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ABSTıAGT

Pİçvios §tudies whicb aim€d at ftnding a Public
discoult İatc ba§.d on tlı. opporıuDity cost con€Pt
and u§iDg th. Morc , taı r.t€ of İEtum in thc pri-
vat€ s..tor hAvc not taİ.o iüto ıccount sociAl cost§
and ıhe risk pr€mium diffcrErıce b.tween ü€ plblic
and 9rivatc §.cto... Tbls pspcr strives to İcmedy üi§
defici.ncy or'- iDcoıPoratin8 into the prc.€§s üe b€,
nefits that th€ pİivat€ s€cıor derives fmm the

aovcİDD.nt Plu! ınc rist prcmim diff€r.occ b.t,
lr€en Üe public ınd privaıc discount rate§.

ı _ INanoDucTIoİ{

The dı§coımt rote to be Ds€d ln the Dublic (Govemment) sec-

tol i8 of vttaı lmpoİt rıce in tİıe ott€İıpt st E8,{mid!g eİücteİtcy
ı! re§ouİcr aııocatıqı between the prlvste a,Dd pubılc §€ctors. lt can
be used as a huİdle rat for a4ceptlıg or t€Jectİıg pubuc proJects.
Tttu§, lf one loweı§ the publtc dlscouıt rat€, tİıeİ! mote pubıic p.o-

ıects wıu be accept4d and vice versa. Tb€ purpGe o' th18 papet 1§

to lDprove tİıe p.oce§s of caıcuıatiıtg & pra.ticaı erıd r€atlstlc 6ve-
rage pubttc drscount rat€ b6s€d oüt tııe aveİage ta,te ol letuİn ıı
tlıe entlİ€ prİ,vıte §ectoİ takitE lnto accoıınt bĞneİtt8 that the pİt-
vete s€.tor deİives ilom tııe pubuc §€ctoı and the ıower average
rr§k prcmium of pubıic prcrects compaJed to that of the private
§ector. ın other word§, tİe r&te te 6€ek i§ the opportüıty co§t of
caDıtaı oİ tİıe p.fu,ate §ector },tl.g lnto accorınt the §octaı c6t§ o'
the prıvate s€ctor and tİe risk pİ€mlum dllieİ€nce botweeo tJıe
two §€cttr& B€İGğ going aııy 

'uİther, 
it wouıd be approp.ıat€ to

Dake s crltıcaı end brtef aevleş of tııe thİ€e nıtı 8İg]rEent§
whlch aİe İeıev4nt to the derlvatioİı of a dl§count rate for ttre pub-
llc Eectoİ.

.sıaıG ÜDivcT.tty of Ncw Yor} - old wcatburyı(.)
c)
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The fast one eEanates fİoa the social time prefelence school
which maintainE that the social di§corınt rate 6hodd reflecl, so-
ciety's prefence for plesent 'Deneİits over luture benefits. 'Lhe use
of pİivate discount rata§ to refl€ct the social time paefence Iate
i§ cor§ideİed lnapPlopriate due to imperfectioİıs iıx capital ma!_
ket§ aİid the possibilıty that individuals do not behave couectıvely
in the same way as thğy do individualtv (l). In ordeİ not to J€opar-
dize the welfare of future genention§, the Govemment should as-
§ume it§ respon§ibüty towards corrğctins «myopıc lates» (2). ob.
viously, this i§ a problem of aılocation ove! time. The derivation o'
8uch a İote wouıd genemte much debat€ due to the subjectivity
and arbitrarine§§ tİtat wouıd be involved in a§signiıg values to
paraİİıeters. Ilence its practicality and general a.cceptabılıty, ıet
aloııe its accuİacy, wotııd grcatly §uffğr.

The €econd algrıment comes from tJıe oppodüty co§t schoot
which empha§ize§ ttıe problem of optimaı re§ource ollocatıon bet-
ween the public and private sectors. It Iejects the rttevartce of the
socia.l ttme prefetrence mte to inve§tment decı§iot§ (3). gince rc_
source§ aI€ limited, a public investment çill ınvolve the sacrlrlce
ol §ome other investment. The foregone pİoject is usuaııy thought
of a.r being in t}ıe private s€cto! of the economy. AccoIdlng to thi6
argument, a better allocation of İtsouİce§ would be provided by
leavıİlg the İ€souİce§ ln the private secto! ff the befor€ _ tax aate
of Ietum on the prlvata iıvestment exceeded the letum on the
government project. If tİıe fotegone inve§tment couıd ha9e eaİned
a rate of ra the public fulvestment shorıld achleve at ıea§t .e ı»İ-
cent of mone. Aıthough tt i§ praattcal, the pİoponent§ o' this ar-
gument do not taİe lnto account the sociaı co§ts and dlfİetent İisk
ol pılvate ent€rprise, an iİnportaİt r€finement which we §hall
bring iıto the ptctııİe.

The thiİd arEıEerıt l§ for a sjmtheuc rate. sfurce ouİ worıd i§
not perfectly comp€tıuve, the two İatB§ calculated accotdİng to
tİıe t§o aıEuments explaİEd above (socıal tfuoe pEfereırce 6ııd
opportuİdty - co§t srguments) wodd not be equal. Imperfectton§ 1n
the cepttal markets aİıd othe. fa.tors entail a lowe! socııı ıate of
tlme pİefeience, ,. thaJı the opportıınity co§t İate, İ. (oa tİte maJ-
gınaı üxt€mal üte of letuİn in the p.ıvate §ector). Aıong tht§ ttne
of reasdıilg, a nıımbet of attempts have b€en Dade to combİxe
tİıe two approaahes aİıd coD§equentty to develop a §Jmtİıettc İate.
Ma.glfuı has devetoped a model which allows for the falt tİlat pub-
ıtc ıııve§tmeut Dsy be pa.tly st the co§t of for€gone cor§rımptlon

5s



by the prosent generatlon (4). gİıce this üew i5 a sJmthesis oİ the

ti"ut t*o argome"t", tıre crtttcisms dlİ€ctsd agajİlst them ar€ valid
heİt as çeu.

Il - TıIE §ocl6! cosT oF TııE PRIVATE §DcToB

our leaaoning i§ ba§ed on the thought that the prtvate sec-

tor a§ a whole aıeİives fİom the pubıic §ectof con§idenble
benefıts which are not taken into account in the conventıo,

n ,ı income (pİofıt or toss) statements oİ the pİivate filEt§, In

a woy, these aıe aubsldızed cost§ which the firn§ would have had

to lncuı weıe it not İor the govemtnent's toking cate ol them,

Eence, the befoİe - taİ average private sector r&te ol letum i§

ovele§ttİrated when one sees that benefit§ prollded by the govern-

Eent ol §oclal c6ts aİe not token tnto account.
If we İfolk wittt aggregat€ figures, it shouıd not pİove too dtf-

ticuıt ta find a befole - tgx avelage conventıonal* mte oİ leturn
fo! atl of the pllvate §ector. simitarly, agglegate fıguİ€8 aIe

avaılabıe fo! govemme!ıt expenditures, pİiv8te sector eİpendtu-
]es aİıd total inveGtments.

Before proceeding any further, ıt ı,ould be helpful to §hoı,

a siınptified and stylized befoTe - tax aggİegate lncome siatement
for the private sectoT as a whoıe. In addition ta the conventional
levenues and costs *hich aİe simpıy the ıısuBı levenues aİd co§t§

used in accounting, we also have shown the subsidized co6t§, ıiapp
(5) eİpıairts these costs in nıuch gEater det4ll.

Befote taİ ag$eget€ income statemeDt of the prlv&te 8ectot

Revenuea :

1. convenüonal Iıeveııues

c6t§ :

1. conventional co§ts
2. sub§idized co§ts

a) Using üe fuıJrastructurc in-
vestment§ of the GoveTn-
ınent.

b) Govemment cleaning pollu-
tion cİeat€d by fi!m.s.

c) Using the educated manpo-
wer prcduced by Government
schools,

d) Govemment defending the
country and maintainiıg in-
tena.l orde! and peace, etf .

f) conventional (private) figüİes are simply thoe used in accouting, They
do not take the above mentioned subsidized cosıs i.to accourıt.
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we could take the example of a detergent factory eJtabti§h€d
on the bank of a !ıve!. Thi§ privata firm dumt,s its wastes lnto the
river and §eriou§Iy pouutas it. If the Govemment doe§ the ciea_
ning, the co§t§ of cleaning aİe not inclualed in the firm'§ income
statement. This example §hows ho\o private llrİİ§ aae sub§idized
by the Government. obviously, iI tlıe§e co§ts aİe excıuded, tlıe Pİo-
fitabllity of the ft.m wııl look higheİ than it leatly is, Broadly sPea_
king, we mey say ttıat the private firm ba§es its costs and hence
late o' retııİn on pri!9te ratheİ than socİal costs.

some wouıd think that the examp]e of pollution i§ aİı obvlous
and easy one and wouıd questton the vaıldity of defeİ§e expendi_
tuİes which they wouıd categotüe as a «pure pubıic goodD, an
e.xpenditure that is incurred any]pay. we believe that thi§ i§ an
översimpııflcation which con§iders one aİ€a iı time and sıra4e.

ıf one looks at eıamples in hi§tary, one would easily observe
that defeİ§e expenditures cannot be taken foı granted. Far lİı§-
taJıce, in pİe - lslamic Arabia, meİchants had to prctcct theiİ ca-
ravan§ with thelT 01ı,İı sİnau privata almie§ and that cert4inly ad-
ded to theıİ cost§. This ca§e was not uİrique as it 6lso exi§t€d lı
central A§ia, chtna a.İıd some part6 of Euİope. ıt exj§ts today ın
certain A§ian and AJrican couıtlies, though on a §İnallel §aale.
Maİry private establishments in devetoped countrles face thj§ sı-
tuation by maıntainüg Private secuİity guaJds agaiİrst bazgtd§
and cİlminal§ of variou§ kinds. Tltus, a decİe65e in the Govem-
ment's spending on lnternal §ecurity would lead to 6 cortespon_
ding tnc.e!§€ in pli t€ fiİİt§'§peİding on pdvate securıty .nd
this woutd certaİııy incr€ase tİıeir private cost5.

The main problem lias ın t}te flııi enumeration aııd quaİrtifi-
catlon o' these sub§idlz€d c6t§. L we çant to §impııfy the prc_
ce§s of finding how much ihe §ubsid94d costs ar€, we ınay aııocate
the total benefits re§ultitrg from Government §pendiİıg among pfı_
vate §ector, the hou§eholds and the publtc §ectpr according to the
shales of these thİee in t}ıe g10§6 national prcduct. Ttıus, tİıe to-
taı sub§idized cost§ of the prlvate secto! or the total benğfit§ that
the pıivate §ector derive§ from the pubııe sectoİ wouıd be

Totaı Govem-ment
Expendituİts x

Totat Private sector Expenditures

Gross National Product
If we deltne conveDüonal pıoftts to be

İ. = Revenue - cost
we can defıııe adru§ted profıt§ as

,t = (İievenue - co8t) - sub§idızed cct§
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A§ a hJrpothetical example, we might assume tha,t revenues
are $ 12 billion, cosLs aTe $ ı0 billion and sub§idized costs are
$ r billion. Then, conventiona.l pİofit§ aı€

n, : 12 billion 10 biliion = 2 bitlion

or exprcssed as a pelcentage rcturn on cost§

2 billion

ı0 b[lion
wheİeas the adju§ted plofit§ are

,!. = (12 biluon 10 billion) 1 biılion = ı bitlton or eİP
ressed as a percentage letum on c6ts

1 bitıion

ı|oo=20%

x 100 = 9.09 7o

(-) lt should be borrt in miDd thnr ll)e private sector gets hi8h benefİs
I.om certain ooverıment expcndilurcs and lit.le or nothing from oüers,
wc .s§ume that thc highs and lows will even oul to give us th€ above

11 bitlion

one can thu§ see how a seemingly slight iicr€a§e in costs can
bdng aboırl a majo. decıease in the rate of letuİn, of co,Jİ§e,
though ta. betteİ than not takin8 the sub§idized c(§ts into ac-
count, this mcthod will stıll yield rouglı estiİnate§.* Hence,
paiİ§taking as it is, a large lepİesentalive sampıe of privata fir@§
coutd be §tudied in oldel to determine, with grater pleci§ion, how
much they benefit fıom Govetnment expenditures. such a study
would lequire coıt§ideİable man!ıower, time and, of coul§e, frınal§.

IıI - THE PUBLIC - PRIVATE Bı§K PREMiIJM
DIFFERENCE

one mııst beaI in mind that the private discouıt Iate ülclud€6
a risk paemium whlch is nolmally NgheI than thet contained by
the public discount rate, Thercfole, the next step i§ to find the risk
premiüm difference between the public and privat€ di§count mtes.
A cleaİcut way of finding it would be to take the diffeİence bet_
ween the average yield of long - term pıivate and Govemment
bonds of similar nıatuİity, of course, aince one obseİve§ a va-
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riety of pİivat€ bonds with a variety of ri§k (AAA, AA, A" BBB, BB
etc.), of similal matufity, one shoutd take the weighted aveİage
yield (r,) of b.,İtd§ of simila. maturity of the entiİ€ private s€c-
İo.. rlj"İİ, tne risk premium differ€nce between the average pri-

vate bond yield (y.) and the avenge Governİnent bond yield
( y") woutd be

sy: ye- rc
ngıin ı;! usinğ hrpothetical fig]ıre§, ve a§surne that y" l§ 14

percen1 and ys is 11 pelcent. Then, the risk pİ€İnlum difference
would be

ı4 9,; 1l%=3%
Thus, the public rate of retum \r,hich takes iİıto aacount the

subsidized costs of the pdvate sector a5 well a§ the ri§k prerrüum

diffelence would be

r*. : 1,. - ly oİ 9.09 
'; - 

3 cl : 6.os %

using our h},pothetical figuİes-

At this stage, it should be emphasized that the yield on bond§

cannot be taken as a İate of di§count per se. Yet, the diffeİ€nce
bctween the avevrage bond yietd§ of the privete and publıc sec_

toİs can give us the risk plemıum difference.

İV _ CONCLUSIONS

we have developed a new method of catcuıating the pubıic
discount rate cost concept and alguing that ttle public ratp of
discount shouid be equal to the private İat€ of di§coünt which ta-
kes into account socia.l costs as well a§ the ri§k pİ€mium diffe!ğn-
ce betlveen the two sectoıs. The incorpoİation of these two lactols
will ceı,tainiy lead to aİt aveğge public Iate of discorınt which i§

lower than the aveIage plivate rate of discount ba§ed solely on prl_

vate cost§ gİId without taking the ri§k diffelence into account.

(|)
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