  p r o f i t  t o  be paid i n  re turn f o r  t h i s  i n i t i a l  
advance. On the  other hand, much of the  debt f inancing - d i r e c t  
from the taxpayer o r  v i a  government guarantee - is subject  t o  a -  
var iable  re turn,  var iable  due t o  a frequent tendency towards 
underpayment of the  debt incurred." (p.41) 

Streeton (1984) agrees tha t  f o r  public enterpr ises  the  i den t i f i ca t i on  
of equity cap i t a l  is  unclear. H e  suggests t h a t  public en t e rp r i s e  
equity cap i t a l  may be t reated i n  a t  l e a s t  three  ways: ( i )  as owned by 
the en te rpr i se  f o r  purposes prescribed by Act of Parliament; (ii) a s  
equi ty ,  on which government a s  owner may expect dividends; o r  (iii) as  
l e n t  by government, which may expect loan i n t e r e s t  o r  repayment. 
Streeton argues t h a t  the  choice is a matter of policy and concludes i n  
favour of the  Victorian Government's approach. However, he makes some 
in t e r e s t i ng  comments which i n  view of the contentious nature  of t he  
PAD a re  worth repeating: 

"To t r e a t  public enterpr ise  cap i t a l  a s  equi ty ,  share-owned by the  
Australian people through an appropriate branch of t h e i r  
government, a s  it already is  i n  Qantas and other  publ ic ly  owned 
companies, seems the most promising arrangement. A s  noted, i t  
may help t o  f a c i l i t a t e  useful  comparisions of performance and 
movements of people and exper t ise  between the  public and p r iva t e  
sectors .  It allows what a re  i n  r e a l i t y  p r o f i t s  and dividends t o  
be honestly described. It allows them to  vary a s  they should 
with the nature and earning capacity of each corporation's  
business, and grow o r  decline a s  the  business grows o r  decl ines .  



A s  the  basic  f inanc ia l  r e l a t i on  between government and i ts  business 
enterpr ises ,  an inves tor ' s  o r  equity-owner's re la t ion ,  ra ther  than a 
lender ' s  r e l a t i on ,  allows every desirable f l e x i b i l i t y .  It i s  only 
necessary t o  ensure t h a t  i t  does not a l so  allow undesirable 
f l e x i b i l i t y .  It is appropriate t ha t  a Government paper should 
iden t i fy  t h a t  danger i n  the  bluntes t  terms a s  the  danger of p o l i t i c a l  
misuse. A s  governments face  the  regular agonies of annual budgets and 
periodical  e l ec t i on  campaigns they must not be tempted - which means 
they must not  be able  - t o  plunder t h e i r  business enterpr ises  f o r  
revenue o r  s t a rve  them of necessary cap i t a l  f o r  short-term o r  par t isan 
p o l i t i c a l  purposes. The Government should acknowledge t h a t  when 
po l i t i cans  come under the  pressures cha rac t e r i s t i c  of t h e i r  
profession, the  corporate resources need t o  be protected by some 
equivalent of the  t i m e  locks which prevent unscheduled access t o  bank 
safes." (pp 32-33) 

What l eve l  of dividends o r  PAD payments is  it appropriate t o  expect 
from public enterpr ises?  

Economic theory seems of l imited assistance i n  the  case of public 
enterpr ises .  It is arguable t h a t  the  PAD payments t o  Consolidated 
Revenue could be viewed a s  a form of taxation ( ind i rec t  taxation i f  
they a r e  passed on t o  consumers). In  t h i s  view, t o  appraise t h e i r  
appropriateness and e f f ic iency ,  one must compare the PAD method of 
taxation against  o ther  a l t e rna t ive s  f o r  ra i s ing  Consolidated Revenue - 
a complex task  c l ea r ly  beyond the scope of t h i s  paper. 

It might be suggested t h a t  a more pragmatic method of assessing 
whether the l e v e l  of dividend payments i n  public en te rpr i se  is 
appropriate might be t o  compare i t  with those prevail ing i n  p r iva te  
enterpr ise .  However, Ergas (1986) who considered t h i s  issue i n  the 
context of the  Australian Telecommunications' Industry observed: 

"It is nonetheless d i f f i c u l t ,  even i n  theore t ica l  terms, t o  
define t he  ' cor rec t '  l e v e l  of dividend payments f o r  a public 
en te rpr i se .  This is because some of the  fac tors  underlying 
dividend policy i n  a p r iva te  company do not apply i n  the  context 
of the  r e l a t i ons  between government and its commercial 
undertakings; these include the  d i f f e r e n t i a l  tax treatment of 
i n t e r e s t  payments, re ta ined earnings and dividends, and the  
disclosure  element of company dividend announcements." (p  61) 

Ergas continues by suggesting some factors  which might be considered 
i n  s e t t i n g  PAD payments required of public enterpr ises :  

"It is reasonable, however, t o  suggest t ha t  the  dividend policy 
of a public en te rpr i se  should perform two functions: 

. r e f l e c t  a cap i t a l  s t ruc tu re ,  i n  terms of debt-equity r a t i o s ,  
which does not impose an excessive burden of fixed i n t e r e s t  
obl igat ions  on the  en te rpr i se ,  s ince (par t icu la r ly  i n  c a p i t a l  
in tensive indus t r ies )  t h i s  w i l l  lead t o  un jus t i f i ab le  p r ice  r i s e s  
during cyc l i ca l  downturns; 

. take account of the  growth prospects of the  industry,  of the 
need t o  provide f o r  growth through adequate in ject ions  of equity,  
and of the  f a c t  t h a t  commercial equity cap i t a l  would generally be 
avai lable  on favourable terms t o  rapidly growing pr ivate  
companies. " 



The Department of Finance (1986) paper proposes s imi la r  
considerations: 

"Where a government business enterpr ise ,  consis tent  with its 
s ta tu tory  obligations,  is  able t o  generate a f inanc ia l  surplus  
a f t e r  meeting a l l  costs  (including i n t e r e s t  charges) then 
dividends should be paid t o  the Commonwealth. The extent  of such 
payments from individual enterpr ises  w i l l  depend, among o ther  
things,  on the  requirement of those en te rpr i ses  t o  r e t a i n  
earnings t o  finance cap i t a l  expansion, reduce borrowings o r  
improve t h e i r  cash-flow posit ion.  I n  most cases it w i l l  be 
appropriate t o  provide f o r  an enterpr ise  t o  recommend a dividend 
payment t o  the  Commonwealth and f o r  the  responsible Minister t o  
accept o r  vary tha t  recommendation. Some en te rpr i ses  have no 
Commonwealth equity but instead make a re turn t o  the  Commonwealth 
through fixed in t e r e s t  payments. This would need t o  be taken i n  
t o  account" (p.22) 

The following discussion proceeds on the basis  of the  considerations 
f o r  dividend policy suggested by Ergas (1986) and the  Department of 
Finance (1986) t o  examine the available information t o  see what 
comment can be made on the Victorian Government's PAD requirement of 5 
per cent.  

Is a 5% PAD requirement appropriate? A s  Table I V  indicates ,  i n  t h e  
pr iva te  sec tor ,  dividends paid a s  a percentage of average 
shareholder 's  funds has varied from year t o  year and f o r  1984 ranged 
from 3 per cent f o r  resource-based manufacturing, t o  8.3 per cent  f o r  
the  services  industry,  averaging 4.8 per cent f o r  a l l  non-financial 
indus t r ies .  Depending on which sector  a public en te rpr i se  i s  
considered comparable t o ,  a PAD requirement of 5 per cent may be 
argued t o  be e i t h e r  excessive, appropriate o r  too low. 

TABLE IV 

DIVIDENDS AS A PERCENTAGE OF AVERAGE* SHAREHOLDERS' FUNDS 

Industry Type 

Resource based manufacturing 4.3 
O t h e r  manufacturing 5.6 
Total manufacturing 5.1 
Wholesale t rade 5.1 
Reta i l  t rade 5.2 
Services 6.7 

A l l  i ndus t r i a l s  5.2 
Mining 7.3 
Total  non-financial 5.6 4.9 4.3 
*Average of values a t  beginning and end of each period 

Source: Reserve Bank of Australia (1986). Bullet in Supplement: Company 
Finance (August ) p .6 

* 



Dividends a s  a Percentage of Net P r o f i t s  Table V provides information on 
dividends paid on average f o r  the  years 1979-80 t o  1983-84 a s  a percentage 
of ne t  p r o f i t .  

TABLE V 

PAYOUT RATIO (DIVIDENDS AS A PERCENTAGE OF NET PROFITS), 
AVERAGE 1979-80 TO 1983-84 

ALL 
SYDNEY 

STOCK 
EXCHANGE TELEGLOBE KDD 

OTC TELECOM COMPANIES BHP CANADA JAPAN 
(%) ($1 ( % I  ( % I  (%) ( % I  

Note: In  the case of Telecom, i n t e r e s t  on Commonwealth advances is t reated 
a s  a percentage of operating p r o f i t  plus t h a t  i n t e r e s t .  

Source: Ergas, H (1986) Telecommunications and the  Australian Economx, 
Report t o  the  Department of Communications, A.G.P.S., p.72 

Table V I  provides an annual breakdown of dividends paid by i ndus t r i a l  
companies a s  a percentage of n e t  p r o f i t  from 1979 t o  1984. Dividends 
rose from 46 per  cent i n  1981 to  60 per cent i n  1982 and 67 per  cent 
i n  1983 a s  companies maintained dividend payments despi te  f a l l i n g  
p ro f i t s .  I n  1984, dividend payments declined sharply t o  51 per  cent.  
This r a t i o  had been around 48 per  cent i n  most years a f t e r  1976. Note 
t ha t  these a r e  much higher dividend payouts than the  average of 39.2 
per cent f o r  a l l  Sydney Stock Exchange companies during 1979/80 t o  
1983184 indicated i n  Table V. 

TABLE V I  

DIVIDENDS AS A PERCENTAGE OF NET PROFIT 

Industry Type 1979/80 1980/81 1981/82 1982/83 1983/84 

Resource-based manufacturing 42.0 
Other manufacturing 51.4 
Total manufacturing 48.0 
Wholesale t rading 39.6 
Reta i l  t rade 51 *7 
Services 48.8 

A l l  i ndus t r i a l s  47.8 
Mining 47 9 
Total non-financial 47.8 

Source: Reserve Bank of Australia (1986) Bul le t in  Supplement; Companx 
Finance, (August) p. 6 



Some Effects on the  SECV and GFCV Tables V I I  and V I I I  provide information 
about dividend payments made by the  SECV and GFCV from 1981182 t o  1984185 
and Table I X  provides a summary of RRR and PAD estimates and payments (5)  
f o r  1984185 f o r  t he  f i v e  enterpr ises  currently covered under the  pr ic ing  
guidelines.  

TABLE V I I  

SUMMARY OF SECV OPERATING RESULTS 

Operating Revenue 
LESS Operating Expenses 

Finance Charges 
N e t  Surp lus  before PAD 

ADD Provisions 58.8(1) 4.1(2) 
LESS Extraordinary Items 45.0 
Contribution t o  Consolidated Fund 58.8 
PAD 82.5(1) 103.9 70.0 - .  . 

PAD as a % of ne t  surplus 91.3 77.9 93.1 89.9 
P r o f i t  after PAD 5.6 37.2 11.7 7.9 

Notes: (1) Public Authority Dividend payment replaced the contribution 
t o  t h e  Consolidated Fund of Victoria. From 1982/83, the 
payment has been made out of p ro f i t s  of the  year, no 
provision being created. The $58.8M is the earlier 
provision brought forward from 1981/82. 

( 2 )  An amount writ ten back t o  the  P ro f i t  and Loss Statement i n  
respect of Victorian Brown Coal Royalty. 

Source: SECV Annual Reports 

TABLE V I I I  

SUMMARY OF GFCV OPERATING RESULTS 

Revenue 392.8 464.1 559.4 611.7 
L e s s  
Cost of Sales 116.7 117.1 133.5 148.9 
Operating Expenses 118.7 188.0 201.5 210.2 
I n t e r e s t  29.4 36.4 45.5 52.6 
Contribution t o  Consolidated Funds 49.8 113.0 142.8 164.2 

(includes Pipel ine  Licence Fee) 
Other (Gain) (2.9) (0 7 (0.3) (1 -4 )  

N e t  Surplus before Dividends 11.2 10.3 36.4 37.4 

L e s s  
Shareholder Dividends 0.7 0.7 0.7 0.7 
Statutory Dividend Payment (PAD) - - 25.0- 27.6 
PAD as a % of ne t  s u r p l u s  70.6 75.7 
S u r p l u s  after  Dividends 10.5 9.6 10.7 9.1 

Source: Gas and Fuel  Corporation of Victoria,  Annual Reports 



TABLE I X  
SUMMARY OF RATE OF RETURN AND DIVIDEND RESULTS - 1984-85 

($  million) 

SECV GFCV MMBW PMA GEB 
1. Operating Prof i t  

before Finance 
Charges 576.0 90.9 241 -7 32.7 21 .O 

less 
2. Real In teres t  

Adjustment (a) 
Nominal In teres t  
Received 14.3 2.6 45.8 3.3 5 5 

Real In teres t  
Received (5.6) 8.7 (1.1) 1.5(19.3)26.5(1.2) 2.1(2.3) 3.2 

less 
3. Current Cost Depre- 

ciat ion Adjust- 
ment 
Current Cost 

Depreciation 346.0 65.1 114.2 24.8 14.5 
Historical Cost 
Depreciation (168.2) 177.8 (37.9)65.8(48.4)65.8(11.8)13.0(5.5)9.0 

4. Return on Oper- 
ations before 
Finance Charges 
but a f t e r  Current 
Cost Depreciation 
(1-2-3) 389.5 62.2 149.4 17.6 8.8 

5. Real Finance 
Charges on Oper- 
at ing Liabilities 
( a )  252.9 14.1 72.4 17.1 3.8 

6. Real Return on 
Equity (4-5) 136.6 48.1 77 1 0.5 5.0 

7. Current Written 
down Value of 
Assets i n  Service 
(b )  7523 0 1154.2 5552.2 539.4 225.9 

8. Real Rate of Return 
on Assets i n  Service 
(4 - 7)  5.2% 5.4% 2.7% 3.3% 3.9% 

9. Publ ic  Equity a t  30 
June 1984 (c )  3123.2 551.7 2892.3 256.3 109.9 

10. Real Rate of Return 
on Equi ty  (6 - 9) 4.4% 8.7% 2.7% 0.2% 4.5% 

11. Pub l i c  Authority 
Dividend (PAD) 70.0 27.6 56.8 6.0 5.0 

12. PAD as X of Public 
Equity (11 - 9)  2.2% 5.0% 2.0% 2.3% 4.5% 

(a )  Adjusted using the increase i n  the Melbourne CPI between the June 
quarters of 1984 and 1985 i .e .  7.1 per cent. 

(b )  Average for  the  year. 
(c )  See 1984-85 Budget Paper No.2, Table 5 , 2  for  details of t h i s  

estimation. 

Source: 1985-86 Victorian Government Budget Paper No.2, ~ a b l e l l 0 . 2  p.183. 



The source  of  Table I X  was the  1985-86 Victorian Budget Paper No.2. 
Unfortunately,  t h e  1986-87 Budget Paper does not  continue t h e  p r a c t i c e  of  
providing t h e  d e t a i l s  of RRR and Return on Equity es t imates  a v a i l a b l e  i n  
Table I X .  I n s t ead  i t  simply provides information about a c t u a l  r e c e i p t s  
obtained from pub l i c  e n t e r p r i s e s  from 1983-84 t o  1986-87. Nevertheless,  
t h e  up- to-date information i t  provides is  a l s o  of  i n t e r e s t  and is 
presented i n  Table X.  

TABLE X 

RECEIPTS FROM PUBLIC ENTERPRISES 
( $  mil l ion)  

Pub l i c  Author i t i e s  Dividend 
SECV 103.9 70.0 80.0 70.0 
GFCV 25.0 27.6 31.1 32 7 
MMBW 55.0 56.8 60.0 65.0 
PMA 6.0 6.0 5.0 4 .O 
GEB 4.0 5.0 4.5 3.0 
TOTAL 193.9 165.4 180.6 174.7 

Publ ic  Author i t i e s  Contribution 
and o t h e r  Revenue 
GFCV-PAC 142.8 164.2 177.9 206.4 

-Share Dividend . . . . . . 6.0 - - 

S t a t e  Bank Tax and Dividend 35.5 41.1 45.0 65.5 
TOTAL REVENUE 372.2 370.7 403.5 452.6 

Source: 1986-87 Victor ian  Budget Paper No.2, p.18 



It appears from the  f igures  shown i n  Table V I I  and Table X t h a t  the  SECV 
paid PADS of $82.5 mill ion i n  1982183, $103.9 mil l ion i n  1983184, $70 
mill ion i n  1984/85, $80 million i n  1985186 and $70 mil l ion i n  1986/87. 
According t o  the  est imates set out i n  Table I X ,  t he  PAD of $70 mil l ion 
paid by the  SECV i n  1984-85 comprised only 2.2 per  cent  of the  estimate of 
'public equity. '  (This payment was $56 mill ion less than the  $126 mil l ion 
dividend ant ic ipated a t  the t i m e  of the  1984-85 Budget. The reduced 
dividend was considered necessary due t o  the  impact of higher than 
expected i n t e r e s t  r a t e s  and the impact of foreign exchange losses  both of 
which s ign i f i can t ly  increased finance charges). However, when considered 
a s  a percentage of ne t  surplus,  these PAD payments comprised 77.9 per  
cent ,  93.1 percent and 89.9 per cent respectively f o r  years 1982183, 
1983184 and 1984185. These percentages a r e  c l ea r ly  much higher than the  
proportion of ne t  p r o f i t s  p r iva te  firms paid out  i n  dividends which 
averaged 51 per cent  i n  1983/84 (see Table V I ) .  

For the  GFCV, a s  Tables V I I I  and X ind ica te ,  the  PAD paid i n  1983/84 was 
$25 mill ion,  i n  1984185 was $27.6 mill ion i n  1985/86, $31.1 mill ion and i n  
1986/87, $32.7 mill ion.  The payments i n  1983184 and 1984/85 comprised 
70.6 per cent and 75.7 per cent of n e t  surplus i n  those years. Moreover, 
i n  addit ion,  the GFCV was required t o  make an annual payment known as the  
Public Authority Contribution (PAC) amounting t o  33 per  cent of GFCV 
revenue i n  the  preceeding year t o  the  S t a t e ' s  Consolidated Revenue(6). 
This payment "... captures f o r  Victorian taxpayers a s  a whole, r a the r  than 
gas consumers i n  pa r t i cu l a r ,  the  economic ren ts  which a r e  avai lable  
between the pr ices  a t  which gas is obtained from t h e  B a s s  S t r a i t  producers 
and those a t  which it is provided t o  consumers." (1986-87 Victorian Budget 
Paper, No.2, p.19). In  each year from 1983184 t o  1986187 these payments 
amounted t o  $142.8 mill ion,  $164.2 mill ion,  $177.9 mil l ion and $206.4 
mill ion respectively.  

Reported P r o f i t ,  the  RRR and the Predetermined PAD. The f igures  shown i n  
Tables VII, V I I I  and I X  do not display a s ign i f i can t  problem which could 
emerge due t o  the  method of est imating the RRR and PAD payments. I n  
p r inc ip le ,  i t  might be t rue  t h a t  where a public en t e rp r i s e  achieves a 4 
per cent RRR i n  any given year, s u f f i c i e n t  funds should be avai lable  t o  
meet the predetermined PAD requirement of 5 per cent.  However, the  RRR 
f igure  which is  based on notional values of re turns  t o  a replacement cost  
value of t o t a l  a s se t s ,  is  not d i r e c t l y  comparable t o  a public en t e rp r i s e ' s  
actual  net  reported p r o f i t  - which may be subs t an t i a l l y  l e s s  than the  
estimated RRR. This could mean t h a t  the  5 per cent  PAD requirement i n  
f a c t  exceeds the public en te rpr i se ' s  reported p r o f i t .  



Table X I  presents some f igures  f o r  the  SECV which i l l u s t r a t e s  t h i s  
concern. 

Table X I  

COMPARISON OF REPORTED PROFIT AND THE CONCEPTUAL CAPITAL RETURN 
1984185 AND 1985186 

1984/85 1985186 
Actual Conceptual Actual Conceptual 

Revenue 1606 1606 1738 1738 
Less Operating Costs 

Depreciation ( h i s t o r i c )  ( 159 (185 
Depreciation (replacement) (368) ( a )  (420) ( a )  
Finance Charges (483) (152) (b)  (580 (175) (b)  
Other (889 ) (889) (927) (927) 

Actual Prof i t /Capi ta l  Return 75 197 45(d) 216 
Available t o  meet PAD 7 5 197 ( c )  4 5 2 1 6 ( ~ )  
N e t  Assets i n  Service 30 June $7569M $ 8 7 6 7 ~  
RROR 4.6% 4.5% 
NOTES : 
a Includes $5M amortisation of c a p i t a l  contributions.  
b Effectively 2% of ne t  asse t s  a t  replacement cos t ,  i .e. 

1984185, 2% of $7596M = $l52M 
1985/86, 2% of $8767~  = $175M 

c Maximum PAD not ional ly  estimated a t  2 percent of t he  value of ne t  
a s se t s ,  would be around $152M i n  1984/85 and $175M i n  1985/86. 

d Rounding e r r o r  present 

Source: S t a t e  E l ec t r i c i t y  Commission of Victor ia ,  (1985) Budget and 
Pr ic ing Submission 1985-86, Pa r t  1. Budget Submission (June) p.44 

Although a RRR i n  excess of 4 per cent f o r  both 1984/85 and 1985/86 is 
projected, the SECV apparently would have i n su f f i c i en t  ac tua l  p r o f i t  
available i n  e i t h e r  year t o  meet the maximum PAD payment predetermined a t  
5 per cent of equi ty .  The anomaly a r i s e s  because of a formula compiled by 
the Department of Management and Budget f o r  the  ca lcu la t ion  of the  RRR 
(SECV, [I9851 Budget and Pr ic ing Submission, p.43). This formula 
estimates the e f f ec t i ve  re turn required on the  SECV's assets based on the  
following assumptions: 

60 per cent of the  SECV's a s se t s  being financed 
from borrowings a t  a perceived cost  i n  r e a l  terms 
of 3.3 per cent,  and 2.0 per cent 

40 per cent being financed by in t e rna l ly  generated 
funds a t  a perceived cost  i n  r e a l  terms of 5 per cent 2.0 per cent 

Target RRR 4.0 per cent 



The RRR is  estimated a s  follows: 

RRR = Capita l  Return 
N e t  Assets i n  Service 
Valued a t  Replacement Cost 

where : Capita l  Return = Revenue less depreciation a t  
replacement cost  and other  
operating expenses except 
finance charges. 

N e t  Assets = Current asse t s  plus ne t  f ixed 
a s se t s  valued a t  replacement cost .  

The formula, however, based on t a rge t  values, apparently does not 
adequately r e f l e c t  the  current r e a l  cost  of embedded debt i n  the SECV's 
f inanc ia l  s t ruc tu re ,  which is w e l l  i n  excess of the  t a rge t  r e a l  cos t  of 
debt of 3.3 per  cent .  The impact t h i s  makes may be seen from Table X I  
which shows t h a t  t he  actual  l eve l  of finance charges the SECV projected 
f o r  1985/86, a s  a reported charge against  p r o f i t s ,  was $580 mill ion,  while 
the  notional amount allowed under the  formula was only $175 milion. The 
s h o r t f a l l  of $405 mil l ion is  p a r t i a l l y  o f f s e t  by the  dif ference between 
the  h i s t o r i c  depreciation charge re f lec ted  i n  the  SECV's accounts ($185 
mil l ion f o r  1985/86) and the depreciation amount t o  be recovered under the  
pr ic ing formula which is based on the  replacement cost  of a s se t s  ($420 
mill ion f o r  1985/86). The addi t ional  sum available t o  the  SECV i n  t h i s  
way is $235 mil l ion.  

This still  leaves a s h o r t f a l l  of some $170 mill ion ($405~-$235~) .  t h a t  
would have have t o  be m e t  by the  SECV i n  1985186 (e.g. by fur ther  
borrowings). The SECV (1985) points out tha t  i f  t h i s  s h o r t f a l l  were t o  be 
recognized a s  an addi t ional  operating expense, r e f l ec t i ng  the  actual  
expenditures faced by the  SECV, then the  Capital  Return would f a l l  t o  $221 
mill ion ($391M-$ITOM). The RRR would then be 2.5 per cent (not the 4.5 
per cent es t imated) ,  which would be a more r e a l i s t i c  assessment of t he  
impact of the  prescribed pr ic ing formula on the  SECV's f inanc ia l  
performance. 

It is important t h a t  the  f inanc ia l  i n t eg r i t y  of the SECV and other  public 
en te rpr i ses  be preserved. With high leve ls  of borrowings a t  h i s t o r i c a l l y  
high r e a l  i n t e r e s t  r a t e s ,  the s i t ua t i on  (po ten t ia l ly )  facing some public 
en te rpr i ses  should be a cause f o r  concern. A t  present r e a l  i n t e r e s t  rates 
on new borrowings a r e  around 6 t o  7 per cent with no s ign  ye t  of 
s i gn i f i can t  reductions. Whilst over a 30 year period a t a rge t  r e a l  
average cos t  of debt of 3.3 per cent may not be un rea l i s t i c ,  c lea r ly  there  
a r e ,  and w i l l  continue t o  be, shor t  term digressions from t h i s  average. 
In  these periods i t  might be expected t h a t  the  PAD payment i n  any year 
w i l l  be f l e x i b l e  and determined primarily on the  bas i s  of the  SECV's 
a b i l i t y  t o  pay - r a the r  than be guided primarily by an a rb i t r a ry  
predetermined f i gu re  of 5 per cent - i n  order t o  ensure t h a t  its f inanc ia l  
i n t e g r i t y  is not  threatened. In  par t i cu la r ,  it does seem unreasonable t o  
expect a publ ic  ( o r  pr ivate)  en te rpr i se  t o  pay a dividend i n  excess of the 
ac tua l  net  surplus  generated by the  enterpr ise  i n  t h a t  pa r t i cu l a r  year. 

PAD payments by a public en te rpr i se  w i l l  c l ea r ly  a f f ec t  the  l eve l  of 
i n t e rna l  funds i t  can devote t o  c a p i t a l  expenditure and a t ten t ion  is now 
turned t o  t h i s  i s sue .  



In te rna l  Funding a s  a Ratio of Capital  Expenditure While the  appropriate 
l eve l  of i n t e rna l  funding of cap i t a l  expenditure f o r  public en te rpr i ses  
remains debatable (see  Brain 119861 f o r  an i n t e r e s t i n g  recent paper on 
t h i s  i s sue)  most commentators would recommend a subs t an t i a l  contribution.  
For instance,  the  N e w  South Wales Auditor-General's Report f o r  1981, 
argued : 

"Considering the  ever mounting public debt,  t he re  is much t o  commend 
the f inanc ia l ly  prudent policy of s e t t i n g  the  p r i ce s  charged f o r  
public sec tor  services  a t  l eve l s  which, i n  addi t ion t o  recovering f u l l  
operating cos t s  (which includes depreciation calculated on commercial 
bases) ,  would provide a margin which can be applied t o  repay e a r l i e r  
cap i t a l  borrowings o r  t o  provide funds f o r  cur ren t  and fu ture  c a p i t a l  
works" (Appendix E, p. 335). 

The I n s t i t u t e  of Applied Economic and Social  Research (1981) suggested a 
broad guideline f o r  the  leve l  of i n t e rna l  funding: 

"The government should i n  general require au tho r i t i e s  t o  support new 
investment p ro jec t s  from in te rna l ly  generated funds t o  the  ex ten t  
necessary t o  maintain the share of equity funds i n  t o t a l  wealth. But 
t h i s  requirement may be temporarily eased i n  t he  case of au tho r i t i e s  
with pa r t i cu l a r ly  large cap i t a l  investment programmes, while more 
s t r ingent  self- financing demands may be made of au tho r i t i e s  i n  which 
the  equity component is low" (p.134) 

In  Australia,  Telecom is the only public en te rpr i se  with a l e g i s l a t i v e  
obligation t o  achieve a specified minimum 50 per cen t  i n t e rna l  funding 
l eve l  i n  the financing of new cap i t a l  expenditure. I n  f a c t  a s  Table XI1 
indicates ,  Telecom achieved much higher l eve ls  of i n t e r n a l  funding - over 
70 per cent between 1981182 t o  1984/85 and 65 per  cent  i n  1984185. 



TABLE X I 1  

INTERNAL FUNDING AS A RATIO OF CAPITAL EXPENDITURE 

Year Ended 30 June 

ETSA 
GFCV 
HYDRO 
QLD+ 
SECV 
SECWA 

WATER 
MMBW (Melbourne) 
MWA ( ~ e r t h )  
MWSDB (Sydney) 

PORTS 
PBA (Brisbane) 
PMA (Melbourne) 
MSB (Sydney) 

OTHER STATE UTILITIES 
MWDA (NSW) 

COMMONWEALTH UTILITIES 
ANL 
OTC 
QANTAS 
TAA 
TELECOM 

Comparison with Reserve Bank Flow 
of Funds Estimates f o r  Corporate 
Trading Enterprises - mean 68.9 39.6 36.4 77.5 n. a 
Comparison with Salomon Brothers 
100 US E lec t r i c  U t i l i t y  Study 

- median 38.9 42.9 49.5 52.7 *59.0 

+ QEGB and 7 Area Boards 
* Estimated 

Source: Block, R (Ed) (1986) Australian Public U t i l i t y  Qual i ty  Rankings - 
A Survey of Public U t i l i t y  Financing Standards, Dominguez Barry Samuel 
Montagu Ltd, (May), p. 7; Annual Reports 



Other Australian public enterpr ises  do not have spec i f i c  minimum in t e rna l  
funding levels  imposed on them. It is in t e r e s t i ng  t o  observe, though, 
t h a t  most of Austra l ia ' s  energy supply enterpr ises ,  including the  SECV, 
have not been achieving a 50 per cent l eve l  of i n t e rna l  funding. (The GFCV 
and the  ETSA a r e  the exceptions). According t o  the  f igures  presented i n  
Table XII, the l eve l  of in te rna l  funding by the SECV having been 20.3 per 
cent i n  1980/81 decreased t o  15.4 per cent i n  1981/82, rose  again t o  18.8 
per cent i n  1982/83 and fur ther  t o  32.5 per cent i n  1983/84 but f e l l  back 
to  25.2 per cent i n  1984/85. The decrease i n  i n t e rna l  funding i n  1984185 
is par t icu la r ly  noteworthy since i n  t h a t  year the  SECV had a reduced 
c a p i t a l  expenditure program and accordingly i n t e rna l  funding might have 
been expected t o  have contributed an increased proportion of c a p i t a l  
expenditure. The l eve l  of PAD payments required of the  SECV is no doubt 
the  explanation f o r  why it did not.  

The recently released Victorian Budget Paper No.2 provides f igures  which 
allow in te rna l  funding r a t i o s  t o  be estimated f o r  1985/86 and 1986/87 a s  
shown i n  Table X I I I .  

TABLE X I 1 1  

SOURCES OF FUNDS FOR PUBLIC ENTERPRISE WORKS PROGRAMS 1985-86 AND 1986-87 
($'OOO) 

Sources of Funds SECV GFCV MMBW 

Borrowings 662500 525000 33000 43000 184980 215000 

In te rna l  Funds 251700 381900 46393 51300 24678 40160 

Financed by Pr ivate  
Developers and other  ... . . . ... ... 11490 22452 

Total  914200 906900 79393 94300 221148 277612 

In t e rna l  Funds a s  % 
of Total  27.5 42.1 58.4 54.4 11.2 14.5 

(e) Estimate 

Source : Compiled from figures provided i n  the 1986-87 Victorian 
Government Budget Paper No. 2. 

According to  t he  f igures  i n  Table X I I I ,  i n  1985/86 the  l e v e l  of i n t e rna l  
funding for  the  SECV was 27.5 per cent. Evidently i t  is estimated t h a t  i n  
1986/87 the i n t e rna l  funding f igure  w i l l  increase subs t an t i a l l y  t o  41.2 
per cent (par t ly  a s  a r e su l t  of an estimated decrease i n  c a p i t a l  
expenditure i n  r e a l  terms of about 8 per  cent) .  



What l eve l  of i n t e rna l  funding might be appropriate f o r  the SECV? The RRR 
formula (discussed e a r l i e r  on p.28) is based on a debt:equity r a t i o  of 
60:40 suggesting t h a t  i t  is considered appropriate t h a t  the  SECV aim f o r  a 
l eve l  of i n t e rna l  funding of 40 per  cent.  According t o  the  f igures  i n  
Tables X I 1  and XIII ,  although i t  has not done so  i n  the  pas t ,  the  SECV 
w i l l  i n  1986/87 achieve t h i s  level .  A source a t  t he  SECV has indicated 
t h a t  its in t e rna l  funding t a rge t  is now 50 per cent. Prospects of the  
SECV achieving t h i s  l e v e l  and continuing t o  do s o  i n  the  fu ture  w i l l  
depend importantly on the  l eve l  of t a r i f f s  cap i t a l  expenditure and 
dividend payments. 

There is a l so  another f ac to r  a f fec t ing  public en te rpr i se  funds which 
should be noted. Apparently, the  cos t s  incurred by public enterpr ises  
have been r i s i n g  f a s t e r  than the  CPI(7). However, under current 
government pol icy the  average l eve l  of a public en t e rp r i s e ' s  t a r i f f s  is 
not permitted t o  increase  f a s t e r  thqn the  CPI (see Table 1 ) .  Clearly,  
t h i s  means t h a t  unless  cos t s  can be su f f i c i en t ly  reduced through 
productivity improvements and/or capacity and qua l i ty  de te r io ra t ion  to  
make up the  dif ference,  there  w i l l  r e s u l t  a fu r ther  reduction i n  the  
a b i l i t y  of public en te rpr i ses  t o  increase the  l eve l  of i n t e rna l  funding. 
When the cons t ra in t s  on borrowing which a public en te rpr i se  faces is  a l so  
recognized, the  implications f o r  the  medium term might seem disturbing.  

A question ra i sed  by the  foregoing discussion is whether it would be 
appropriate t h a t  high growth, c a p i t a l  in tensive,  public en te rpr i ses ,  such 
a s  the  SECV. be permitted t o  plough back a g rea te r  proportion of the  
surplus  funds r a the r  than pay them out  a s  dividends. It would be 
i n t e r e s t i ng  t o  inves t iga te  i f ,  a s  one expects, t h i s  is a common prac t ice  
among high growth p r iva t e  enterpr ises .  

Judging from the  f igures  i n  Tables X I 1  and XIII, the  i n t e rna l  funding 
s i t u a t i o n  f o r  the  GFCV has been somewhat d i f fe ren t .  From an i n t e rna l  
funding l eve l  of 50.9 per  cent i n  1980/81, the l e v e l  has r i sen  t o  58.4 per 
cent i n  1985/86 and an estimated 54.4 per cent i n  1986187. But s imi la r  

. 

concerns t o  those expressed above may w e l l  emerge i n  the  medium term. 



Effec t  on Long Term Fundiw Table X I V  shows t h e  Long Term Debt r a t i o , o f  
u t i l i t i e s  measured by long term debt  a s  a r a t i o  of long term c a p i t a l  ( long 
term debt  p lus  c a p i t a l  and rese rves ) .  

The comparisons with United S t a t e s  publ ic  u t i l i t i e s  and with p r i v a t e  
e n t e r p r i s e s  i n  Aus t ra l i a  suggest t h a t  Austral ian pub l i c  e n t e r p r i s e s  are 
unduly heavi ly  dependent on debt  f inancing.  A s  Block (1986) p o i n t s  o u t  
t h e  low l e v e l  of "stockholders'  equity"  i n  c a p i t a l  and rese rves  i s  "a 
major f a c t o r  i n  preventing many publ ic  e n t e r p r i s e s  from developing an 
adequate p r o f i t  base, a s  a r e s u l t  of  being too heavi ly  r e l i a n t  on borrowed 
funds." The s i t u a t i o n  is  unl ike ly  t o  change unless  a f a r  more f l e x i b l e  
a t t i t u d e  is adopted towards PAD payments by pub l i c  e n t e r p r i s e s .  

TABLE X I V  

LONG TERM DEBT" AS A RATIO OF LONG TERM DEBT PLUS CAPITAL,AND RESERVES 

Year ended 30 June 

ENERGY 
ELCOM 
ETSA 
GFCV 
QEGB 
HYDRO 
SECV 
SECWA 

WATER 
MMBW (Melbourne) 
MWA (Pe r th )  
MWSDB (Sydney) 

PORTS 
PBA (Brisbane) 
PMA (Melbourne) 
MSB (Sydney) 

OTHER STATE UTILITIES 
MWDA (NSW) 

FEDERAL UTILITIES 
ANL 
OTC 
QANTAS 
TAA 
TELECOM 

Comparison with Salomon Brothers 
100 US E l e c t r i c i t y  U t i l i t y  Study 

- Median n.a. n.a.  49.0 48.7 48.4 
Comparison with S t a t e x  Austral ian 
Company Sample - Median 15.5 23.0 26.3 19.0 13.0 

Source: Annual Reports; B1ock.R (ed)  (1986). Aust ra l ian  ~ u b l i c ~ ~ t i l i t y  
Q u a l i t y  Rankings - A Survey of Publ ic  U t i l i t y  Financing Standards.  
Dominquez Barry Samuel Montagu Ltd (May) p.14 



Based on the h i s t o r i c a l  cost  da t a  set out i n  Table X I V ,  the  SECV i n  1985 
had a debt:equity r a t i o  of 95:5 and, it has been reported,  a very small 
proportion of l i qu id  a s se t s  t o  t o t a l  a s se t s  (8).  This has led t o  the  
charge by, f o r  example, the  merchant bank Dominguez Barry Samuel Montague, 
t h a t  the  SECV is c lose  t o  being " technical ly  bankruptW(g).  

The Victorian Government's response t o  t h i s  charge is t h a t  the correct  
r a t i o  is based on a s se t s  valued a t  replacement (not  h i s t o r i c )  cos t ,  which 
indicates  a 70:30 debt t o  equity r a t i o .  The government considers t h i s  t o  
be qu i te  respectable,  given current  gearing r a t i o s  generally prevail ing i n  
p r iva te  enterpr ises .  In  regard t o  l i q u i d  a s se t  r a t i o s ,  these a r e  
considered t o  be less important now a s  a measure of adequate l i qu id i t y  t o  
meet cash flow f luctuat ions  because of the  increased sophis t ic ia t ion  of 
the  f inancial  system associated with f inanc ia l  deregulation. 

However, a s  w e  saw above, fo r  t he  SECV the notional f igures  of current 
cost  accounting a r e  d i f f e r en t  from the  actual  f inanc ia l  rece ip t s  and debt 
servic ing charges which w i l l  u l t imately  a f f ec t  the  l eve l  of p r ices  it 
charges and, i n  t he  long run, its f inanc ia l  and overa l l  performance. 



( a )  The Required Rate of Return (RRR) 

(i) In  pr inc ip le  the imposition of a RRR f o r  public en te rpr i ses  is 
ju s t i f i ab l e  on economic and f inancial  grounds. I n  shor t ,  i n  the  
i n t e r e s t s  of an e f f i c i e n t  a l locat ion of resources, investments by 
public en te rpr i ses  should be required t o  earn a t  l e a s t  a re turn  
comparable t o  t h e i r  opportunity cost  (what they would be able  t o  
earn i n  t h e i r  best  a l t e rna t ive  use) .  

(ii) A RRR goes some way i n  providing a surrogate f o r  the  d i s c ip l i ne  
of a p r o f i t  requirement i n  containing costs .  It is t rue  t h a t  
many public enterpr ises  face pr ice  i n e l a s t i c  demand schedules - 
a t  l e a s t  f o r  some services - so  t h a t  cost  increases  can be e a s i l y  
passed on i n  higher prices.  Nonetheless, where there  a r e  
constra ints  on the a b i l i t y  of public en te rpr i ses  t o  increase 
t h e i r  p r ices  - such a s  consumer res is tance o r  a government pol icy 
guideline t h a t  pr ice  increases be less than the  rate of 
i n f l a t i on ,  a s  currently ex i s t s  i n  Victoria - pressures t o  contain 
cos t s  w i l l  e x i s t .  

(iii) However, there  a re  several  questionable aspects concerning the  
Victorian Government's prescribed RRR. F i r s t l y ,  t o  regard t he  
RRR a s  a 'pr incipal  performance c r i t e r i on '  would be t o  claim o r  
expect f a r  too much of it. Other potent ia l  sources and 
incentives of improved performance f o r  public en te rpr i ses  need t o  
be i den t i f i ed ,  implemented and monitored. 

( i v )  Secondly, economic pr inciples  advocate t h a t  the  RRR on marginal 
investments r e f l e c t  opportunity costs.  The Victorian 
Government's prescribed RRR of 4 per cent,  however, is an average 
o r  overa l l  RRR on a public enterpr ises  t o t a l  asse t s .  These 
a s se t s  a re  a r e su l t  of h i s to r i ca l  investment decisions,  some of 
which might be considered t o  be 'sunk cos t s '  and not included i n  
the estimation of the RRR. The 'replacement cos t '  value approach 
t o  the  estimation of t o t a l  asse t s ,  the Government has prescribed 
t h a t  the  public enterpr ises  use, does t r y  t o  take sunk cos t s  i n t o  
account. However, the focus remains on average, overa l l ,  r e tu rns  
ra ther  than marginal returns.  

(v )  Thirdly, i t  should be recognised t h a t  an RRR estimated i n  
accounting terms is unlikely t o  r e f l e c t  economic r a t e s  of re turn 
and hence w i l l  not provide a useful  indicator  of the  degree of 
e f f i c i e n t  and e f fec t ive  use of resources by a public en te rpr i se .  



( v i )  Fourthly, a uniform RRR applied t o  a l l  public en te rpr i ses  is  not 
prescribed by economic theory nor by the  observation t h a t  r a t e s  
of re turn vary widely among pr iva te  and public sec tor  
enterpr ises .  One must guard against  the  danger, though, t ha t  the 
prospect of r a t i ona l i s i ng  a lower RRR f o r  a pa r t i cu l a r  public 
en te rpr i se  could provide a cloak behind which inef f ic ienc ies  of 
various types a s  w e l l  a s  soc i a l  and p o l i t i c a l '  pursu i t s  might 
readi ly  p ro l i f e r a t e .  This concern suggests t h a t  where public 
en te rpr i ses  a r e  required t o  undertake soc i a l  obl igat ions ,  
e x p l i c i t  subsidies should be paid. I f  the  Government i s  unable 
t o  implement d i r e c t  subsidies  ( f o r  reasons of overa l l  budgetary 
demands) then, a t  a minimum, the  impl ic i t  subsidy element should 
be revealed i n  the  annual repor ts  of the  public enterpr ises .  
This would enhance the  a b i l i t y  of Parliament and the  public t o  
r e a l i s t i c a l l y  assess the  performance of such en te rpr i ses  and t o  
iden t i fy  cos t s  and benef i t s  borne by, o r  provided t o ,  sect ions  of 
the community. 

( v i i )  Final ly ,  i n  pract ice  i t  is d i f f i c u l t  t o  i den t i fy  the  appropriate 
RRR f o r  public enterpr ises .  The RRR of 4 per  cent prescribed by 
the  Victorian Government, which was determined by the  'weighted 
average cost  of cap i t a l  approach', cannot be demonstrated t o  be 
correct  o r  superior on uncontentious theore t ica l  grounds. A 
(lower) r a t e  based on the  Social  Time Preference Rate approach, 
o r  a (higher) r a t e  based on the  Social  Opportunity Cost of 
Capital approach, seems equally tenable. This recognition 
i d e n t i f i e s  the  prescribed RRR of 4 per  cent t o  be determined a s  a 
matter of government policy which, while perfect ly  va l id  on t h i s  
bas i s ,  should not be considered t o  be prescribed,  unambiguously, 
by economic pr inciples .  Nevertheless, it i s  concluded tha t  when 
the r e a l  r a t e s  of re turn  earned by pr iva te  en te rpr i ses  a re  
considered, a r a t e  of 4 per cent f o r  public en te rpr i ses  seems, 
f o r  the  present ,  more reasonable than the  r a t e  of 10 per cent 
which is sometimes suggested a s  an appropriate t a rge t .  

(b)  The Public Authority Dividend (PAD) 

( v i i i )  The legitimacy of the  Public Authority Dividend (PAD) requirement 
f o r  public en te rpr i se  is open t o  some dispute ,  i n  par t i cu la r  
because the  def in i t ion  of equity seems unclear i n  the case of 
public (by comparison with pr iva te )  enterpr ises .  Nevertheless, 
the PAD requirement is qui te  defensible a s  a matter of government 
policy judgement per ta ining t o  the  d i s t r i bu t ion  of public 
en te rpr i se  earnings. 

( i x )  Since PAD payments required of a public en te rpr i se  w i l l  a f f ec t  
its borrowing and subsequent debt servic ing requirement, they 
w i l l  ( i n  the  medium term, a t  l e a s t )  a f f e c t  the  l eve l  of pr ices  
charged by a public en te rpr i se  - contrary t o  the  repeated claim 
by the  Victorian Government t h a t  they would not.  

(x) Economic theory seems of l imited ass is tance i n  ident i fying the  
correct  l eve l  of PAD f o r  public en te rpr i ses .  Hence a doctr inaire  
o r  s impl i s t i c  view t h a t  the  l e v e l  of PAD payments should be 
guided primarily by a predetermined 5 per cent  would be 
unwarranted. This seems pa r t i cu l a r ly  so  s ince  the  5 per cent 
f igure  was determined on the  bas i s  of an a r b i t r a r i l y  chosen r i s k  
premium of 2 per cent added on t o  a questionable estimate of 3 
per cent f o r  the long term cos t  of debt. 



( x i )  Rather, t he  extent of PAD payments from individual public 
en te rpr i ses  should depend, among other th ings ,  on the  pa r t i cu l a r  
circumstances faced by a public enterpr ise  including the  
requirement t o  r e t a in  earnings t o  finance a planned investment 
program, t o  improve 8 cash-flow posi t ion,  the  expected re turn  on 
equity both i n  the shor t  and longer term, the  leve l  of 
accumulated p ro f i t s ,  the  ac tua l  and desired debt: equity r a t i o ,  
the cons t ra in t s  on borrowing and so  on. 

( c )  The Impact on Public Enterprises 

( x i i )  The l eve l  of dividends a s  a percentage of ne t  surplus paid by the  
SECV and GFCV appear excessive by comparison with pr iva te  
en te rpr i se  pract ice .  

( x i i i )  The excessive level  of PAD payments has impeded the a b i l i t y  of 
public en te rpr i ses  t o  achieve r a t i o s  of borrowing and in t e rna l  
funding of cap i t a l  expenditure comparable with those prevai l ing 
i n  p r iva t e  enterpr ise .  

( x iv )  It is important tha t  the f inancial  i n t e g r i t y  of public 
en te rpr i ses  be preserved. Accordingly, the  problem faced by the  
SECV (and probably other  public enterpr ises)  i n  being required t o  
pay a PAD which, because it is based on a notional RRR, could 
exceed its actual  net  surplus,  should be recognised and 
addressed. It seems unreasonable t o  expect an en te rpr i se  t o  pay 
dividends i n  excess of its actual  net  surplus.  This p rac t ice  
would r e s u l t  i n  a public enterpr ise  having t o  incur addi t ional  
borrowings i n  order t o  meet its PAD payments and t h i s ,  i n  t he  
longer term, could threaten its f inancial  v i ab i l i t y .  

(xv) A s  is the  pract ice  i n  p r iva te  enterpr ise ,  i n  most cases it would 
be appropriate f o r  an individual enterpr ise  t o  recommend a 
dividend. The responsible Minister could then accept the  
recommended dividend o r  vary it. 



Endnotes 

(1) See Clare, R.W. (1982) f o r  a more comprehensive discussion of what is 
presumably the  Treasury view on the  discount r a t e  (despi te  the  usual 
disclaimer).  

( 2 )  A s  examples, two issues  deserve br ie f  mention. One, current  and 
expected r e a l  r a t e s  of i n t e r e s t  on debt (approximately 6 per cent)  a re  
s ign i f ican t ly  higher than the l eve l  used (3 per  cent)  t o  e s t ab l i sh  the 
RRR. Two, i t  might be argued t h a t  there  is l i t t l e  r i s k  of l o s s  
involved i n  the  equity embedded i n  public en t e rp r i s e  so  t h a t  the r i s k  
premium (of 2 per cent)  included i n  the  estimated 5 per cent re turn t o  
equity payable by public en te rpr i ses ,  might be excessive. 

( 3 )  A s  Fisher (1984) explained, 

"That problem is a s  follows. The numerator of the  accounting 
r a t e  of re turn  i n  question is current  p r o f i t s ;  those p r o f i t s  are 
the consequence of investment decisions made i n  the  past .  On the  
other hand, the denominator is t o t a l  c ap i t a l i za t i on ,  but some of 
the f i rm's  cap i t a l  w i l l  generally have been put i n  place 
r e l a t i ve ly  recently i n  the expectation of a p r o f i t  stream much of 
which is  still i n  the future .  While the  economic r a t e  of re turn 
is the magnitude t ha t  properly r e l a t e s  a stream of p r o f i t s  t o  the 
investments t ha t  produce i t ,  the accounting r a t e  of re turn does 
not. By r e l a t i ng  current p r o f i t s  t o  current  cap i ta l iza t ion ,  the  
accounting r a t e  of re turn f a t a l l y  scrambles up the  timing." 
(p.510) (emphasis i n  o r ig ina l )  

( 4 )  Officer (1986) appears t o  have reached a s imi l a r  conclusion: 

"In conclusion, there appears t o  be l i t t l e  doubt t h a t  f inanc ia l  
t a rge t t i ng  i n  the  public sec tor  does induce a l l oca t ive  
inef f ic ienc ies  by encouraging the  en t e rp r i s e  t o  adopt 
inappropriate input mixes. However, it is not  c l e a r  how 
s ign i f ican t  (o r  cost ly)  t h i s  problem might be i n  p rac t ice ,  
par t i cu la r ly  f o r  bodies l i k e  Austra l ia  Post ,  Telecom and s imi la r  
s ta tu tory  trading au thor i t i es .  There may be some compensating 
benef i ts  i n  having a d i s c ip l i ne  such a s  a t a r g e t  r a t e  of re turn  
on the  enterpr ise .  The i s sues  w i l l  r e a l l y  only be resolved when 
a l te rna t ive  means of monitoring and cont ro l l ing  the  organization 
a re  es tabl ished t o  allow comparison with f inanc ia l  target t ing."  
(p.15) 

(5)  Table I X  is a l so  of considerable i n t e r e s t  i n  t h a t  i t  provides valuable 
ins igh ts  i n t o  the  way tha t  the r e a l  RRR and r e tu rn  on equity a re  
estimated. The f i r s t  feature  of the  t ab l e  is t h a t  i t  indicates  the  
re la t ionship between r e s u l t s  on an h i s t o r i c a l  cos t  ba s i s  and the r e a l  
r a t e  of re turn against  the Government's t a r g e t  4 per  cent r e a l  r a t e  of 
return.  The second feature  of t he  t a b l e  is the  e x p l i c i t  a l locat ion of 
the  r e a l  re turn on asse t s  i n t o  its two components - the  r e a l  re turn t o  
debt holders and the  r e a l  re turn t o  equity.  The 1985-86 Budget Paper 
explains : 



"Two adjustments a re  required t o  the  h i s t o r i c a l  cos t  p r o f i t s  (before 
finance charges) i n  order t o  derive the r e a l  re turn on a s se t s .  The 
f i r s t  involves adjust ing the  depreciation charge t o  r e f l e c t  the  
current  replacement cost  of the  asse t s  i n  service ,  ra ther  than t h e i r  
h i s t o r i c a l  cos t .  This i s  a f a i r l y  widely understood and accepted 
adjustment. The second adjustment - the Real In t e r e s t  Adjustment - 
involves the  d i s t i nc t i on  between the "real"  and " inf la t ion"  components 
of nominal i n t e r e s t  received. This is necessary because i n  an 
inf la t ion- adjusted sense the  i n f l a t i on  component of i n t e r e s t  received 
simply compensates f o r  the  decline i n  the r e a l  value of the  
( f i nanc i a l )  a s s e t ,  so  t h a t  the  t rue  re turn on operations would be 
overs ta ted by not adjusting f o r  it. 

A s i m i l a r  conceptual treatment is involved i n  deriving the  re turn  on 
equity from the  re turn on assets .  That is, an estimate of the  r e a l  
re tu rn  t o  debt holders is required, which i n  turn involves an 
a l l oca t ion  of t o t a l  i n t e r e s t  payments i n t o  an i n f l a t i o n  and a r e a l  
component. For the  purpose of t h i s  calculat ion f o r  1984-85 an 
i n f l a t i o n  r a t e  of 7.1 per cent ( t he  increase i n  the  CPI f o r  Melbourne 
between t h e  June quarters  of 1984 and 1985) has been used throughout.'* 
(P.  180) 

(6 )  See Richardson and Wilson (1983) and 1984-85 Victorian Budget Paper 
No.2 p.132 f o r  a discussion of the ra t ionale  of these payments. 

(7 )  For example, Grieg (1986) suggests tha t  t h i s  i s  the  experience of the  
MMBW where "... past  MMBW cap i t a l  investments have been associated 
with a r i s i n g  r e a l  p r ice  trend" (p .4) .  Discussions with personnel of 
other  publ ic  en te rpr i ses  have indicated t h a t  t h i s  is a common 
experience. 

(8) 'The Age', 11 September 1986, p.13 

(9)  'The Age', 5 September 1986, p.21 
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Enough has been sa id  above t o  underline the  f a c t  t h a t  the  prescribed RRR 
of 4 per cent is  open t o  challenge even before the  formidable p rac t i ca l  
problems of est imating the  weighted average cost  of c a p i t a l  a r e  
discussed.(2) Indeed, evidently the Government i n i t i a l l y  adopted the 
Office of Management and Budget Task Force's recommendation t h a t  the RRR 
be 5 per cent. ( A  r a t e  of 5 per cent was inc iden ta l ly  the  RRR the 1978 
Bri t ish  White Paper required public en te rpr i ses  t o  aim a t  on t h e i r  new 
investment program as  a whole - including the  so-called "essent ia l"  but 
non-revenue-earning, invesment). However, the  Government l a t e r  reduced i t  
to  4 per cent. What a l l  t h i s  suggests is tha t  an RRR of 4 per cent ,  based 
on a weighted average cost  of cap i t a l ,  cannot be demonstrated t o  be 
superior on uncontentious theore t ica l  grounds, no matter how confidently 
such a claim might be made. Nevertheless, the ra t iona le  behind the  
imposition of an RRR is  sound. And even if one considers t h a t  a higher 
r a t e  such a s  the 10 per cent RRR advocated by the  Commonwealth Treasury 
(on the basis  of the  SOCC approach) i s  the  appropriate one, the  4 per cent 
RRR prescribed by the  Victorian Government does meet the  e s sen t i a l  
requirement of movement towards a more economically r a t i ona l  system. 
Moreover, a s  Ball  and Davis (1984) point  ou t ,  recent work undertaken by 
the Australian Graduate School of Management (AGSM) has indicated much 
lower average r e a l  r a t e s  of re turn i n  the  pr iva te  sec tor  than previously 
estimated. For ins tance,  i n  an e a r l i e r  study the  I n s t i t u t e  of Applied 
Economic and Social  Research (1982) estimated t h a t  over the  9 years t o  
1977-78, p r iva te  corporate trading en te rpr i ses  i n  Austra l ia  achieved a 
rea l  r a t e  of re turn on a l l  a s se t s  employed, before i n t e r e s t ,  of about 12 
per cent per annum. But a s  Table 11,  which presents the  AGSM estimates 
indicates ,  i n  the  1970's the average r e a l  re turns  was considerably l e s s  
than 4 per cent. 


































































	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

