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TECHNOLOGY

The Coalescence

of Technology
Technologies, like bodies

of matter in space, are
irresistibly drawn to each

other. They go on to
co-operate, even to merge.

That explains why so
many innovations emerge
at the junction of different
disciplines: mechatronics,

bioptics, chemitronics,
opto-electronics,

composite materials,
neural engineering

and other techniques
all began in this way.

The study of the fusion
of these technologies

helps to unravel
the internal workings

of present-day
technical change

and to predict further
developments more

clearly. Governments are
now paying more attention

to this creative

cross-breeding,
to try to produce a
suitable business

environment to hatch

fertile technological
hybrids.1

The technological choices that
businesses make are based

foremost on considerations of

cost and probable demand. But there
are also 'organic' aspects involved. An
understanding of innovation and the
complex way in which it works requires
study by technological analysts and
historians. The mechanics of techno¬

logical growth can be clearly grasped
with reference to engineering and pro¬
duct design. Concentration on the tech¬
nical substratum of innovation and its

operational rules allows both a new
perspective and the avoidance of pitfalls.

This 'projection' into the world of tech¬
nology also has the advantage of setting
the study of technological clustering in
new terms and identifying its internal
mechanisms. It also serves to shape

1 Technology Fusion: A Path to Innovation -
The Case of Opto-electronics, OECD Publica¬
tions, Paris, forthcoming 1993.

Patrick Dubarle is responsible for regional policy in
the Industry Division of the OECD Directorate for
Science, Technology and Industry.
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TECHNOLOGY

and guide government action in the
activities concerned.

The Intrinsic Rules

of Technical Progress
In companies themselves, economic

constraints on new products and pro¬
cesses are determined by specialists in
business strategy, marketing and dis¬
tribution, while the design, testing and
application of innovations are in the
hands of engineers, technicians and
even R&D experts. Their first concern
is the pursuit of technological excellence
and hence the development of the most
effective technologies. Consequently,
even though the decision whether or not
to invest in a new activity or product
finally depends on considerations of
profitability, the choices to be made are
initially based on technical parameters.

Performance Advantage

Performance advantage is the central
mechanism whereby one technology is
overtaken by another. By reference to
specific criteria, engineers aim at
optimising performance, although pro¬
fitability may vary overtime as it depends
on input prices. Lower energy prices,
for instance, gave aluminium/lithium
alloys a fresh chance to compete with
composite materials in the manufact¬
uring of aircraft.

Technical Limitations

Any technology will grow to a point
beyond which the technique involved
must be abandoned in favour of another.

It is no secret, for example, that within
the next few years the miniaturisation
of integrated circuits will reach its limits
in terms of size.2

Technological Risks

Apart from problems of quality, which
are becoming easier to solve, the grow¬
ing complexity of technology is such that
any remaining risks of incidents are not

2. At extremely short distances, the laws of
micro-electronics are modified and other technolo¬

gies must therefore be developed.

TECHNICAL PROGRESS:

SEVEN MAJOR TRENDS

The main technical changes that have taken place in the past twenty years can be
described, very roughly, through several profiles or trajectories (this list is not exhaust¬
ive).

Growing Product Complexity

The current mode of competition and the
concentration of investment in production
units are leading to the entry on the market
of products with high technical value-
added. The materials used increasingly
consist of complex compounds, compo¬
nents are evolving into sub-systems, and
production plants are becoming highly
capital-intensive.

Diffusion of Automation

Under the impetus of higher labour costs
and increasing skills, the development of
production techniques is based on ad¬

vances in data processing, software and
improved machine-tools.

Preference for Modular Techniques

With mass production and increasing com¬
puterisation, standardisation is more wide¬
spread and manufacturing is becoming a
fragmented process with the development
of intermediate technical packages at the
end of each stage in production (as with
car equipment, object-oriented program¬
ming, electronic card and sub-systems).

Avoiding Congestion

Decentralisation of requirements and the
mushrooming of services and products on
offer to consumers can be sustained only
if simultaneous efforts are made to

save space and energy. Among the

latest contributions to the miniaturisation

of equipment are integrated circuits,
micro-lasers, portable electronics, sensors,
micro-motors, mini-robots and micro-

tunnelling equipment.

Controlling the Composition
of Chemical Substances

Industry is constantly improving its ability
to control chemical reactions as well as its

skills in separating components and ad¬
justing the compounds very finely (as in
electronic 'doping' and chemical synthe¬
sis). In these activities, environmental-
protection constraints have led to marked
advances.

Transmission of Information

The use of coding and the binary system
led to information processing, rapid trans¬

mission and storage. Digitisation now of¬
fers huge opportunities for the development
of the audio-visual and imaging industry.
Such 'mediators' also play an important role
in a totally unrelated field, biotechnology,
through chemical 'messaging'.

Amplification

Amplification involves not only electrical,
electronic, energy or optical phenomena
in equipment (lasers are an example) but
also those in a living environment (repro¬
duction of genome sequences).

always clearly identified. Industrial activity
is still plagued by breakdowns and
failures of many kinds (for example,
software viruses, inconsistencies in

computerised booking systems, failure
to launch or control satellites, faulty
materials, and so on). Most of these
problems arise from lack of technological
knowledge.

Technological Knowledge

Contrary to popular belief, engineers still
rely on empirical concepts (reduced-scale
models, pilot plants) and informal pract¬
ices based on industrial experience
(operating rules, performance sheets).
This knowledge is decisive for the
implementation of incremental innova

tions and the consolidation of leading
technologies.

The Use of Science

The relationship between science and
technology has nonetheless grown from
strength to strength. In many sectors,
scientific knowledge has been tapped
to validate technological advances, and
to design and improve new products and
systems to meet market requirements.
This process has resulted in the emer¬
gence of new applied sciences known
as 'scientific engineering' or 'techno¬
sciences' (materials engineering, nano-
technologies, micromachinery, and so
on). Scientific innovations are also being
more quickly taken up by technology

The OECD OBSERVER No. 185 December 1993/January 1994
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Mechatronics - the fusion of mechanics and electronics - has opened the way to a new generation of robots.

(fuzzy logic, auto-organisation, fractal
imagery3).

In this context optimisation and inno¬
vation take on specific forms in the
production system. It leads both to
product change ('dematerialisation'4)
and to organisational change (re¬
distribution of tasks with the introduction

of decentralised data processing, known
as 're-engineering', and 'partial automa¬
tion'). The competitive success of Ger¬
many and Japan, both of which base
their strategies on priority to industry,
highlights the importance of such changes
and of the technological potential of
industry and of production itself. This
is also reflected in the recent efforts of

many large enterprises in the United
States to re-internalise production that
had been contracted out (as with
micro-processors at IBM).

These changes follow long-term 'tra¬
jectories' (box, p. 5) which are typical
of contemporary economics and of the
technical revolution. Combining techno¬
logies is a way of generating these

3. Geometrical shape showing a specific degree of
irregularity (identical irrespective of scale).

4. As the understanding of the laws of physics improves,
it is easier to reduce wastage of materials and
energy, and hence economise on the use of materials.

5. See pp. 37-40.

enterprises of co-operating with others
even if they do not belong to the same
sector.5 The main attractions of this

strategy include sharing increasingly
heavy R&D costs and taking advantage
of complementary features. But it is also
more and more a matter of dispelling
market risks, producing technological
synergies and finding innovatory appli¬
cations through alliances and co-operative
projects. So far, the drive to combine
several different technologies has been
highly successful, for two reasons.

First, it is often a way of upgrading
performance. For instance, the aim might
be to obtain a compound with better
overall qualities than those of its separate
components. With materials, consider¬
able success has been achieved in the

development of multiple composites and
alloys. In production techniques, tech¬
nology fusions effectively help to prevent
breakdowns, to make processes auto¬
matic and to save both time and human

resources.

Second, the merger of two techno¬
logies operating in separate areas may
have unexpected spin-offs and generate
totally new products. Such is the case

The pursuit of too much complexity in information systems has not always had the happiest results, as

travellers buying train tickets in France have discovered.

trajectories and thus of boosting current
trends.

The Dynamics
of Technology Clustering

Recent economic history highlights the
potential benefits to large or small

The OECD OBSERVER No 185 December 1993/January 1994
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OPTO-ELECTRONICS:

A PERFECT MARRIAGE?

The marriage of optics and electronics has
been highly successful because they are
complementary, they compete with each
other - hence the incentive to innovate -

and they are sustained by buoyant demand
(audio-visual sector, data processing, tele¬
communications).

The opto-electronics industry has al¬
ready reached a turnover of almost
$40 billion in 1993, shared among Japan
(70%), the United States (20%) and
Europe (9%).

Proceeding as in a game of Go,
opto-electronics first conquered the out¬
lying sectors of information techniques:
transmission of information through

optical fibres, screen visualisation equip¬
ment, information storage on optical disks
and, of course, the coding of data through
light-impulses from LEDs and lasers.

Now that progress has been made in
manufacturing techniques and compact
laser equipment has been developed,
opto-electronics can tackle the heart of the
system, micro-electronic circuits. The de¬
velopment of opto-electronic chips is still
in its infancy but it is clearing the road for
mass production and the introduction of
hybrid computers (electronics/optics) that
are eminently suitable for parallel process¬
ing. By the year 2000, opto-electronics are
expected to revolutionise many aspects of
trade and industry as well as the life of
consumers (much as electronics has).

For the time being, the merger of optics
(or photonics) and electronics is proving
successful. The new technological system
is fostering decentralised, user-friendly and
communicating information systems. The

emphasis is therefore shifting from equip¬
ment to interconnections and from

large-scale systems to network struct¬
ures - in other words, to the fields where

opto-electronics excel. The presence
of this sector is therefore being felt in many
different areas:

telecommunications - the diffusion of

optic-fibre networks is essential for improv¬
ing output and thereby allowing broad-band
services to develop as well as image trans¬
mission and processing

data processing - improved printing
(laser printers) and higher storage capa¬
city (compact disks) can be achieved with
higher-frequency light; an all-optical com¬
puter is no longer just a dream

production plant - the development of
optic-fibre sensors and inspection systems
is revolutionising automated quality con¬
trol

defence industries -despite budget con¬

straints, opto-electronic instruments
(infra-red detectors, laser guidance sys¬
tems, overhead holographic displays, op¬
tical circuitry flight controls) are becoming
more widespread

transport - opto-electronic components
are starting to modify driving conditions in
cars; and further improvements are likely
with navigation aids, systems which de¬
tect obstacles and display the state of the
vehicle

medical sector - combined laser and

fibre equipment are already improving
diagnostic techniques; they have led to the
development of photodynamic therapies
and high-precision surgery.

with multimedia products, opto-electron¬
ics (box, above), and remote data
processing ('telematics') through the
combination of data processing and
telecommunications.

Technology clustering allows firms to
make substantial savings (especially in
interactions where products are less
expensive to manufacture jointly than
separately). Marginal improvements to
a variety of techniques may also lead
to considerable progress after clustering
(as with numerical command machine
tools). Merging technologies may there¬
fore be a source of substantial techno¬

logical profit.

The tendency of technologies to
coalesce6 is one of the characteristics

of current industrial change. Before the
1970s it was hard to detect a trend

towards clustering on any scale; then,
about twenty years ago, early signs of
the development of mechatronics (me¬
chanical engineering plus electronics)
and the first steps of biotechnology (an
industry based on links between the food,
pharmaceuticals and chemicals sect¬
ors)7 were noticed. During the 1980s
the trend gathered pace with the
emergence of further sectors, such as
new materials8 and environmental-pro¬

tection technologies.

These developments led companies
on to more diversified activities, espe¬
cially in R&D. Many large firms altered
their industrial territories by restructuring
their production systems according to
the Japanese 'keiretsu' model of diver¬
sified oligopoly. Where they opted to
redeploy their assets towards their tra¬
ditional activities, the restructuring was
accompanied by further commitments in
enterprise networks and technological
consortia. In 1992 co-operation, collabor¬
ation and interfirm agreements of all
kinds proliferated everywhere while
mergers and take-overs declined. In¬
deed, the restructuring of giant enter¬
prises (the reorganisation of IBM, the
splitting-up of Kodak and ICI) revealed
the pressure for operation on the basis
of sound technological synergy as well
as the diminishing importance of econo¬
mies of scale.

The Re-orientation

of Technology Policy
The new technological regime and

subsequent industrial restructuring have
induced governments, and the designers
of technology policy in particular, to
modify their approach. In order to pro¬
mote change, remove obstacles to tech¬
nology diffusion and provide the best
conditions for firms to predict new

clusterings, governments are consolid¬
ating policy in several areas.

Technological Forecasting

Governments have access both to the

means and to the analytical skills to try
to forecast technological development.
Although the principle of 'business knows
best' still applies in the markets where

6. One of the basic ideas behind the kombinats of

the former USSR was to take advantage of such
clustering effects. But the total and deliberate dis¬
regard of the laws of the market led to wastage of
resources, economic failure, pollution and techno¬
logical lag.

7.Fumio Kodama, Can Changes in the Techno-
economic Paradigm be Identified through Empirical
and Quantitative Study?', STI Review, No. 7, OECD
Publications, Paris. 1990.

8. Patrick Dubarle, 'Advanced Materials: The Silent
Revolution', The OECD Observer, No 1 59, August/

September 1989.
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Optics and electronics together offer unexpected
possibilities in the transfer of information and energy.
This piece of equipment is working at a speed of 32

giga bytes per second (32,000,000,000 bytes a
second).

firms operate, it no longer holds good
at boundaries between different markets

or in areas where they have no direct
experience. In the United Kingdom, a
new strategy for science and technology
is being defined, based on efforts to
identify research fields with a high market
potential ('technology foresight'). In
Japan, where this type of exercise is
commonplace, MITI has just published
a substantial report on technologies that
will be promising at the end of the decade.
A fact worth noting from this analysis
is that, in terms of turnover, the new
chemicals sector (new ceramics, intel¬
ligent materials) is expected to overtake
information processing by the beginning
of the third millennium.

Protecting Competition

To keep pace with rapid technical
progress and its many implications,
companies must adopt increasingly flex¬
ible structures. The rising number of
partnerships is blurring the borderlines
of company activities, especially those
which enjoy technological oligopolies.
Anti-trust committees and the authorities

responsible for monitoring restrictive
business practices are having a harder
time. They must now try and detect any
excessive concentration of market power
and define the boundaries of such

markets.

Standardisation and Adjustment
of Regulation

Governments can play an important part
in facilitating technology mergers. But
the action to be taken must be finely
tuned. Premature standardisation could

encourage second-rate technologies,
while putting off decisions often amounts

to aligning on proprietary technology that
is less desirable for users. Similarly,
maintaining or implementing rigid regu¬
lations that are out of step with tech¬
nological change holds back competition
and leads to higher prices. In the United
States, since the audio-visual and tele¬
communications sectors are now con¬

verging, the Federal Communications
Commission has authorised the 'baby
bells' (regional telephone companies),
under certain conditions, to enter the
market for TV cable networks. It has

also imposed co-operation on the various
candidates for the establishment of a

high-definition TV (HDTV) digital stand¬
ard.

Adjustment of Training Systems

In practice, technology fusion is pro¬
duced by team work that involves
scientists and technicians operating in
different fields. If such partnerships are
to benefit from osmosis, the team
members must have an adequate tech¬
nical background as well as the ability
to understand a wide range of disciplines.
Governments must therefore ensure that

transdisciplinary curricula are estab¬
lished in higher education if they are
to avoid shortages in human resources
that would heavily penalise companies.

A technological analysis of technical
change and a closer examination of

9. The case of dual technologies (for civilian and
military purposes) is particularly relevant here. This
is a solid bond, yetwith limited interaction. In particular,
the transfer of military technologies to the civilian
sector, which is highly successful in producing con¬
cepts (for example, laser beams, flat screens, virtual
reality, new materials, and so on) is more difficult
and less successful in the products area.

clustering effects9 should foster
co-operation and dialogue between
governments, industry and services. In
particular, it should enable the admin¬

istrations concerned to draw up sounder
strategies, to become more independent
of scientific and technological lobbies
and to achieve savings in the manage¬
ment of their support to the techno-
industrial complex.
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Plant

Biotechnology
Comes of Age

Seizo Sumida

Transgenic crop plants - those with a genetic trait
introduced by a molecular technique - have begun to

make the journey from laboratory to field.
Tomatoes with improved quality traits such as longer

shelf-life, oil-seed rapes that are more tolerant of
herbicides, and virus-resistant potatoes are only three

examples of the many innovations that will soon appear
in commercial farming. The likely extent of

commercialisation will be vast; the economic
consequences will also be enormous. But can one be

sure that these plants will be as safe in an open
environment as their traditional counterparts?

Over the last several years, the
advance of plant biotechnology
towards commercialisation has

speeded up at a remarkable rate. More
than 1,180 small-scale field trials with

transgenic plants were conducted in the
OECD area between 1986 and 1992;1

the number of trials has nearly doubled
each year. The aim of researchers in
these trials is to assess, in an open
environment, the performance (virus
resistance, for example) and environ¬
mental behaviour (say, the distance to
which pollen spreads) of transgenic

plants which have been developed in
laboratories and tested in greenhouses.

The trials involved around 30 different

kinds of crops. Oilseed rape, potato,
maize, soybean, tobacco, cotton and
tomato are the most commonly used
'hosts' (crop plants into which a gene
is inserted), and account for more than
80% of the total trials. The traits most

commonly tested are resistance to
herbicides, viruses and insects, and

quality traits. Herbicide resistance alone
accounts for 40% of the total number

of traits tested. The trials were conducted

mainly in the United States, Canada,
the United Kingdom, France and
Belgium, which accounted for 95% of
the total in the OECD area (Figures 1
and 2, pp. 10 and 11).

Because of differing national circum¬
stances, biosafety issues can vary, for
valid scientific reasons. In the United

States, for example, the major crop
plants - maize, soybean, wheat and
cotton - have virtually no wild relatives,
which would make the issue of 'out¬

crossing' (uncontrolled interbreeding
between domesticated and wild

species) unimportant for these crops.
For Norway, by contrast, with strong
economic dependence on native trees,
it would be important to ensure that
introduction of traits into related species
of tree does not adversely influence the
long-term reliability of this natural re¬
source.

From Small-

to Large-scale
In commercial production, which is

imminent and will be on a huge scale,2
crop plants will be grown in a completely
open environment. But small-scale trials
are limited in their ability to predict certain
kinds of events that may arise in
large-scale cultivation in the open. For
example, a small-scale trial may not

1. Field Releases of Transgenic Plants, 1986-
1992: An Analysis, OECD Publications, Paris, forth¬
coming 1993.

Seizo Sumida works in the Biotechnology Unit of the
Science and Technology Policy Division of the OECD
Directorate for Science, Technology and Industry.
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THE OECD INVOLVEMENT

IN BIOTECHNOLOGY

SAFETY

It was the introduction of new molecu¬

lar techniques in the early 1970s that
initiated the discussion on safety in
biotechnology. The 1986 OECD report
on the safety considerations of
recombinant DNA was one of the first

international scientific frameworks for

the safe use of organisms derived from
the technique in industry, agriculture
and the environment,1 and the OECD

countries adopted the scientific princi¬
ples into their regulatory systems.

In the light of rapid accumulation of
experience and knowledge in the field,
the OECD resumed its safety work in
April 1988 to update and extend the par¬
ticular principles set out in the earlier
report. The result was a set of develop¬
mental principles for small-scale field
trials of genetically modified organisms,
published in 1992.2 The OECD further
initiated, in 1991, similar activities on

large-scale field trials, completing its
work on transgenic plants in early 1 993.
The work produced three reports: safety
considerations for large-scale trials of
crop plants, analysis of small-scale field

trials and a historical review of crop
breeding practices, published this
autumn.

1. Recombinant DNA Safety Considera¬
tions, OECD Publications, Paris, 1986.
2. Safety Considerations for Biotechno¬
logy - 1992, OECD Publications, Paris,
1992.

detect rare events of environmental

significance (say, the outcrossing of
herbicide-resistant sugarbeet with its
wild relative) and may not necessarily
give statistically valid data. Large-scale
trials, conducted, for example, over a
wider geographical area, may be the only
means of obtaining the data to answer
the questions of plant safety.

In order to tackle these issues, the
OECD has developed a new set of
scientific principles forthe environmental
safety of the 'scale-up' of crop plants.3
These principles are intended as guide¬
lines primarily for the regulatory agen¬
cies, scientists and industries respon¬
sible for the authorisation of the environ¬

mental release of crop plants in OECD

countries. (The system for authorisation
varies considerably from country to
country.)

Under these guidelines, a transgenic
plant under consideration is first exam¬
ined by the relevant authorities for
'safety issues'. A 'safety issue' is some
property of a plant (say, the possibility
of gene transfer to a wild relative by
outcrossing, the possibility that the plant
becomes a weed, and so on) which may
or may not give rise to an adverse effect
in the environment. When such a factor

is directly identified in a given environ¬
ment, it gives rise to a 'safety concern'.
For example, outcrossing between
herbicide-resistant transgenic sunflower
and its wild relative could be a 'safety
concern' in some areas of the United

States. The identification of such a

concern indicates where the analysis
should then focus, and what form risk-

management should take. Standard

agronomic practices in crop cultivation
may form part of risk-management,
because crops are so domesticated that
they usually cannot compete with wild
plants outside the plot or field. Maize,
for example, cannot survive without
human help (that is, it cannot 'escape'
from the cultivated field).

The knowledge and experience gained
with crop plants developed by tradi¬
tional breeding methods are essential
to address the issues of environmental

safety.4 This kind of experience can guide
risk/safety analysis, applying risk-man¬
agement and indicating where more
information is required, and the more
that is known about a given plant, its
traits, its environment and their likely
interactions, the easier risk/safety-analy¬
sis and risk-management become.

In the small-scale field trials, there
have so far been no surprises in the
behaviour of the transgenic plants, in
relation to what might be predicted from
the crop host and the genetic trait. At
the moment large-scale field trials have
yet to be conducted. The OECD will be

providing guidance to the agencies and
others involved in authorising or carrying
out these large-scale trials.

There is a substantial difference in the

views on safety assurance between the
European Community countries and the
US and Japanese governments. Direct¬
ives issued by the EC authorities have
insisted that all transgenic organisms be
regulated. The US and Japanese gov-

2. Biotechnology, Agriculture and Food, OECD
Publications, Paris, 1992; see also Salomon Wald,
'Biotechnology, Agriculture and Food', The OECD
Observer, No. 177, August/September 1992.

3 Safety Considerations for Biotechnology:
Scale-up of Crop Plants, OECD Publications,
Paris, forthcoming 1993.

4. Traditional Crop Breeding Practices- A Historical
Review, as a Baseline for Assessing the Role of
Modern Biotechnology, OECD Publications,
Paris, forthcoming 1993.

Figure 1

RELEASE OF TRANSGENIC CROP PLANTS:
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Figure 2

RELEASE OF TRANSGENIC CROP PLANTS:

SITES APPROVED, 1992
number

500

emments emphasise that the issue,
rather, is whether the final products offer
a risk, regardless of how the organism
was modified. This difference in ap¬
proach was evident when the OECD
work on large-scale releases of transgenic
crop plants started in 1991. But, after
a couple of years of intense discussion,
all the OECD countries have reached

consensus at least on the scientific

principles underlying the safety of the
large-scale releases. The transgenic
organisms are now held to present risks
that are of the same basic sort as those

posed by any other organism.

Benoit Decoux/R.E.A.

This agreement reflects changing
scientific, technological and economic
circumstances. OECD governments have
recognised that experience of transgenic
plants has been accumulating rapidly,
that evolution of modern biotechnology
is dynamic and fast, and that they have
to adapt their positions according to new
circumstances if they are to maintain
the basis for further development of their
agricultural and food sectors. This trend
will also facilitate international R&D

co-operation, investment and trade.

The possibilities of plant
biotechnology are enor¬
mous. The regeneration of
a whole plant from a piece
of cellular tissue is now

common. The insertion of a

new gene into a plant by
molecular techniques is poss¬
ible in many species. What
is more, technical evolution

is extraordinarily swift, which
means that safety issues will
have to be revisited, and

scientific principles updated,
as knowledge and experi¬
ence in large-scale field
releases accumulate.
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Banks in the East:

Paths to Privatisation
AUBE /

: .

fit m

The move to a market economy
in central and eastern European
countries (CEECs) and the Newly

Independent States of what was the
Soviet Union (NIS) is being hampered
by the lack of a sound, competitive
banking sector.2 Privatisation and the
growth of the private sector more gener¬
ally require a financial system which
collects and channels savings to their
most productive uses and manages an
effective system of payments. No CEEC
yet possesses a system which satisfact¬
orily performs these basic, but essential,
functions. In almost every one of these
countries, the system is still dominated
by under-capitalised state-owned banks
which are saddled with large amounts
of bad assets. In 1992, for example,
official estimates indicated that the

amount of non-performing loans on bank
balance-sheets accounted for between

30 and 60% of the assets of the nine

state-owned commercial banks in Po¬

land, about 21% in what was Czecho¬

slovakia (the CSFR), and 15% of the
assets of the four large state-owned
banks in Hungary.

The volume of bad debt held by banks
is frequently considered a financial
legacy of the Communist past. This is
only partly true: the biggest increase has
occurred over the last three to four years.

Hans J. Blommestein works on the European economies
in transition in the Financial Affairs Division of the

OECD Directorate for Financial, Fiscal and Enterprise
Affairs.

» Hans J. Blommestein

The governments of the
i formerly planned
§ economies of central

and eastern Europe
and the Soviet Union

have to give higher

| priority to the reform
of financial markets

and undertake a

comprehensive set of
8 measures intended to

'° change the incentive
structure of banks. This

means bank privatisation -
which in turn requires

cleaning up the portfolio
of bad debt and

recapitalisation. '

This development reflects to some ex¬
tent prolonged economic recession in
most countries of the region. More
importantly, it is the result of structural
problems in the financial and business
sectors which have to be addressed

urgently, in particular the cosy, some¬
times captive, relationships that can still
be found between state-owned banks

and loss-making state-owned firms.
The result is automatic loan renewal

and capitalisation of interest, as growing
interest on debt is converted into further

loans. That misallocates capital, both
starving new entrepreneurs and priva¬
tised firms of funds and perpetuating
the old production system. Clearing the
bad debt off bank balance-sheets, al¬

though necessary, is therefore only the
first step in developing a sound, com¬
petitive banking sector. Policy-makers
in the region are attaching higher priority
to privatisation of the banks than before.
But progress has been delayed, largely,
indeed, by the growing amount of bad
debt, lengthy negotiations over arrange¬
ments for sharing the burden from loan
losses, and political controversy in
general.

Some progress has been made: most
of the CEECs have instituted a two-tier

banking system, splitting off from the
central bank all its previous commercial
banking functions (Table). In the more
advanced countries, such as Poland, the

former CSFR and Hungary, much of the
market-oriented legal and accounting
framework has been put in place.
Supervisory authorities have been set
up and new laws and regulations, based
on the norms and practices of OECD
countries, have been or will soon be

established. Nonetheless, the banking
system has not yet begun to play in
any efficient manner its crucial role as
the mobiliser of savings and allocator
of credit.

And progress varies sharply between
countries. The CSFR included the banks

in its capital-less programme of mass
privatisation by voucher in 1992. On
average, individuals or investment funds
hold around 50% of the shares of the

former state-owned banks, with the state

(now the Czech and Slovak Republics)
temporarily retaining ownership of the
other half. In Poland and Hungary
matters have been moving more slowly.
One bank privatisation has already taken
place in Poland (in 1992), but it involved
a small specialised bank mainly involved
in foreign transactions. The other CEECs

1 . Transformation of the Banking System: Portfolio
Restructuring, Privatisation and the Payment
System, OECD Publications, Paris, 1993.

2. Hans J. Blommestein, 'Sound Banking for a
Strong Market', The OECD Observer, No. 177,
August/September 1992.
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and the NIS in general are still in the
initial stages of establishing the basic
features of a modern banking system.

Tackling
Bad Debt

With the growing recognition that
cleaning up bank portfolios is a precon¬
dition for bank privatisation, policy¬
makers are giving more priority to
tackling the problem of bad debt. The
question remains what is the best
strategy to accomplish this - a central¬
ised or decentralised approach, or a
combination of the two. The first relies

essentially on the transfer or sale of bad
debt (usually identified through valuation
and subsequent negotiation) to a central
body, usually a government-supported
institution newly created forthis purpose.
Associated bank liabilities may also be
transferred. A variant of this method is

that the debt is sold at a discount to

private-sector firms specialising in debt
collection and management. With both
these options, the government simulta¬
neously recapitalises the bank to some
degree for the loss of assets. The
decentralised approach relies on the
banks themselves to manage the debt
restructuring, most frequently by creating
a separate department within the banks
that works out the debt by restructuring
the bad loans.

In view of the volume of the bad debt,

there are clear advantages to the
centralised approach. It is the quickest
way to clean up a bank's portfolio before
privatisation. The result is an easier, and
perhaps more reliable, valuation, thus
allowing serious negotiations on priva¬
tisation to get swiftly underway. By
contrast, the decentralised approach
would in most cases delay bank
privatisations because of the time the

3. Moral hazard is caused by insurance schemes
(as when the government creates central institu¬
tions that guarantee to take over bad debt from the
books of the banks) because the existence of insurance
provides increased incentives for risk-taking that in
turn increase the likelihood of insurance pay-outs.
The result of moral-hazard incentives in the banking

system is that the management increases the risks
of the bank's activities and turns the resources of

the bank to its own advantage.

banks would

take to restruct¬

ure the debt.

Moreover, the

potential buyer
would look to

the government, as owner, for some type
of financial protection from the uncertain
cost of keeping bad debt on the books.

The rapid cleaning-up of balance
sheets offered by the centralised ap¬
proach allows banks to look to the future
and to get on with the business of
banking, without being distracted by the
attemptto growout of bad debt. Moreover,
both the financial and economic costs

should ultimately be lower, since expe¬
rience in OECD countries has generally
shown that delay in cleaning up bad
debt ultimately increases the costs to
the taxpayer and the burden on the
economy. Finally, the centralised ap¬
proach decouples, at least in part, the
restructuring of banks from that of the
industrial sector - which has the ad¬

vantage of breaking the captive relation¬
ship with inefficient state-owned enter¬
prises.

There are also some serious pitfalls
inherent in the centralised approach.
First, it may create a problem of 'moral
hazard',3 if the authorities do not make

absolutely clear that the government
bail-out is a 'one-off operation. Second,
it is critical that such an intervention be

accompanied by a change in manage¬
ment practices, not least the adoption
of strict lending requirements based on
market criteria and credit-risk tech¬

niques. Furthermore, from a practical
point of view, many countries in the
region might not have the human or
financial resources to set up an efficient
central agency to manage debt, such
as the Resolution Trust Corporation in
the United States. This is a real problem
and could raise the costs of the cen¬

tralised approach since poor-quality staff
and lack of proper incentives would
automatically mean a poor track-record
on loan collection.

The choice of approach has varied
from country to country and appears to
be a function of the speed at which the

ALTALANOS INNOVACIÔS
PÉNZINTËZET

government
wants to pri¬
vatise the

banks. For exam¬

ple, before includ¬
ing the banks in

the mass privatisation programme, the
CSFR decided to transfer a substantial

amount of bad debt from the books of

the banks to a newly created government
institution, the Consolidation Bank. In

addition, the government simultaneously
provided some funds for bank re¬
capitalisation.

The evolution of Hungarian policy is
interesting. For several years the
authorities had rejected the idea of
creating a debt consolidation mechan¬
ism along the lines of that established
in the CSFR. But as bad debt continued

to increase, and the privatisation of the

state-owned banks to lag, there was a
turn-around in government thinking. At
the end of 1992, the government an¬
nounced that a newly established
state-owned institution would purchase
bad debt from the banks for a nominal

amount. The government would then
recapitalise the banks by transferring
bonds to them equal to some percentage
of the nominal value of the bad debt.

One of the main reasons given for the
policy change was to accelerate bank
privatisation.

Poland, on the other hand, has opted
for a decentralised approach which
also makes an explicit link between bank
and enterprise restructuring. 'Bad-debt
departments' for restructuring sub¬
standard loans are being set up in each
state-owned bank. In addition, the Polish
authorities have asked the western

banks associated with a 'twinning'
programme to give advice in cleaning
up the portfolios of their Polish partners.
Finally, banking legislation currently
before the parliament also has a number
of features to accelerate the process,
such as setting a strict time-frame within
which creditors can conclude an agree¬
ment with firms in arrears. Interestingly,
the two Polish banks (out of the nine
split off from the Central Bank) that are
set to be privatised in the near-term were
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13



ECONOMIES IN TRANSITION

Table

STRUCTURE OF THE BANKING SYSTEM

IN CENTRAL AND EASTERN EUROPE

Czech and Slovak

Federal Republt
Hungary Poland Bulgaria Romania

State-owned commercial banks1 2 3 9 58 4

State-owned foreign exchange banks1 3 1 3 1 1

State-owned savings banks1 2 1 1 1 1

Other state-owned, specialised banks1 1 10 3 8 1

Private-sector banks

(no. of which have foreign stake)2 43(18) 32(18) 33(7) 7(3) 8(5)

State-owned banks' assets

(as % of total banking system assets) 43 a 75 b 70 b 80 b

Household deposits
(as % of savings-bank deposits) 100° 80 " 75 b 100° 90 b

Notes:

not available

1 . At time of creation of two-tier ban

2. Most recent data; excludes repres
a. 1991

b. 1992

c. 1990

d. 1987

Source: OECD

dng system
entative offices; for CSFR includes five privatised banks

selected because of their relatively clean
portfolios, which did not require any direct
government involvement in restructur¬
ing.

Improving
the Regulatory Regime
One of the most important things

governments can do to promote bank
privatisation is to provide investors,
particularly from abroad, with coherent,
easily understood regulations that will
not be subject to constant revision or
fine-tuning and, indeed, regulatory re¬
gimes for banks are currently being
established in most CEECs. Regulations
have a profound impact on bank activi¬
ties and profitability, which will enorm¬
ously affect the attractiveness of banks
to private investors. A balance must be

struck between enacting strict regulatory
regimes to ensure the safety and sound¬
ness of the financial sector (similar to
those in mature economic and financial

systems) and the importance of avoiding
overburdening the nascent banking
system with regulations which weigh on
the ability of banks to engage in a wide
and profitable range of financial activities
and thus attract private investors.

One of the most important regulatory
issues affecting privatisation is taxation,

and particularly the treatment of bank
reserves and provisions against loan
losses. Policy here has tended to be
incoherent, caught between the impera¬
tives of increasing government revenues
and the desire to strengthen bank capital.
State-owned banks in many CEECs and
N IS have thus been encouraged to report
unrealistically high profits to inflate tax
receipts. In several of these countries,
the combination of high taxation of profits
with little allowance for the pre-tax
building-up of reserves is adversely
affecting the process of recapitalisation.
This is not only detrimental to the
financial health of the banking system
but dampens the interest of private
investors as well.

Another important regulatory issue
concerns rules of entry, particularly for
foreign banks. The liberal entry regu¬
lations adopted by most CEECs and NIS
are essential to promote competition.
But lax licensing in some of them has
led to a proliferation of banks of dubious
quality, not only doing nothing to promote
a more competitive banking environment
but also raising questions about the
general soundness of the banking system.
Low capital requirements and haphazard
evaluation of ownership and/or manage¬
ment and collateral in particular have
to be improved. In addition, supervisors

should have the authority to address the
problem of insolvent banks in a timely
and orderly fashion by liquidating or
restructuring them.

There are claims that the growing
presence of foreign banks is undermining
the ability of the state-owned banks to
remain profitable while they restructure
and modernise their operations. This
threat may be exaggerated. Foreign
banks do possess advantages that win
business in a number of the more

profitable activities in the CEECs and
NIS, such as foreign exchange or trade
finance. In addition, they can compete
more successfully for the best local
banking and supervisory talent because
they can offer much higher salaries. But
foreign banks have concentrated their
activities on specialised services and
have generally shied away from involve¬
ment in general banking activities, which
carry more risk and require more invest¬
ment.

Measures to shelter the domestic

banking industry from foreign compe¬
tition should therefore be rejected. First,
the huge state-owned banks that are
not fully privatised immediately will
probably become efficient only if com¬
petition forces them to do so. And it
is the foreign banks that are providing
what limited competition there is in the
banking markets in the CEECs and NIS.
Second, protective barriers to entry are
always difficult to remove. Third, the
nascent corporate sector would suffer
by having to pay higher costs for fewer
services in the financial market.

Strategies
to Privatise Banks

No one strategy -whether 'trade sales'
to other banks, including foreign invest¬
ors, sale by voucher or initial public
offer- is necessarily suitable for all
countries orfor all banks within a country.
The appropriate strategy and its imple¬
mentation depends on the objectives of

14
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the government and the economic situ¬
ation in each country. If speedy transfer
of ownership is the most important goal,
the strategy of the former CSFR to
include banks in the programme of mass
privatisation and give shares more or
less gratis to new owners serves the
purpose. If there are multiple objectives
from the privatisation of banks - for
example, earning revenues for the gov¬
ernment, obtaining new capital or ex¬
pertise, or improving corporate govern¬
ance - other strategies must be exam¬
ined.

In view of the current economic and

financial climate in both the CEECs and

the OECD countries, the options for

privatising CEEC banks are limited. The
large state-owned banks are clearly not
ready for privatisation through flotation
on a stock exchange.4 Apart from mass
privatisation programmes, the only other
viable strategy in the near term is
probably a trade sale of all or part of
the equity to a 'strategic' investor or group
of investors. And, in view of the limited

availability of domestic funds, the most
likely investor would probably be foreign.

A strategic foreign investor can bring
numerous benefits. In addition to new

capital, which should lowerthe budgetary
costs of recapitalisation , a foreign partner
can transfer technical and management
expertise on a large scale and provide
focused training. The role of foreign
capital in the privatisation of banks
nevertheless remains a sensitive political
issue. So, while several countries have

4. The privatisation of the Polish Export Development
Bank (EDB) in 1992, which was done by means of
an initial public offering, was a special case. The
EDB was a small specialist bank founded in 1987; it
had no bad debt and its activities were almost totally

geared to international transactions. Even so, the
selling price was only three times earnings, signifi¬
cantly below what has been observed in OECD
countries that have privatised banks.

5. The CSFR made an exception to this policy. In the
case of the privatisation of the Zivnostenksâ Bank,
a foreign bank bought a 40% stake and the Inter¬
national Finance Corporation (IFC) took a 12%
holding.

approached bank privatisation with a
strategic foreign partner as the centre¬
piece, foreign ownership is often limited
to a minority shareholding - no more
than 25% in Hungary, the CSFR and
Poland.5 This restriction may be a
disincentive to strategic foreign invest¬
ors, who will be asked to put in capital,
transfer management expertise, be
required by the regulators to 'stand
behind' the bank in case of difficulties,

and put their reputation at stake. It may
also encourage leading western banks
interested in the region to set up their
own subsidiaries and joint venture

operations instead of playing a role in
the formal process of privatisation.

Yet there are many recognised ad¬
vantages to buying a stake in one of
the large state-owned banks:

a good branch network
a large and usually diversified customer

base

relatively low wages
wider margins than in the OECD

countries.

Moreover, depending on ownership
structure, particularly the government's
share, a 25% stake (or indeed even a
5-10% stake) could easily give an
investor control.

But at present few western banks are
willing to play the role of strategic foreign
investor, in part, perhaps, because of
problems of bad debt and capital ad¬
equacy of their own, which have also
recently caused many OECD banks to
re-assess their strategies on internation¬
al diversification. There are plenty of
recent examples of ill-advised cross-
border bank investments in other finan¬

cial institutions. In addition, marketing
a bank for a trade sale has some unique
features, since banks tend to be viewed
as the mirror image of a country: an
investor from country x is in essence
buying a share in country y and must
have faith in country y 's monetary policy,
regulations, political stability and pro¬
spects of economic growth. With macro-

economic recovery beginning in several
countries in the region, foreign interest
in their banks is likely to grow.

The formerly planned economies are
unlikely to be able to privatise their
banking sector quickly if they do not
tackle the overhang of bad assets in
a decisive manner. Insufficient progress
in restructuring and privatising the banking
sector would have adverse consequences

for the performance of the economy as
a whole since essential banking funct¬
ions cannot be fulfilled efficiently.

Moreover, the fragility of the banking
sector acts as an impediment to the
development of a capital market, while
it could also trigger a financial crisis with
serious fiscal consequences and loss
of confidence by domestic and foreign
investors. The process of economic
transformation would therefore be

strengthened considerably if the authori¬
ties provided a jump start to the de¬
velopment of a healthy, privately run
banking sector.
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A Framework

for the Environment

in Eastern Europe
Brendan Gillespie and Anthony Zamparutti

In 1989 environmental

concerns were one

of the rallying cries
of opposition
to the communist regimes.
Today, with the countries
of central and eastern

Europe on the difficult
path to market-based
economies, the environment
has slipped down
the political agenda.
Environmental problems
may now be more obvious
but the resources

to tackle them are scarce

and, increasingly,
environmental issues

have to compete
with other priorities.1

The environmental problems of
central and eastern Europe are
severe. In the most polluted

regions they threaten human health,
entire ecosystems and species after
species.2 And the scale of these prob¬
lems is much larger than the resources
available from local or international

sources. In 1 989, for example, the Polish
government estimated that it would
require $260 billion to meet its environ¬
mental goals through to 2020, equivalent
to over $8 billion per year. In 1 991 , only
two years later, a little over $1.3 billion
was spent in Poland on pollution control
and environmental improvements - and
yet this figure was over 1% of GDP,

1 Environmental Action Programme for Central
and Eastern Europe, to be published jointly by
OECD Publications, The World Bank, The Commis¬

sion of the European Communities, and the Swiss
Government.

2. Ferenc Juhaszand Aldea Ragno, The Environment
in Eastern Europe: From Red to Green?', The OECD
Observer, No. 181, April/May 1993.

Brendan Gillespie is Head of the Non-member Countries
Branch of the OECD Environment Directorate, where

Anthony Zamparutti is a consultant.
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which is comparable with the share of
environmental spending in many OECD
countries. Over 90% of this amount was

from domestic sources (principally from
earmarked environmental funds and

from expenditures made directly by
polluting enterprises), underlining the
relative paucity of external contributions.

At a meeting at Lucerne in April this
year environment ministers from over
50 countries launched an Environmental

Action Programme for Central and
Eastern Europe (EAP). Its fundamental
premise is that the most cost-effective
results will be realised through the
integration of economic and environ¬
mental policies.3 The EAP (prepared
co-operatively by the World Bank, the
OECD, the Commission of the Euro¬
pean Communities, most of the OECD
member countries individually, the
countries in transition, and other inter¬

national institutions) also proposes that
damage to health caused by poor
environmental quality should be the first
concern - as in the West, in the 1960s

and 70s, when environmental issues
were first addressed.

Detailed analysis of data from ten of
the countries of central and eastern

Europe (CEECs) suggests a common
pattern of the most serious health
problems, recurring in a variety of
locations and caused by:

lead in air and soil from lead and zinc

smelters and from motor vehicles

airborne dust from householdfurnaces,

small-scale enterprises, power and
heating plants, metallurgical and other
large plants

sulphur dioxide and other gases,
especially in combination with dust

nitrates in water, excessive use of

fertilisers, high volumes of manure
run-off from pig and cattle farms and
from rural septic tanks

contaminants in food and water, es¬

pecially where heavy metals or toxic
chemicals threaten supplies of drinking
water.

3. Jean-Philippe Barde, 'The Economic Approach
to the Environment', The OECD Observer, No.

158, June/July 1989.

But human health is not the only

criterion by which priorities can be set.
Other important problems in the region
include:

losses in productivity caused by dam¬
age or destruction of physical capital
and natural resources, such as water

pollution that harms fisheries and air
pollution that damages forests and crops

the deterioration, or threat, of irrevers¬

ible damage to biodiversity in general,
and in particular to unique wetlands,
forests, freshwater, coastal and marine

ecosystems, and mountain habitats.
But each country has its own specific

hierarchy of priorities which reflect
historical patterns of development and
of the (mis)use of natural resources. In
Poland and the Czech Republic, for
example, many cities have severe air
pollution ascribable in large part to a
heavy reliance on coal for heat and
electricity. In many areas of the Russian
Federation and other countries among

the Newly Independent States (NIS) of
the former Soviet Union, huge and poorly
planned agricultural irrigation systems
have harmed freshwater rivers and

lakes and created salinisation problems

across large areas of agricultural land.
The EAP presents analysis, recom¬
mendations and methodologies that will
help countries of the region to establish
their own priorities.

It is also designed to promote con¬
sensus between donors and recipients
of environmental assistance. Too often

in the past assistance has been driven
by the priorities and perceptions of
donors. The EAP, by providing a frame-

A first priority: tackling health problems caused by

work for discussion, should enhance

East-West environmental co-operation.

Finding the best solution to an en¬
vironmental problem can depend very
much on how it is defined. That may
seem obvious, but experience from both
West and East suggests that 'solutions'
frequently are implemented before prob¬
lems are fully understood. 'End-of-pipe'
equipment, for instance, is often chosen
to reduce pollutant emissions from
industrial plant, even though changes
in production processes may provide
less expensive solutions. This choice is
reinforced by a lingering tradition in
central and eastern Europe to focus on
new, large investments rather than
continuously seeking maintenance or
operational improvements.

The Environment

in the Economy

The transition from central planning
to markets should not only improve the
economic performance of these coun¬
tries in the longer term, but should also
yield environmental improvements.
Among the main influences are in¬
creases in real prices for production
inputs such as energy and natural
resources, and hard budget constraints
on public and private enterprises. These
provide powerful incentives to reduce
waste of resources and to improve

industrial 'housekeeping', thereby reduc¬
ing pollution emissions; many of these
countries have already made major
advances in raising energy prices. In
the longerterm.marketforces will create
pressures to replace old and inefficient
equipment with modern, more efficient
technologies, which do less harm to
the environment.

Environment ministries, in co¬

operation with other departments, should
analyse the environmental implications
of industrial restructuring -for instance,
a reduction in pollution and wastes is
accompanying the decline of many

uj heavy industries and the introduction
I of new production technologies. Such
I interministerial analysis could streng¬
th then support for economic reforms that
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yield environmental benefits. It will also
enable environment ministries to focus

on problems that will probably worsen
as countries achieve market-based

growth, such as air pollution from the
growing number of cars and solid waste

and waste water from households using
more consumer goods - and allow them
to avoid wasting resources on uncom¬
petitive polluting sectors that are likely
to disappear in the restructuring process.

Environment ministries also have to

work with their colleagues in other
ministries to find shared goals or, where
this is not possible, to find ways of
reconciling competing policy objectives
at least cost. Uncertainty about liability
for environmental damage, for example,
can impede privatisation, especially
where it involves foreign investment. Yet
privatisation can bring more efficient
management at large factories as well
as resources to modernise plants, two
factors that should reduce industrial

pollution.

Similarly, economic reform provides
new opportunities to reconcile the
objectives of environmental policy with
the potentially substantial environmental
impacts of energy, industrial, fiscal and
agricultural policies. Environment
and energy ministries should look
more closely at opportunities for
energy-efficiency, which can provide
both economic returns and reductions

in pollution. Likewise, agriculture and
environment ministries should consider

how crop production subsidies could be
gradually reduced and re-targeted to
minimise their adverse environmental

impacts.
At the same time, most countries in

the region have adopted or are preparing
new environmental laws. Pollution stand¬

ards should be realistic, especially in
comparison to those of the formerly
centrally planned regimes, which were
very strict but never applied. They should
be supported by effective enforcement
procedures, and provide a structure of
incentives for improved environmental
performance. Emission standards should

be phased in, allowing industries an
extended but clearly defined period to
comply with them. There is also con¬

siderable scope for improving the pol¬
lution charges and other economic in¬
struments which many CEECs have
developed, to encourage the reduction
of pollution.

Institutional

Reinforcement

The CEECs have a well-educated and,

in some cases, exceptionally skilled
labourforce. But there are real shortages
of the management capacity and expe¬
rience required by the market. In en¬
vironment ministries, and the public
sector more generally, there are few
incentives to attract and retain talented

individuals. The vertical organisation
which characterises many CEEC ad-

Sign of the times in a Czech forest: 'Forbidden -

Entry of Persons and Animals and Use of All Kinds
of Pollutants and Fertilisers'.

ministrations, even more markedly
than in OECD countries, further under¬

mines the efforts of (usually weak)
environment ministries to influence policy
in other departments and the government
as a whole.

Institutional weaknesses have also

obstructed the flow of western assist¬

ance. The lack of staff able to comply
with western procedures for project
preparation and management has
severely constrained the disbursement
of funds from donors - a source of

considerable frustration to both sides,
which has resulted in a reduction of the

size of the environmental component in
some donors' budgets.

This shortcoming is all the more
regrettable as western assistance can

play a crucial role in upgrading environ¬
mental management capacity. There are
many ways to this end: training pro¬
grammes, twinning arrangements be¬
tween western and CEEC institutions,
secondments of western officials to the

region and, vice versa, of CEEC officials
to western ministries, integrating CEECs
into international environmental dis¬

cussions. Project implementation will
become much easier if attention is given,
in particular, to:

reformulating (and streamlining) laws
and regulations

decentralising responsibilities for en¬
vironmental management

strengthening the management and
organisation of environment ministries,
particularly for enforcement and for
working with other ministries

developing the ability to analyse in¬
formation and policy, particularly the
economic dimension of environmental

policy

project preparation and management
establishing mechanisms to engage

the private sector and environmental
groups.

Since 1989, western environmental

assistance to CEECs (that is, excluding
the NIS) amountedto about $500 million,
a large sum to have been raised in a
short time, but small compared to the
depth of the region's environmental
problems. The difficulties CEEC govern-
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ments face in raising revenues, com¬
bined with the continuing growth of
expenditures, have intensified budget¬
ary difficulties, particularly for capital
investments. The scarcity of local funds
to match western loans and grants, and
the unwillingness of governments in the
region to guarantee environmental (and
other) loans from multilateral develop¬
ment banks reduces the role that these

organisations can play. Businesses in
the CEECs are as short of funds as

the public sector, and the banking sector
is generally too weak to play the role
of financial intermediary for environ¬
mentally related projects.

Innovative

Investment?

Three points can be made about
environmental spending. First, projects
supported by appropriate cost-recovery
mechanisms can be financed most

readily - sewage treatment financed by
user charges is an obvious example -
yet the amount at which user charges
are set may be constrained by social
and political considerations.

Second, environmental funds, estab¬

lished by earmarking environmental fees,
fines and other charges, can provide an
important source of finance. Funds of
this kind accounted for more then 40%

of environmental investments in Poland

in 1991. But earmarking revenues can
easily lead to an inefficient allocation
of public resources and may also provide
an excuse for reducing the role of the
central budget in financing environment¬
al expenditures.

Third, new and innovative internation¬

al financing mechanisms are under
consideration: debt-for-environment

swaps,4 'blends' of grant and loan
support, and financial transfers from
western countries to central and east¬

ern Europe in order to achieve cost-
effective environmental improvements
under international environmental

agreements. Within the CEECs them-

4. Michel Potier, 'Swapping Debt for Nature', The
OECD Observer, No. 165, August/September 1990.

«-

The improvement of living standards will have implications for the environment - not least because of a

growth in the volume of domestic rubbish.

selves, the financial sector, though still
weak, could play a bigger role, particu¬
larly with the enterprise and municipal
sectors, and new ways are being explored
to engage the private sector in financing
traditional environmental infrastructure

projects.
The EAP suggests that CEEC gov¬

ernments might first consider funding in
two areas:

operational and maintenance costs of
existing public environmental services,
especially the treatment of drinking water
and sewage, the collection and disposal
of municipal waste and monitoring the
disposal of toxic, nuclear and other
hazardous wastes; these expenditures
can help to maintain environmental
quality at low cost

investments which can be justified on
economic grounds alone but which also
bring substantial environmental bene¬
fits - energy conservation, low input and
low waste technologies all fall into this
category, as do expenditures on 'good
housekeeping' and minor plant improve¬
ments which reduce spills, leaks and
material use.

The EAP also recommends a series

of priority targets for environmental
expenditures. First, immediate public
investments should address urgent
health issues. These include: improved
dust controls for non-ferrous smelters

and steel plants as well as the substitu

tion of gas for coal in district heating
plants and households in areas with poor
airquality; the pre-treatment of industrial
waste water where heavy metals or toxic
chemicals threaten the quality of ground
or surface waters; and measures to
reduce excessive concentrations of

nitrates in rural supplies of drinking water.
Second, specific problems in individual

countries have to be dealt with. These

may include waste-water treatment to
protect valuable coastal, tourist and
ecological resources, the phased com¬
pletion of incomplete waste-water treat¬
ment plants (where this will have the
most impact on water quality), and
programmes to prevent irreversible
damage to important ecosystems.

Third, government support could re¬
inforce and accelerate environmental

investments by enterprises in response
to new environmental policies such as
the reduction of saline water discharges
by mines, industrial waste water treat¬
ment in pulp, textile and chemical plants.

Fourth, there also are low-cost

measures that can help address long-
term environmental priorities where
prompt action can avoid the likelihood
of spending much larger sums in future.
Phasing out leaded gasoline and reduc¬
ing vehicle emissions, funding applied
research on the protection of ecosys¬
tems, and the development of systems
to collect, interpret and disseminate
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The rise in energy prices that a market economy will bring will also have benefits for the environment.

environmental data all fall into this

category.

Implementing
Assistance

Two new bodies to promote the new
phase of co-operation have been es¬
tablished. The first is a Task Force' with

a mandate to facilitate implementation
of the policy and institutional aspects
of the EAP; at the request of the
environment ministers at the Lucerne

meeting, the OECD will act as its
secretariat. The Task Force marks a

departure from previous forms of
co-operation in several ways. It will not
be a body in which donors' interests
predominate; instead, donors and recipi¬
ents agree as equals on priority activities
within a common framework. Second,

it covers all countries in the region,
including the NIS. This aspect is import¬
ant, since what little environmental co¬

operation there was among the CEECs
and NIS has ceased. Third, it will aim

to promote a more forward-looking
approach to donor co-operation.

The Task Force plans to concentrate
its efforts over the next two years on:

channelling assistance to enable all
CEECs to develop their own national
EAPs

building up capacity to identify, prepare
and manage the most pressing environ¬
mental projects

engaging the private sector to promote

environmental improvements in enter¬
prises through, for example, better
'housekeeping' methods

enhancing the management of priority
conservation areas

strengthening and streamlining en¬
vironmental training programmes.

The second body is a 'Project Pre¬
paration Committee' (PPC). Its primary
objective is to improve co-ordination
among donors and the rate of environ¬
mental investments in CEECs. The PPC

will bring together donors willing to
commit resources to assist CEECs to

prepare 'bankable' projects. To date
donors, who will control their resources

separately, have committed about
$30 million for this purpose. A second
objective will be to promote co-financing
arrangements, for example, involving
grants and loans. The work of the PPC
and Task Force will be closely related.

The Environmental Action Programme
for Central and Eastern Europe could
prove an effective policy framework to
allow work on some monumental prob¬
lems to get underway. For the EAP to
succeed, more East/West co-operation
is required, as is a commitment on the
part of governments of the region, the
private sector, and environmental groups
to apply the recommendations of the
EAP. The next ministerial conference,

scheduled to take place in Bulgaria in
1995, will provide an opportunity to

monitor progress and to provide further
political impetus for the work started at
the meeting in Lucerne last April.
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Reforming Romanian
Energy Policy

Stephen Perkins

In spite of superficial impressions to
the contrary, reform of the Romanian
economy since the fall of Ceausescu

has been substantial. In the energy
sector, 'framework' legislation designed
to support a market-oriented economy
is in preparation, and the government
(aided by funding from the World Bank)
has nearly finished a series of strategic
development studies to determine in¬
vestment and closure strategies aimed
to make industries economic. It will

provide energy-sector industries with
coherent restructuring plans for the
transition to market conditions.

But some important barriers to the
normal functioning of markets persist.
The most serious is the continued

operation of government rationing for
most energy products. Success in im¬
plementing energy policies is also con¬
strained by progress in general economic

The Romanian government
is beginning to bite
the bullet of reform

in energy policy. But time
is pressing, and the winter

of 1993-94 will

not be easy.1

reform. A promising programme of reform,
developed by the government in con¬
sultation with the IMF and World Bank,

was approved by parliament in February
1 993 but has yet to be fully implemented,
most importantly in exchange-rate pol¬
icy, privatisation and the control of
inter-enterprise arrears.2 The continuing
delay in reaching agreement on further

Stephen Perkins is a specialist in the energy policies
of central and eastern Europe at the International
Energy Agency at the OECD.

disbursements of loans from the inter¬

national financial institutions is making
access to external finance increasingly
difficult. An agreement with the IMF and
World Bank appears likely, but assuring
adequate supplies of energy will remain
difficult until an agreement is signed and
funds disbursed. Even with disburse¬

ment, or a bridging loan from the Bank
for International Settlements, the winter

of 1993-94 will be a critical period for
the Romanian economy.

The government must be given some
credit for demonstrating a commitment
to reforms in the face of the extremely
difficult circumstances that are the legacy
of Ceausescu's industrial policy. The
development of heavy industry, coupled

1 . Energy Policies - Romania: 1993 Survey, OECD
Publications, Paris, 1993.

2. Romania: An Economic Assessment, OECD

Publications, Paris, 1993.
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Figure 1

ROMANIA: TOTAL PRIMARY ENERGY SUPPLY
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Source: IEA

with a policy of uniform regional devel¬
opment, resulted in a predominance of
uneconomic enterprises. The drive for
economic self-sufficiency intensified in
the 1980s: there were no experiments
with market-oriented reform of the kind

seen in Poland, Hungary and Czecho¬
slovakia. Political intervention to force

the pace of completion of industrial
projects frequently affected quality control,
resulting in plant failures or (as, for
example, at the nuclear power plant at
Cernavoda) delays while the defective
work of the past is made good.

The location of large heavy industries
in remote areas with no natural advan¬

tages has left many communities de¬
pendant on single industries that have
no future. The absence of alternative

employment in so many towns has
inevitably retarded industrial restructur¬
ing, and the dreadfully low living stand¬
ards to which much of the population
was subjected made immediate in¬
creases in incomes the priority for
government throughout 1990.

3. Jacques de la Ferté, 'A New Role for Nuclear
Energy?', The OECD Observer, No. 170, June/July
1991.

As a result, the implementation of
reforms has been only partial and, though
serious social unrest has been avoided

so far, the economic recession has been

prolonged. The signs of economic re¬
covery apparent in Poland, Hungary and
the Czech Republic in 1993 are still
absent in Romania.

An Energy
Profile

Total primary energy supply (TPES)
in 1991 was 47 million tonnes of oil

equivalent (Mtoe) (Figure 1), ranking
Romania third in eastern Europe in terms
of energy consumption behind Poland
(96 Mtoe) and the former CSFR (64
Mtoe). Romanian energy consumption
was roughly equal to that in Sweden,
Belgium or Turkey, or half that of Spain
or the Republic of Korea. Romania has
a population of 22.8 million (making it
the second-largest potential market in
eastern Europe); TPES per capita is thus
2.1 tonnes of oil equivalent (toe) com¬
pared to an average of 3.3 in OECD
Europe - while energy consumption per
unit of GDP is two to three times the

average of OECD Europe. TPES peaked
in 1989 at 68 Mtoe and had fallen to

44 Mtoe by 1 992. Romania's domestic
energy production from low-quality coal,
lignite, oil, gas and hydro power covered
69% of TPES in 1991. Nuclear power
production from the Canadian-design
CANDU plant under construction at
Cernavoda is expected to be brought
on stream in December 1994.3

Romania has been a relatively large
producer of oil and gas over the last
decades, but production is now in
decline. In 1991 Romania produced
6.5 Mtoe of oil and 18 Mtoe of natural

gas, a year in which oil imports re¬
presented 19% of TPES and 67% of
primary oil supply.

Crude oil is imported, through the
Constantsa terminal on the Black Sea,
mainly from the Middle East and Russia.
With large refining capacities, Romania
has been a major European exporter
of oil products in the past, but exports
have contracted sharply with economic
restructuring and their potential is un¬
certain. For the import of natural gas
Romania is dependant on a single
pipeline from Russia via the Ukraine and
the troubled area of Trans-Dneistra in

Moldova. Gas imports have declined
since 1989 but still represented 18% of
total supply in 1991.

Romania's geographical position, in¬
cluding its control of Danube transport,
gives the country certain strategic
advantages. Large quantities of Russian
gas (around 9 Mtoe a year) are trans¬
ported across the south-eastern part of
Romania to Bulgaria and Turkey through
two pipelines with a substantial amount
of spare capacity. These links combined
with a large potential for developing gas
storage facilities in depleted gas fields
may enable Romania to develop an
important strategic role in supplying gas
from the southern republics of the former
USSR and the Middle East to eastern

and western Europe. Enhancement of
existing electricity grid inter-connections
with Hungary, either directly or through
the Ukraine, will enable Romania to

participate eventually in exchanges with
the integrated western European sys-
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Figure 2

ENERGY END-USE PRICES, FIRST QUARTER 19931

tern. Romania's strong con¬
nections with Bulgaria and
Serbia may also facilitate
power exchanges over a larger
region.

In spite of the difficult
economic situation, a degree

of progress has been made
in reform of the energy sector
and there have been a number

of successes for energy policy.
In 1992 the government
granted Shell, Amoco, Enter¬
prise Oil and Canadian
Occidental permission for oil
and gas exploration and
production under contracts
regarded by both the govern¬
ment and the companies
concerned as standard

production-sharing agree¬
ments. Romania has thus

been more successful in

attracting foreign investment
to the oil sector than many
other countries in central and

eastern Europe and the former
USSR. But two subsequent
rounds of awards failed, initially because
lack of clarity over legal conditions, fiscal
terms and quality problems with the
seismic data supporting the offers from
the government dissuaded company
interest. A law to establish a standard

and comprehensive framework for future
awards is all but complete and though
progress has been slow it is hoped that
it will be presented to parliament shortly.
In the meantime two government de¬
cisions issued in mid-1993 have im¬

proved transparency in taxation arrange¬
ments and established some of the duties

of a new regulatory agency to be created
by the petroleum law. In response foreign
oil companies have entered into nego¬
tiations over a large part of the area
on offer for exploration and several new
agreements are nearing completion.

Restructuring
the Energy Sector

Restructuring of energy enterprises
has been substantial, and companies
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Source: IEA

enjoy a gradually increasing amount of
independence. The old industrial con¬
glomerates, organised as ministries of
electric power, mining, and so on, were
broken up in 1990. Companies were
re-established either with a commercial

statute or as enterprises destined to
remain in state ownership over the long
term because of their strategic signifi¬
cance. Energy importers and the refining
industry were established as commercial
companies, with coal, electricity, oil and
gas and uranium production and elec¬
tricity, heat and gas distribution to remain
under partial state ownership in the long
term.

Over time, non-essential parts of the
strategic enterprises are being separated
from the parent organisations and
established as commercial companies.
Even in the strategic industries man¬
agement has obtained a degree of
independence from government, though
the state reviews major financial invest¬
ments, a situation that will continue to

be necessary until the series of gov

ernment reports on the integrated re¬
structuring of energy industries is com¬
plete.

The government has stated its intent¬
ion of liberalising the prices of all tradable
commodities but still has some way to

go before meeting this goal. Prices are
still controlled by governmentforvirtually
all energy products. So far energy prices
have been raised approximately to a par
with those in other European countries,
in line with pledges to the IMF and World
Bank, and consumer subsidies on energy

products were largely eliminated in 1 993
(Figure 2).

Unfortunately, real energy prices
proved difficult to stabilise because of
inflation and a rapidly eroding exchange
rate. Until recently prices were adjusted,
to match those in international markets,

irregularly and infrequently. Real prices
then declined until the next adjustment
was made. A more flexible system was

clearly required to avoid the disruption
consequent on these fluctuations, and
the government moved to a system of
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OIL AND GAS FIELDS IN ROMANIA, 1990
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regular monthly adjustments in May this
year. This is only a transitional step in
price reform, and once prices are sta¬
bilised close to those in European
markets, they should be liberalised,
subject simply to the normal safeguards
against monopoly abuses.

In industries such as electricity dis¬
tribution, where opportunities for trade
are limited, there is little reason for

continuing to peg prices to international
rates in the long term. Government
regulation of such utilities will have to

provide for rational price regimes: ef¬
ficient tariffs would best be related to

marginal costs while maintaining bal¬
ance in the long-term financing of in¬
vestment.

Taxation, the other primary control that
government exercises over industry, has

left insufficient revenues for acceptable
volumes of capital investment in many
energy industries. VAT was introduced
in July 1 993, replacing a tax on business
turnover. Fixed-sum excise taxes were

introduced and set to make the change
in the system neutral for company
finances. The next step should be to
adjust the new excise taxes to rates that
the government explicitly judges will let
companies retain sufficient earnings for
investment. With the completion of price
reforms this move would give energy
enterprises a reasonably secure finan¬
cial footing.

The refining industry has made slower
progress than other parts of the energy
sector. The government established a
holding company, Rafirom, in 1991 to
undertake integrated restructuring of the

industry, which comprises five
major refineries and a number
of smaller plants. A reduction
of the scale of the refining
industry is inevitable in view
of persistent over-capacity
both in Romania and else¬

where in Europe. A number
of studies were commissioned

from consultants forthe sector

in 1991 and 1992, but they
examined refineries only on
an individual basis, and in an

unco-ordinated manner, with

a view to interesting foreign
participation in individual plant.
Some western companies
have entered into processing
agreements with Romanian

refiners, exploiting a cyclical
peak in the market for their
products. But little foreign
investment can be expected
until plans for rationalisation
are agreed for the sector. In
1993, new management at
Rafirom finally began work on
rationalisation - one of the

most urgent outstanding
tasks for reform in the energy
sector-to reduce the industry
to an economically viable

^^^ size, close the plant with the
worst prospects and ensure

that investment is concentrated and not

duplicative.

Abolishing
Allocation

But the single most important reform
is the abolition of the administrative

allocation system for energy products
and a number of other resources. The

government continues to ration energy
on the grounds of scarcity of supply,
giving priority to households, agriculture,
the military and industries without access
to foreign exchange over other industrial
consumption. Allocation through such
politicised decisions prevents the devel¬
opment of normal commercial relations,

and until recently the government
has used the system to oblige energy
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industries to supply enterprises up to
their quotas regardless of whether
payment is received or not.

The system may also help preserve
the existing structure of industrial energy
consumption, protecting inefficient and
uneconomic industries. The Ministry of
Industries has stated its intention to end

the practice once a new bankruptcy law
is in place. And though simplification of
bankruptcy procedures is desirable, it
is not clear that a new law is a necessary

condition for ending allocation: the
economic reforms approved by parlia¬
ment in February 1993 should be
sufficient. Even distorted markets for

energy and primary resources will be
more efficient at allocating resources
than the present administrative system.

There are five central priorities for
further reform in the energy sector:

the move to independence for industry
management has to be completed

the allocation system must be abol¬
ished at the earliest opportunity

price reforms have to be completed
through the development of economic¬
ally efficient, market-orientated pricing
and taxation reforms

the existing legislation that guarantees
protection of foreign investment (prob¬
ably the most liberal in eastern Europe)
should be complemented by the early
implementation of the draft law on
petroleum exploration and production

the protection of
the environment

must improve, with
particular attention
paid to enforce¬
ment and cost-

effectiveness of

environmental regu¬
lations.

The government's
technical work in

appraising the en¬
ergy outlook should
include fullerexami-

nation of energy
demand, including
an assessment of

the realistic potential for improved energy
efficiency; a more complete analysis of
the outlook for energy demand will be
required to support decisions on invest¬
ments in energy supply.

Success in reforming the energy sector
depends on the full implementation of
the programme of economic reform
agreed in February 1993. The difficulty
of the negotiations between the IMF and
the Romanian government reflects the
wider difficulties faced by the economy

as a whole. They can be blamed in part
on the legacy of uneconomic and in¬
flexible industrial development and in
part on opposition from interest groups

which stand to lose

/ or y ) . im&A t t w *.v T" t.. j» i
Gradualist reform may have prevented social unrest at the price of
prolonged recession.

Romania's refining industry, using crude oil mostly imported through the
port of Constanta, awaits rationalisation.
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from reform. None¬

theless, in spite of
its hesitant ap¬

proach, the govern¬
ment does appear
committed to the

economic reforms

necessary to estab-
lish a market-

oriented economy.

But as the danger
of a financial crisis

engendered by the
inadequately sup¬
ported short-term
borrowing of foreign
exchange becomes
urgent, the question

is whether economic reform can now

be implemented fast enough to protect
economic enterprises and savings from
a debt crisis. The scope for further delay
in implementing the 1993 economic
reform programme is fast disappearing.
Procrastination should not be allowed

to threaten the success of the reforms

already achieved in the energy and other
sectors of the economy.
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Direct Payments
for Farmers?

Wilfrid Legg
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Price supports and other
subsidies from

agricultural policies
currently cost

consumers and taxpayers
in OECD countries over

$350 billion a year in
higher food bills and

taxes. Those

subsidies, moreover,
distort trade patterns and

heighten tensions
between countries. At the

OECD Ministerial meeting
in 1987 OECD

governments therefore
committed themselves to

reducing total support and
to moving from

output-related subsidies
to other policy measures.

One of them is direct

payments to farmers.1

* ...

There has been much talk about

improving agricultural policy in
the OECD countries in recent

years. But little by way of reform has
yet been achieved in practice. Overall
support still accounts for well over 40%

of the value of agricultural production.
In spite of some progress in tackling
domestic farm programmes, trade bar¬
riers remain stubbornly resistant to lib¬
eralisation, and many of the alternative
measures being put in place, including
direct payment of farmers' income to
replace subsidies, are still linked in some
ways to the production of agricultural
commodities.2

Direct income payments are literally
that: explicitly budget-financed income
transfers made directly to individual
farmers. They are thus distinct from other
policy mechanisms that transfer income

to farmers indirectly, either through
commodity price supports (which raise
consumer prices), through lower input
costs, or through money spent on the

Wilfrid Legg is Head of the Country Studies II and
Environment Division in the OECD Directorate for

Food, Agriculture and Fisheries.

farm sector as a whole, such as publicly
financed infrastructure, research, in¬
spection or information and training.

The main advantage of direct income
payments is that they can be targeted
to specific farmers whose situations are
deemed to warrant such payments. This
characteristic is in sharp contrast with
price supports that are targeted at
commodities, which thereby give most
benefit to the largest producers - who
may not warrant such support. Moreover,
targeting of this sort is more efficient
than price supports, which may easily
leak into the sectors upstream and
downstream from the intended recipi¬
ents, or is wasted in competitive price
subsidisation between countries, illus¬
trating a phenomenon known as 'transfer
inefficiency'. Well-targeted direct income
payments have a high degree of transfer
efficiency in that nearly all of the transfer
ends up where it is intended: supporting
farmers' incomes.

And there are further advantages to
direct income payments: since they are
financed from national budgets, they are
more transparent and thus can be

scrutinised more easily than price sup¬
ports, which are hidden in higher con¬
sumer prices.

But not all forms of direct payment
escape the charge that they produce
economic distortions, particularly if they
are linked in some ways to production
of specific commodities, such as defi¬
ciency payments that give farmers a
subsidy for each tonne of wheat pro¬
duced, or payments for each head of
cattle or sheep. All measures of support,
including direct income payments, will
produce distortions to some degree. Any
income transfer among groups, indeed,
will alter the redistribution of incomes

and the set of benefits and costs to the

economy, the net effect of which is

complex to determine. So any gains from
redesigning policy measures that would

1 . Agricultural Policy Reform: New Approaches.
The Role of Direct Income Payments, OECD
Publications, Paris, forthcoming 1993.

2.Carmel Cahill and Gérard Viatte, 'A Fallow Year
for Agricultural Reform', The OECD Observer.
No. 182, June/July 1993.
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HOW IMPORTANT ARE DIRECT PAYMENTS?

Each year the OECD measures the
costs of transfers (support) from con¬
sumers and from budgets to agricultural
production caused by agricultural poli-

Table

COMPOSITION OF ASSISTANCE

IN OECD COUNTRIES, 1992
% of total assistance

Support of market
prices (net of

levies and feed

adjustment)

Direct

payments*
Other

support

Australia 32 1 67

Austria 84 8 8

Canada 51 20 29

EC 73 11 16

Finland 61 32 7

Japan 84 7 9

New Zealand 17 3 80

Norway 38 55 7

Sweden 77 17 6

Switzerland 76 14 10

United States 59 19 22

OECD 71 13 16

1. These includs

deficiency payrr

payments, whic
production.

Source: OECD

all direct paym

ents, headage £
h are linked to s

snts, inclue

nd acreag
3me extent

ing

to

cies. Currently, around 71 % of the total
transfers in the OECD area as a whole

is transferred by policy measures that
raise market prices received by farm¬
ers for their output and paid by consum¬
ers for their food above those existing

on the world market. Only 13% of the
total support is in the form of direct
payments to farmers from government
budgets - and much of that is trans¬
ferred to the farming sector by policy
measures that raise prices received by

farmers through subsidies based on
output (which are wider in coverage than
direct payments as defined in this arti¬
cle). Although such subsidies do not di¬
rectly affect the market prices paid by
consumers, most of these measures are

production-related (deficiency pay¬
ments - which make up the difference
between a guaranteed price per unit of
a commodity and the actual price re¬
ceived by farmers in the market and
'headage' payments - paid as an
amount per head of cattle or sheep, are
examples). The remaining 16% of sup¬
port is largely made up of budgetary-
financed measures that are not targeted

to specific farmers or commodities, but
to the agricultural sector as a whole.
The shares of total support provided by

different policy measures is very uneven
across OECD countries.

reduce the distortions - because they
weaken the incentive to produce par¬
ticular commodities or using specific
techniques - must therefore be weighed
against the distortions that they them¬
selves subsequently cause. Moreover,
it is possible that the budgetary costs
and administrative overheads associ¬

ated with direct income payments, even
if temporary, will lead policy-makers to
prefer other channels for policy reform
in the search for a reduction in the overall

volume of support.
Indeed, direct income payments -

which, by definition, must be directly
financed from government budgets and
as a condition for transparency in policy
formation - have to satisfy at least two
conditions if they are to allow the market
to play a more prominent role in guiding
farmers' decisions:

amount of payments should be
generally fixed to a particular period, or
remain outside the farmer's control, to
sever or at least weaken the incentive

for farmers to influence the payments
through altering their behaviour (al

though that might not hold where
environmental amenities are provided)

the amount of payments should not
be determined by the volume of current
or future production of specific commodi¬
ties or inputs, to avoid biasing farmers'
choices between specific commodities
or production techniques.

Thus far, the study of direct payments
in OECD countries has focused on

defining the conditions for less economi¬
cally distorting payments. The question
of the implementation and evaluation of
schemes currently in place has not yet
been systematically undertaken. But it
is a subject (payments for the provision
of environmental amenities in particular)
that is part of continuing analysis at the
OECD.

Who, Where,
What, How Much?

In view of the potentially large number
of persons who might be classified as
'farmers', especially with increasing
part-time farming in OECD countries,3

it is difficult to determine who should

be eligible for direct income payments.
Eligibility, indeed, will depend on the
objective(s) of the policy involved. With
payments designed to help farmers
adjust to alternative activities, one
requirement is that those eligible should
have been in full-time farming before
the new policies come into effect. For
schemes intended to stabilise farm

incomes, only those farmers whose
incomes or loss of productive assets
because of disasters had fallen below

a pre-defined amount would be eligible.
In minimum-income schemes, the farm

household would be the eligible unit,
eligibility being determined in conformity
with the criteria established for more

general social-welfare schemes. To en¬
courage the supply of environmental
amenities associated with land use (for
which commercial markets do not always
exist), persons who satisfy the conditions
to produce the defined amenity would
be eligible in principle - which could
therefore include people who are not
farmers.

The situations for which direct income

payments could be made available have
to be very carefully specified, to ensure
that there is the least distortion to the

use of resources and to avoid 'backdoor'

channels of support to agricultural com¬
modities, which would undermine re¬

form. With programmes aimed at facili¬
tating structural adjustment, direct pay¬
ments can help reduce the cost of moving
resources to more productive uses,
through training and relocation schemes,
for example. Schemes to re-establish
farmers' incomes after natural disasters

have to be devised to make sure potential
recipients do not take risks in antici¬
pation of payment. And minimum-income
schemes forfarming households are only
relevant where there are no such schemes

for the society as a whole.
Defining these situations is a pre¬

requisite for focusing on the target that
is the basis for payment. Where environ¬
mental amenities are the primary

3. Dimitris Diakosavvas, 'Structural Adjustment and
Farm Employment', The OECD Observer, No. 182,
June/July 1993.
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mi To minimise the economic distortions that direct
payments could produce, the link between
volume of production and subsidy has to be
broken.

concern, the clear target should be the
provision of the amenity itself - say,
hedgerows, or the provision of a natural
habitat or wetlands - and not the

production of an agricultural commodity
or the use of an input to which the amenity
may be linked. In practice, it can be
difficult to make the distinction, but here

is a case where conditions on farming
techniques could be laid down - the
stocking rates of animals on farms, for
example - to ensure that the target of
producing desired amenities is closely
met.

Targeting also helps to determine the
amount of direct payment. In principle,
there are two broad ways in which it
might be calculated. One is to assess
the costs incurred by the farmer in
undertaking the activities for which
payments are targeted. For example, the
amount of the payment to retrain for
alternative employment - would nor¬
mally be based on the costs borne by
the farmer (or subsidised transition
payments to establish in another acti¬
vity). Again, the costs farmers bear in,
say, providing an environmental amen¬
ity, such as hedgerows or preserving
natural habitat, might be a suitable basis
for calculation.

The other way is to make implicit
valuations, either on the basis of income

forgone from not undertaking another
activity (say, not planting a field with
wheat, but leaving it to assume a natural
state), or measured against some pre¬
determined baseline (such as the loss
of income due to natural disasters,

compared to a recent income trenu;, ui
the difference between farm household

incomes and the minimum deemed

acceptable for society as a whole.
But these valuations are not always

easy to make, nor are they always
unambiguous. If a farmer spends money
to preserve or enhance the landscape,
when there is no return from the market

(as through tourist receipts, for ex¬
ample), governments have a basis to
estimate any payment to the farmer. But
if he improves the environment jointly
with the production of agricultural com¬
modities and yet incurs no extra expendi¬
ture in doing so, how should the amenity
be valued - and, indeed, should any
additional payment be made anyway?

These are difficult issues. But in most

of them a limit should be placed on the
amount of direct payment available to
each farmer, particularly so as to dis¬
courage farmers from undertaking farm¬
ing practices calculated to qualify for
income stabilisation or disaster relief

payments. Often, payments could be
made conditional on farmers' participa¬
tion in the financing of, for example,
income stabilisation and disaster relief

measures, and on undertaking actions,
such as retraining, to be able to benefit
from structural-adjustment payments.

The duration of any such payment will
depend on whether the policy problem
is temporary or longer-term. As far as
possible, market-based solutions should
be encouraged - which are longer-term
and which are likely to emerge as reform
evolves. And even longer-term pro

grammes do not necessarily mean that
any given farmer would be eligible for
payments.

There are other considerations that

have to be taken into account in the

debate on direct income payments. As
well as administrative and budgetary
effects - especially in the transitional
phase of reform, which could mean many
years - they include the costs of ac¬
quiring the necessary information and
data to implement them effectively.

Direct income payments are only one
possible solution to achieve the various
aims of agricultural policies, and there
is no presumption that they are the least
distorting option in all cases. Indeed,
that depends not only on their design,
but also on the circumstances and

reactions of farmers. In the event, direct

payments might be most appropriate
only as transitional arrangements, as
farmers begin to respond to market
signals.
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Hong Kong,
Singapore;

Malaysia
and the Fruits

of Free Trade

Anne Richards

The economic

"dynamism of Hong Kong and Singapore and,
increasingly, Malaysia offers valuable insights
into the benefits of an open trade regime.
The advantages of liberal tradejind investment
policies can be seen not only in the home markets
-of these three small Dynamic Asian Economies,
but also in those of their OECD trading partners.1

Hong Kong, Singapore and
Malaysia - like the three larger
Dynamic Asian Economies

(DAEs), Korea, Taiwan and Thailand2 -
have attracted growing attention for their
extraordinary economic performance. In
sharp contrast, at least until recently,
with the trend in most developing
countries, the governments in all six of
the DAEs have responded to crises with
export drives rather than import controls.

The openness of the trade regimes
in the three smaller DAEs stands out

as the major factor behind three decades
of spectacular trade and economic
growth mirrored by Korea among the
larger DAEs and far outstripping the
liberalising regimes in Latin America3
(Table 1). Hong Kong and Singapore,
indeed, are the most open economies
in the world, and apply virtually no
restrictions on foreign trade or invest¬
ment. Malaysia's trade and investment

Anne Richards is a senior economist in the OECD

Trade Directorate.

policies, open in comparison to most
developing countries, are nonetheless
still circumscribed by a considerable
degree of government intervention.

1 Sustaining the Trade Liberalisation Process:
Experiences in East Asia and Latin America and
the Role of OECD Countries, OECD Publications,

Paris, 1993.

2. Anne Richards, 'Korea, Taiwan, Thailand: Trade
Liberalisation and Economic Growth', The OECD

Observer, No. 184, October/November 1993.

3. Linda Likar, 'Trade and the Transformation of
Latin America', The OECD Observer, No. 183,

August/September 1993.

The OECD OBSERVER No. 185 December 1993/January 1994
29



TRADE

Table 1

ECONOMIC PERFORMANCE:

SIX DAEs AND FIVE LATIN AMERICAN COUNTRIES,
%

1965-90

Real GDP' Inflation'
Gross domestic

investment' GDP per capita'

1965-80 1980-90 1965-80 1980-90 1965-80 I 1980-90 1965-80 1980-90

Hong Kong 8.6 7.2 8.1 7.2 8.6 3.6 6.6 5.7

Korea 9.9 9.7 18.4 5.1 15.9 12.5 7.9 8.6

Malaysia 7.4 5.2 4.9 1.6 10.4 2.9 4.9 2.6

Singapore 10.0 6.3 5.1 1.7 13.3 3.6 8.4 4.2

Taiwan 9.3 a 8.5 11.1 a 3.1 13.4 b 4.6 c 7.5 6.8 d

Thailand 7.3 7.6 6.2 3.4 8.0 8.7 4.4 5.8

Argentina 3.4 -0.4 78.4 395.2 4.6 -8.3 2.1 -1.7

Bolivia 4.4 -0.1 15.9 317.9 4.4 -10.7 1.9 -2.6

Brazil 9.0 2.7 31.3 284.3 11.3 0.2 6.6 0.5

Chile 1.9 3.2 129.9 20.5 0.5 4.3 0.2 1.5

Mexico 6.5 1.0 13.0 70.3 8.5 -3.4 3.4 -1.0

Notes:

1 . Average annual rate of change
a. 1971-80

b. Gross fixed capital formation
c. 1980-89

d. 1980-88

Source: World Bank

Hong Kong and Singapore, which
today boast the highest ratios of trade
to GDP in the world, had a head-start

over similar economies. Both have long
been important ports and played leading
roles as commercial centres: Hong Kong
processed world trade with China;
Singapore performed the same function
for Malaya and Indonesia. After the
Second World War, they both developed
large export-dependent domestic manu¬
facturing sectors, moving gradually from
textiles and clothing to plastics and
electronics and, most recently, from
manufacturing to banking and financial
services. Malaysia was dependent on
close links with Singapore and the British
Commonwealth, but also maintained an

unusually liberal trading environment.
The East Asian market has always
played a very important role for the three
smaller DAEs, which trade patterns
today continue to reflect (Table 2).

The main policy differences between
these three economies lie on the struct¬

ural side of policy-making, particularly
in industrial and labour matters. The goal
of rapid trade and economic growth has
always been the primary focus of the
Hong Kong government, which has in
general adopted 'hands-off' policies. The

Singapore government has been much
more thoroughly interventionist. And
policies in Malaysia have gone through
two phases. Between 1970 and 1990,
the New Economic Programme (NEP)
aimed to boost the participation rate of
the Malay population in trade and in¬
dustry, to bring it up to that of Malaysia's
ethnic Chinese. But preferential treat¬
ment for the indigenous (Bumiputra)
population antagonised industry, and in
1991 the NEP was replaced by the
National Development Policy (NDP),
which has sought a more even balance
between considerations of growth and
the objectives of income distribution
between ethnic groups.

The Engines
of Growth

All three governments have imple¬
mented policies to raise the standard
of universal education, introducing pro¬
grammes intended to boost learning in
the sciences and engineering. They have
also taken steps to root out corruption
among public officials, thereby en¬
hancing the credibility of government
decisions. They have made considerable
efforts to maintain sound relations with

labour and management and prevent
government from impeding entre¬
preneurial drive.

Wage-determination policies differ
among the three smaller DAEs. The
Hong Kong government does not inter¬
vene directly in labour markets; wages
are kept low by regulating immigration
from mainland China. In the early 1 980s
Singapore adopted a high-wage policy
that aimed to attract large numbers of
skilled professionals. After the 1985
recession wage costs began to expand
faster than productivity growth, and so
the government introduced a more flex¬
ible wage-structure linked through nego¬
tiation to overall economic conditions.

In early 1992, wage movements in
Malaysia were similarly linked to com¬
pany performance and labour product¬
ivity, but implementation is being post¬
poned.

There are fewer differences in fiscal

and monetary policy, since all have
remained conservative, helping all three
governments maintain stable currencies.

The three governments have adopted
or discarded policies according to their
over-riding goals of low inflation and rapid
economic growth. Although Malaysia
and Singapore have maintained very low
rates of inflation - in part, a legacy of
the fiscal conservatism of the colonial

era - Hong Kong's inflation has been
moderately higher, reflecting the policy
of fixed exchange-rates it adopted in
1983, when anxiety over the island's
future triggered fierce speculation against
the currency.

Malaysia is beginning to emulate the
openness to foreign direct investment
(FDI) that is characteristic of Hong Kong
and Singapore (Table 3). NEP restrict¬
ions on foreign equity in local projects
were relaxed in 1 986 and coverage was
expanded sharply. From 1 991 , the NDP
raised the threshold, but only for do¬
mestic projects that are more capital-
intensive and have higher value-added.
Malaysia offers a wide array of incentives
for FDI but the benefits to date have

not justified the fiscal costs.

But some policies have hindered
flexibility. In Singapore, for example,
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some high-tech electronics and service
industries continue to be subsidised

without proven export competitiveness,
and in Malaysia admission to schooling
and access to FDI is still governed by
ethnic quotas rather than by a process
of free competition.

Trade Relations

with OECD Countries

The long-standing trade relations
between the small DAEs and OECD

countries have favoured their rapid
economic development in two ways.
First, vigorous trade in merchandise and
services with OECD countries has

provided DAE companies with easy
access to the latest technology and close
contact with highly skilled foreign tech¬
nicians. With the development of infra¬
structure in transport and communica¬
tions, this knowledge and experience
spread quickly from the trading com¬
panies to firms in the rest of the DAE
economies. Second, in designing and
implementing the instruments of trade
policy, governments in OECD countries
deliberately opted to build in a flexibility
which favoured the simultaneous expan¬
sion of two-way trade and effectively
encouraged DAE trading firms to diver¬
sify methods of production and the
composition of merchandise.

The combination of outward-looking
policies, the unusual adaptability of
human and capital resources and a

Table 2

THE THREE SMALLER DAEs: DIRECTION OF TRADE BY MAIN REGIONS

% share of total flows

OECD
United States

and Canada
Japan EC

Developing
Countries

South-east

Asia'
China Other

CEECs/

NIS'

Hong Kong
Exports 1970 83 45 4 25 15 6 9

1990 63 32 5 20 37 14 21 2 *

Imports 1970 64 14 24 18 34 14 16 4 1

1990 39 9 16 10 61 23 37 2 *

Singapore
Exports 1970 43 12 8 17 52 41 2 9 5

1990 50 22 9 14 49 40 2 7 1

Imports 1970 54 11 19 16 45 31 5 9 1

1990 54 17 20 13 42 29 4 9 *

Malaysia
Exports 1970 57 15 18 20 37 32 1 4 5

1989 54 19 16 15 45 39 2 4 1

Imports 1975 63 12 20 21 36 23 4 9 *

1990 64 18 24 15 35 24 2 9 1

1. Includinc : Brunei Indonesia, Malaysia, Phi ippines, Singapore, Thailand Bangladesh, India, <orea, Lao PDR,

Sri Lanka, Afghanistan, Cambodia, Hong Kong, Macao, Maldives, Myanmar, Nepal, Pakistan and Taiwan.
2. The formerly plar ned economies of central and eastern Europe and the ex-Soviet Union.

* Less thar 1%

Source: UNCTAD

Table 3

FOREIGN DIRECT INVESTMENT

INFLOW BY INDUSTRY

US$ million

Hong Kong Singapore Malaysia

1980 1990 1980 1990 1980 I 1990

Textiles and clothing 11 12 19 7 10 334

Metals and electrical 20 -956 218 717 136 3,186

Chemicals -7 83 166 31 639

Coal and petroleum 93 210 1 999

Mechanical equipment 861 57 98 7 432

All other 19 30 85 26 150 927

Total 50 -60 555 1,224 335 6,517

. . not available

Source: OECD, from natic nal sources

stable and reliable institutional environ¬

ment has made it possible for DAE
companies to assimilate new technology
and exploit the opportunities created by
the flexibility in the trade regimes of
OECD countries. This is illustrated most

strikingly in trade in the two largest and
most dynamic industrial sectors of the
small DAEs, textiles and clothing and
electronic machinery. Export growth has
been so rapid that the small DAEs now
rank among the world's leading ex¬
porters and importers of these two
product groups. Hong Kong is the domi¬
nant producer of textiles and clothing,
while Singapore and Malaysia are the
larger electronics manufacturers (box,
p. 33). Between 1 968 and 1 991 , the two
sectors retained a combined share of

nearly 50% in total merchandise export
flows. Ex-ports of office machinery alone
grew at an annual average 28% over
this period, compared to an annual
15.5% for total export flows to OECD
destinations (Figure, p. 32).

The prominence
of these two sectors

has led some

observers to raise

the argument, last
voiced by protect¬
ionist groups and
governments in
OECD countries in

the late 1970s, that

DAE domestic poli¬
cies and the struct¬

ure of protection in
OECD countries,
concentrated on

textiles, clothing and
electronics from the

DAEs, have together distorted the struct¬
ure of DAE exports and industry in favour
of traditionally labour-intensive products.

Closer scrutiny would seem to indicate,
first, that the rapid expansion of exports
of textiles, clothing and electronic
machinery to OECD markets is a direct
consequence of an increase in the
sophistication of the products sold and
the continual upgrading of production
towards international best-practice
technology. Second, in the event the
flexibility of the trade regimes imple¬
mented in OECD countries towards the

DAEs have, through quantitative restrict¬
ions, favoured a shift away from labour-
intensive modes of production. Indeed,
it is this technological upgrading that was
the prerequisite forthe exceptionally high
growth rates of total factor productivity
in the DAEs. The very rapid growth of
OECD exports of textiles, clothing and
electronic machinery to the DAEs in
recent years provides further evidence
that this upgrading is affecting the two
industries world-wide and boosting both
intra-firm and intra-industry trade be¬
tween the two sets of economies.

A Regional
Division of Labour

To benefit from economies of scale,

multinational companies active in East
Asia practise a division of labour, whereby
demand for inputs in one country is
supplied from sources in neighbouring
countries. Technology supplied by Japan,
for example, can join semi-conductors
from Malaysia and disk-drives from
Singapore for assembly in China. This
tendency has stimulated intra-regional
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Figure

TRADE IN MANUFACTURES:

THE OECD AND SMALLER DAES, 1968-91
% share in total trade

trade in around a third of

the total volume of trade,

and in electronic products
in particular, but it has also
slowed the development of
links among producers
along the chain of product¬
ion within each small DAE,
in contrast to the concen¬

tration of production pro¬
cesses observed in the

three larger DAEs.
But it is not only the

multinational companies
that have encouraged
these trade links. China's

blossoming trade and the
dynamism of other neigh¬
bouring economies have
contributed to the recent

boom in regional trade
experienced by all six
DAEs. Between 1970 and

1990, the importance of
the East Asia region, in¬
cluding China, both as an
export market and a source

of imports, grew from 22.1
to 42.6% of total flows. As

much as half of Singa¬
pore's exports went to
countries in the region,
while 60% of Hong Kong's
imports came from East
Asian partners. And al¬
though it is shrinking, the
share of intra-regional trade
destined for OECD mar¬

kets is still relatively high.

The Effects

on OECD

Countries

The sustained trade lib¬

eralisation in all six DAEs

has brought two major
benefits to OECD coun¬

tries. The first is the stimu¬

lus to the expansion of
trade and competitiveness
of OECD exports. The
second is the reinforce¬

ment these open trade
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Source: OECD

regimes bring to the long¬
standing commitment of the
OECD countries to a liberal

international trading system
and world economic growth.
For 30 years, OECD exports
to the six DAEs have been

more vigorous than to any
other market, and exports
to the three small DAEs

have grown extremely rap¬
idly, by an annual average
of 1 6.8% between 1 968 and

1991. This is even faster

than the 15.5% rate for

OECD imports from the
three DAEs, and outstrips
the 12.6% average annual
increase in trade between

OECD countries.

OECD/DAE trade growth
has been particularly fast in
office machinery and tele¬
communications equipment:
DECD exports rose annu¬
ally by an average 21.1%
between 1968 and 1991

whereas imports rose by
28%. Another product cat¬
egory that achieved above-
average growth is the EC
exports of clothing to Hong
Kong and Singapore. Al¬
though relatively small in
terms of value, it further

illustrates the growing intra-
industry trade between
DAEs and OECD countries.

Indeed, several OECD

countries have adjusted
trade and investment re¬

gimes to boost trade further
with the DAEs. The United

Kingdom, for example, like
some others, has introduced

advantageous terms of fi¬
nance for UK exporters to
the DAEs; and Ireland is one
of several countries to offer

incentives to FDI.

Yet all these beneficial

developments could come
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Hong Kong and Singapore have moved from
manufacturing to banking and financial services.

to nothing if the Uruguay Round of GATT
talks is not brought to a successful
conclusion. Hong Kong and Singapore
in particular have been very active in
the Uruguay Round, aggressively seek¬
ing to strengthen GATT rules in a number
of sectors, not least to tighten existing
rules on anti-dumping and countervailing
actions, set international rules of origin
and integrate textiles and clothing into
the General Agreement. Hong Kong and
Singapore were also in the forefront of
GATT negotiations in the 'new' areas
of trade in services, trade-related invest¬

ment measures and intellectual property

rights. The text of the final GATT
agreement will therefore reflect the
influence of the DAEs, making its rules
and disciplines more relevant and re-

AN ELECTRONIC ILLUSTRATION

The process of upgrading industrial pro¬
duction has continued steadily - although
at different speeds - in Hong Kong, Singa¬
pore and Malaysia, as in the larger three
DAEs. Domestic policies, reflecting differ¬
ent political and institutional priorities, and
changes in decisions on FDI, largely be¬
cause of international developments in in¬
dustrial production methods and organisa¬
tion, have also played a role in the evolu¬
tion of industrial development in each DAE
and in the nature of production and trade
links with the rest of East Asia and, in¬
deed, the world. The electronics sector pro¬

vides an excellent example.
Until the early 1990s FDI was largely

directed to production for export in all three
countries. The trend was reversed in 1 990

in Hong Kong with an important outflow of
electronics investments, when Hong Kong,
Japanese and other foreign companies
began to relocate operations at the lower
end of the technological scale in China,
keeping higher-tech activities and business
services like banking in Hong Kong. In both
Hong Kong and Singapore, the expansion
of FDI in banking and commercial services
corresponds to the regional structural
change in the electronics industry, as these
economies have become the regional
headquarters for many large electronics
companies.

The electronics sector in Singapore is
larger than that of the other two small
DAEs; indeed, it is Singapore's dominant
industry. It has undergone several trans¬
formations over the last two decades, shift¬

ing from labour-intensive assembly activi¬
ties to capital-intensive, high-tech manu¬
facturing and related high-value services.
Government promotion of scientific and

technical education and training has rein¬
forced the trend. The industry's growth rate
has been exceptional, expanding by over
1 9 times between 1 970 and 1 980, and more

than doubling between 1 980 and 1 987, with
value-added per worker increasing dra¬
matically as small numbers of specialists
replaced unskilled workers.

Links have been created with local sup¬
porting industries, the services sector, and
the regional and overseas ventures of both
multinationals and local firms. The rapid
growth of regional links has restored Sin¬
gapore's profitable role as a commercial
centre and provider of services in East
Asia, but has also tended to slow the de¬

velopment of indigenous enterprise and
technology. The industry remains heavily
dominated by 100% foreign-owned com¬
panies, mainly from the United States but
also from Europe and Japan.

FDI in the electronics industry has grown
extremely rapidly also in Malaysia and the
presence of foreign-owned companies is
even stronger than in Singapore. The share
of exports of foreign affiliates stands at
around 90% in Malaysia, against 70% in
Singapore. Industrial transformation has
followed the same pattern as in Singapore
but at a much slower pace. Unlike Singa¬

pore, the domestic content of Malaysian
electronics exports has remained relatively
low, since Malaysia imports most of its elec¬
tronics inputs. One reason is a concentra¬
tion on semi-conductor production that re¬
quires highly specialised inputs. But there
is another reason: Malaysia's 'New Eco¬

nomic Programme' discouraged the estab¬
lishment of local supplier industries and
hampered the creation of an adequate
supply of skilled workers.

sponsive to the changing conditions of
world trade.
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The Pros and Cons

of Early Retirement
Over the course of the twentieth

century the amount of time that
work takes in a lifetime has

been markedly reduced. People stay at
school longerand enter working life later.
The working week is shrinking. Holidays
are getting longer, and retirement age
lower. For some 20 years now, the fact
that people are leaving the labour force
earlier and earlier has been a major
development in the labour market in
OECD countries. This trend takes on

additional significance since over the
same period productivity has risen at
a slower pace than in previous decades.

The appreciable drop in both
labour-force participation2 and employ¬
ment rates3 of older workers (aged 55-
64) illustrates this trend towards early
withdrawal from the labour market

(Figure). Although it is true that in the
past some workers retired before the

'normal' age (that is, the age stipulated
by public oroccupational pension plans),

Mahrez Okba is an economist in the Social Affairs

and Industrial Relations Division of the OECD Directorate

for Education, Employment, Labourand Social Affairs.

Mahrez Okba

Growing difficulties in the
labour market in the early

1970s prompted
governments, with the
blessing of the trade

unions, to set up
extensive schemes that

offered workers

powerful incentives to
retire early. Now they are

beginning to regret it.1

they were relatively few in number. These
people stopped working early because
of disabilities or similar reasons, or

simply because they wanted longer to
enjoy the wealth they had accumulated
fortheir pensions. Overthe past 20 years
or so, other factors have played a much
more important role in the trend towards
early retirement: social transfers -

increases in the benefits paid, often on
very generous terms, to the elderly in
the form of pensions for early retirement,
disability or long-term unemployment;
occupational pension schemes, which
have followed the same pattern as public
welfare expenditures; and conditions in
the labour market since the first oil

shock - rising unemployment (including
long-term joblessness) and massive job
cuts.

Theoretically, the oldest workers are
protected by national labour legislation
against redundancies or staff reductions
through early retirement. But in practice,
the principle of 'last in, first out' has come
to be circumvented. Labour and man¬

agement came to agree that this long¬
standing rule would no longer be applied
automatically. The objective was to save
the jobs of the youngest workers who,

1. The Transition from Work to Retirement, OECD

Publications, Paris, forthcoming 1994.

2. The ratio of older people who either work or are
looking for work to the total population of older
people.

3. The ratio of older people who work to the total
population of older people.
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Figure
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if they had to bear the
brunt of redundancies,
would receive income

support less generous
than that of their older

colleagues.
Initially, governments

tried to use mechanisms

that were already in place.
Then, over the course of
the 1970s and '80s, the
introduction of a number

of generous income-
support schemes (gen¬
erally providing benefits
until the 'normal' retire¬

ment age) for older
workers leaving the
labour market prompted
trade unions and em¬

ployers to agree that
older workers would bear

the brunt of the job cuts.
In some countries, it was

the social protection sys¬
tems - such as disability
benefits (as in the Neth¬
erlands, Sweden and the

United Kingdom) or un¬
employment benefits -
that operated as early
retirement plans. The
income support that
workers thus received

provided a socially ac¬
ceptable remedy for the
problem of overmanning.

Employers followed
closely on the heels of
the public authorities.
Faced with heightened
international competition,
they reduced their labour
costs by reigning back
staff numbers - in the

case of older workers,

through early retirement.
For a firm with a benefits

programme that enjoys 	
tax concessions, it can ^^""^^^
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countries, where public pension schemes
are less substantial than elsewhere,

employer-paid pensions can be a sig-

0 10 20

nificant source of retire¬

ment income for older

workers. Occupational
pension funds were used
to encourage older work¬
ers to take early retire¬
ment. In several coun¬

tries, the regulations gov¬
erning these funds en¬
abled an increasingly
large share of older
workers to draw full

pensions before the 'nor¬
mal' age. In the United
Kingdom, there was a
rise in the proportion of
occupational pension
schemes awarding early
retirement benefits at the

employer's request. In the
United States, company
pension plans have, over
time, countermanded, or

even eliminated, the re¬

ductions in government
pensionsforearly retirees.

From Neutral

to Normal

* Towards the mid-

l j 1980s, governments
became aware that the

magnitude of unemploy¬
ment and under¬

employment demanded
something other than the

i ; existing mechanisms, and
began to devise systems
specifically intended for
workers who wished to

withdraw from the labour

market early. Examples
include early-retirement

programmes in Belgium
and France and the Job

Release Scheme in the

United Kingdom.
The rationale for these

systems is as follows. If
pensions are adjusted to

be 'actuarially neutral' (that is, they do
not unduly influence an individual's
choice between early or deferred retire-

Source: OECD
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ment), pension schemes in themselves
offer no incentives one way or the other.
In other words, the pension wealth
deriving from retirement benefits is de¬
termined more by the generosity of a
system itself than by the age at which
people retire. Yet most early-retirement
systems are not neutral in the desirable

sense that the later one retires, the larger
the pension.

It was at this point that specific
government incentives were introduced
in the form of sharp increases in the
rates of income replacement offered to
workers taking early retirement. Overthe
years, these rates continued to rise, and

on occasion have become very high.
As a result, they are now a powerful
incentive to accept early retirement.

These incentives - which work by
making people eligible for previously
unavailable pension wealth - have
proved too successful. To an extent,
early retirement has become institution¬
alised, and the signals sent out by
government, as well as those of the

market, have swayed workers' and
employers' decisions.

The trend towards early retirement has
gathered such momentum that it now

poses a number of substantial problems:
an increased burden on the economy;
the unwillingness of older workers,
through early retirement, to be the first
victims of redundancy (as they frequently
are), which therefore comes as a wrench;
and the near-impossibility for them to
opt for a gradual transition to retirement.

Indeed, governments have been trying
for the last few years to alter the policies
of the past. One of the major concerns
that has prompted them to reverse the
trend towards early retirement is linked
to the future funding of social security.
If people start to consider early retirement
as an entitlement, and if it continues

to be encouraged by transfer payments,
labour costs will increase - especially
since over the next twenty years the
growing shortage of other staff re¬
sources, and particularly young people,
is also going to push costs higher.
Maintaining the incentives for early
retirement, at a time when the 'baby-

As the baby-boom generation grows older, the
financing of early retirement will encounter more

and more difficulty.

boom' generation is growing older, would
have two consequences: the proportion
of older workers eligible for early retire¬
ment would increase, and so would the

tax burden on those who work -espe¬
cially in countries where pensions and
other social transfers are financed by
withholding taxes on wages and salaries.

Extending
the Options

The situation is aggravated by the fact
that incentives to take early retirement
give older workers little choice as to how
they leave the labour market. Forexample,
a number of government-run schemes
require that people stop working alto¬
gether in order to qualify for early
retirement benefits. Rules on combining
pension and employment income very
often dissuade retired people from
continuing to work while they receive
a pension, and occupational schemes
require pensioners to leave their com¬
panies. Clearly, these restrictions run
counter to the wishes of many workers
who would prefer a gradual transition
from work (particularly at the firms where
they have spent most of their careers)
to retirement.

Opportunities for pensioners to keep
working on a partial basis are few and
far between in the OECD countries, even

though the proportion of retired people
working part-time has risen a little in
recentyears. A numberof countries have

relaxed their stance against the employ¬
ment of pensioners, in particular by
cutting marginal tax rates; such meas¬
ures ensure that work is adequately
rewarded, while also reducing the high¬
est pensions. In Japan, opportunities for
redeployment and rehiring are available
to pensioners on different terms, which

frequently involve lower pay.
The choice would be widened if there

were more formulas for gradual
retirement, allowing people who so

wished to start drawing their pensions
before the age of 60-65, without giving
up work altogether. Since the labour
market has changed considerably in the
past 20 years, with the number of
'informal' jobs increasing and careers
becoming less uniform (as people change
companies or professions more often
and the pattern of '40 hours a week
for 40 years' declines), 'preventative'
policies for the management of labour
(including training, redeployment and
individualised career assessment) should
be available for workers long before they
reach the 60-65 age group. In this way,
early retirement would no longer seem
the only (easy) answer. For example,
increased flexibility on retirement would
provide a means of reconciling the
structural changes that have affected the
labour market with the aspirations of
individual workers.

The growth in early retirement stems
from the interaction of government and
private incentives. Increasing incentives
for people to retire early have given rise
to fundamental questions both about
social-security policies and about the
consistency of these policies with labour-
market policies. There will always be
workers who opt for early retirement,
for reasons of health or family obliga¬
tions, or simply to have more free time.
But there is no economic or social

justification for continuing to encourage
this choice on a widespread basis.
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The Hidden Sources

of Employment

Jean-Pier^^ellegrin

Some local or regional economies have been successful in adapting themselves to
structural change. Others have not. The reasons for this difference

are to be found in a complex interplay of factors, some of
which - the hidden factors of development - must be taken into account

in order to design flexible and varied responses to the serious
unemployment problems affecting the OECD countries.1

The geographical distribution and
location of human activity have
changed profoundly overthe last

two decades. The concentration of popu¬
lation in urban areas has intensified;

many rural areas have become depopu¬
lated and fallen into decay; the economic
base of once-thriving industrial regions
has collapsed; and new high-growth
regions have emerged as the real driving
force behind national economies.

At the same time, in the heart of highly
prosperous cities, areas of poverty and
unemployment have appeared or
widened. And while certain hard-hit

industrial regions, both urban and rural,
have successfully reconverted and have
managed to rebuild their economic base,

others have fallen deeper into recession
and unemployment. The very survival
of many outlying rural areas is in doubt,
as local amenities deteriorate rapidly
in the wake of depopulation. This is
especially true of some isolated com¬
munities in southern Europe whose
agriculture is not profitable, but which
possess a heritage the disappearance
of which would be an irreplaceable loss.

The upheavals in the structures of
production and employment in these
regions are the result partly of the rapid

Jean-Pierre Pellegrin works on local development
policies in the Co-operative Action Programme on
Local Initiatives for Employment Creation in the
OECD Directorate for Education, Employment, La¬
bour and Social Affairs.

globalisation of the world economy and
the pace of technological change over
the past twenty years. Such changes
are by no means new, but they have
been particularly sweeping throughout
this period.

These major structural changes -
combined with cyclical fluctuations -
explain only partly why these varied local
economies and employment have
changed so radically. They cannot
account for the multiplicity and the
extreme diversity of circumstances and
performance, for regions facing identical
problems, and with similar assets and

1. Local Development and Structural Change,
OECD Publications, Paris, forthcoming 1993.
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economic bases, have reacted very
differently, achieving highly divergent
results, sometimes even within the same

country.
Local circumstances, of course, are

strongly linked to the sector mix of the
economy of the area, to the structure
and scale of costs, and the type of
products manufactured. They are also
influenced by macro-economic factors
and are very sensitive to the effects of
structural reforms -the elimination of

barriers to competition and foreign
investment, for example -which affect
the functioning of markets, enterprises
and other institutions. But they are also
determined by other factors, the crucial
importance of which is becoming more
and more clear: the ability of local
actors - businessmen, elected officials,

managers of a broad range of public
and private bodies - to initiate devel¬
opment projects, their ability to organise,
co-operate, and to provide information
and support services to a variety of
projects (box). All of these factors are
indispensable, not only for helping
enterprises to stand up to competition
but also for fostering attitudes which are
open to innovation and change.

By definition the influence of these

intangible factors on local development
is hard to measure, and central

decision-makers and analysts have often
underestimated them. Yet they are often
decisive for the success or failure of

attempts to redevelop regions facing
structural change, and it is precisely
these factors that local development
policies try to influence.2

Both when analysing problems -
especially in employment - and when
implementing policies and initiatives
aimed at solving them, it is not enough
to act through national policies alone
(in particular, eliminating all the barriers
to entrepreneurship and the functioning
of markets); there must also be con¬
certed, simultaneous action locally and
regionally to create an environment
which is favourable to change and
initiative. That is where most national

measures are implemented and where
most of the economic and social actors

STRENGTHENING

THE CAPACITY

FOR DEVELOPMENT

There are some local capacities that
should be considerably strengthened
since their deficiencies limit the scope
for development. This is true of the de¬

velopment services that every local
economy should have - information,

training, counselling - for both individu¬
als and enterprises. They are currently
often limited in scale, their 'customers'

are not easy to reach, the extent of de¬
mand is not clear, and their results are

rarely assessed.

How can the quality and effectiveness
of services for development be im¬
proved? By making supply and demand
interact more strongly, by increasing
competition between the providers of
these services, by measuring their per¬
formance and encouraging joint public/
private financing.

The local capability to stimulate the
development of enterprises and employ¬
ment could be increased by mobilising
local and regional institutions more ef¬
fectively: schools, universities, training
and research organisations. There are
many examples of the effective contri¬
bution which these institutions can make

to local development: partnerships be¬
tween schools (or universities) and
firms,' adapting curricula to the reali¬
ties of the local economy, training in
business creation and project manage¬
ment and for local decision-makers and

operators in managing their geographi¬
cal area.

The adoption of a strategic approach
is another condition for successful de¬

velopment actions which is too rarely
met. Before taking action, local and re¬
gional governments as well as firms

must seriously assess the strengths and
weaknesses of the area and its future

opportunities, and must define clear
goals and the means to reach them.

I.Donald Hirsch, 'The Schools/Business

Partnership', The OECD Observer,
No. 174, February/March 1992.

come into play, and where local
decision-makers are able to take up,
support and sometimes carry through
government initiatives, or conduct com¬
plementary initiatives.

A shift in this direction is becoming
perceptible. And it is borne out by a
new 'generation' of government pro¬
grammes, already being implemented in
some countries, in which broad respon¬
sibilities are given to local bodies,
whether public, private or a combination
of the two. Some examples are training

2 Implementing Change: Entrepreneurship and
Local Initiatives, OECD Publications, Paris, 1990.

3. Innovation and Employment, the newsletter of the
ILE Programme of the OECD, gives a number of
examples; Partnerships: The Key to Job
Creation, ILE Notebooks, OECD Publications,
Paris, 1992.

policies in the United Kingdom (Training
and Enterprise Councils), job promotion
in rural communities in Canada (Com¬
munity Development Programmes), and
the Area-based Partnerships to combat
long-term unemployment in Ireland.

The Characteristics

of the Local Approach
The local approach initially focuses on

processes, dynamics, organisation and
the behaviour of the people and insti¬
tutions involved: mobilising the commu¬
nity, working out a plan of action, setting
up a local partnership organisation for
supporting small and medium-sized

enterprises (SMEs) or for co-ordinating
the actors of development, and so on.
The quantitative results in production,
employment and income necessarily
come later, and most often there will

be no way to establish a direct link of
causality, since a large number of
external factors also intervene. For

example, some areas and regions which
have created many jobs also have high
unemployment rates, as their dynamic
economy attracts job-seekers. It is thus
difficult to measure the impact of local
measures. Furthermore, successes can

be threatened by cyclical downturns or
by fresh structural changes. Nonethe¬
less, the value which local initiatives can

add to the process of development or
redevelopment is attested by numerous
observations.3 This is the case in most

cities and regions which have success¬
fully carried out industrial reconversion,
and in numerous rural areas which have

managed to diversify their economic
base.

The local approach tries to bring
together a number of factors. The first
of these is the quality of human re¬
sources. Beyond mere job skills, 'quality'
refers here to the spirit of initiative of
the local population and decision-makers,
their ability to respond positively to crisis
and change, to organise, find collective
solutions, innovate, act and undertake

new projects. This is a crucial factor,

although it is not reflected by most
statistical indicators on incomes or jobs.
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The second major factor emphasised
in the local approach is the geographical
area. This is the space in which the
various bodies come together and in¬
tegrate their actions; for enterprises it
is an environment, a resource pool, an
incubator and a springboard for access
to markets. A number of examples show
the importance of the networks that small
enterprises, with the help of regional
governments, have managed to create
in regions as diverse as Jutland in
Denmark or Emilia Romagna in Italy."
The remarkable successes of these

regions in exports and employment are
widely attributed to such networks.
Knowing the market and taking it into
account is another characteristic feature

of local development initiatives. The key
role of SMEs bears this out, although
small size in itself is no guarantee
of success; what is important is
innovativeness, flexibility, the ability of
SMEs to diversify their local economic
base and their stronger propensity to
create jobs. But local development also
consists of 'organising markets' by
fostering interdependence among local
enterprises and between them and their
economic environment.

Disseminating
Initiative

Rising unemployment and economic
decline were the factors which led local

officials - and other economic agents

as well -to look for grass-roots solutions
to these problems. Back in the 1960s,
in rural areas passed over by growth,
they recommended and launched such
initiatives. In the 1970s and '80s, local

actors responded to growing unemploy¬
ment by trying to foster small enterprises
and encourage self-employment. The
public programmes and private initiatives
for promoting entrepreneurship among
a broad range of groups within the
population, and particularly among the
unemployed, strengthened this trend
during the 1980s. This involved setting

4. Gabriel Drilhon and Marie-Florence Estimé,

'Technology Watch and the Small Firm', The OECD
Observer, No. 182, June/July 1993.

The quality of the human-resource base plays a vital role in local initiatives.

up support and training services for small
or new enterprises, whose key role in
job creation and rebuilding the economic
fabric is widely recognised.

At the same time, these often very
scattered entrepreneurial initiatives have
been co-ordinated within local and

regional development policies, pro¬
grammes and strategies devised by
regional and local decision-makers in
co-operation with a broad variety of
private bodies: chambers of commerce,
banks, business associations and some¬

times trade unions and voluntary organi¬
sations. The decentralisation of respon¬
sibility to regional and local authorities
and the mobilisation of private actors
have led to a proliferation of initiatives
aimed at modernising local enterprises
or helping them to investigate new
markets and products, develop the com¬
munity's resources - especially its
human resources -and diversify the eco¬
nomic base of the production system.

These local development initiatives,
accordingly, are not merely defensive,
marginal solutions for problem areas. In
the most dynamic regions, they are

strategies for adapting enterprises to
meet the changing conditions of markets
and technologies.

Global and Local:

A New Relationship
These initiatives are closely linked to

the major changes which have taken
place over the last twenty or thirty years
in the relationship of enterprises with
local economies on the one hand, and

with the global economy on the other.
Industrial and many service enterprises
increasingly face international com¬
petition: their markets and consequently
their jobs are less protected. Nonethe¬
less, internationalisation does not imply

neglect of local markets.
On the contrary, enterprises can find

the resources they require to face
growing competition and international¬
isation locally just as well as from
anywhere else: information on markets
and technologies, advice on manage¬
ment and transfers of technologies,
innovation and risk capital, and a skilled
labour force. In addition to these ser-
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The flexibility of SMEs, their ability to innovate and their knowledge of market conditions allows them to
diversify the local economic base and stimulate employment.

vices, it is locally and regionally that small
enterprises can find commercial or

financial partners. They can best estab¬
lish networks there as well. Enterprises,
occasionally competing ones, co-operate
within these local networks and share

information and resources, seeking
financial and commercial alliances, for

example, to deal with common suppliers
and customers or to venture into new

markets together. Networks are a source
of major economies of scale and
synergies. They also allow enterprises
to reduce the risks and costs of trans¬

actions among themselves or with other
economic agents, and encourage them
to innovate and to adapt continuously
to international constraints and increased

competition.5

The quality of this local environment,
the business climate which prevails
within it, and the strength of the rela¬
tionships created among enterprises and
with other local actors all have an

important impact on production, trade
and consequently employment. The ability
of local public and private decision¬
makers to create and maintain this

high-quality environment, and the ability
of enterprises to tap the resources that

5 Technology and the Economy, The Key Rela¬
tionships, OECD Publications, Paris, 1992.

it provides, are at the heart of the local
development approach.

The local approach often seems far
removed from, even opposed to, the
goals pursued by the regional-develop¬
ment policies of governments. These
policies have stressed the role of in¬
frastructures and the location of direct

investment from outside. Many local
decision-makers also continue to favour

external enterprises and investment. The
deficiencies and the perverse effects of
this 'exogenous' concept of develop¬
ment - revealed by hasty relocations to
more advantageous regions - have
encouraged the proponents of local
approaches to advocate an essentially
'endogenous' vision based on the use
of local potential and resources and on
the creation and development of small
enterprises.

During the 1980s, regional policies
also sought to stimulate the environment
of enterprises, especially the technologi¬
cal environment. Development strate¬
gies now try to integrate the two ap¬
proaches, reinforcing the competitive
advantages of local and regional econo¬
mies. The goal is to combine measures
for stimulating endogenous resources
and for tapping outside resources with
a view to creating an innovative en¬
vironment in which all development

opportunities are seized and the threat

posed by unending structural change is
anticipated.

Governments can play a role in stimu¬
lating dynamic local economies. They
can intervene to eliminate the barriers

to innovation, decentralise their informa¬

tion systems, and encourage local
authorities to co-operate and to adopt
a strategic approach. They can entrust
local bodies with the implementation of
national programmes on technological
innovation or training, for instance, and
they can improve assessment in order
to ensure that public resources are used
in the general interest.

By acting as a mediator and afacilitator,
by supplying information and start-up
funds, by encouraging innovation and
its dissemination, by stimulating insti¬
tutions to mobilise, co-operate with local
actors and adopt a more strategic vision,
central, regional and federal govern¬
ments can strengthen the development
capability of local economies. This will

heighten the impact of the reform policies
that they are implementing elsewhere,
particularly in employment.

WÊÈ
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Globalisation

and Pharmaceuticals
Claudio Casadio Tarabusi and Graham Vickery

Pharmaceutical companies are re-structuring
their operations world-wide,

forging alliances to develop new drugs and produce
and deliver traditional ones more efficiently.
And how are these developments affected

by government attempts
to reduce health-care costs?1

The pharmaceutical industry is
different from other industries.

Pharmaceuticals are high-tech¬
nology, high value-added products which
are relatively little traded on international
markets. There are a large number of
co-operative arrangements among drug
firms, which have little apparent effect
on world-wide competition. Drug multi¬
nationals and the drug divisions of larger
chemical firms have repeatedly shown
considerable skill at avoiding the reper¬
cussions of macro-economic downturns.

This capacity is the more remarkable

since drug markets are highly regulated,
there is very little direct government
support for the industry (in R&D, for
example, where other high-tech indus¬
tries receive considerable support), and
what support there is comes indirectly
through government subsidies to the
consumers of health care.

What are the secrets of the 'good
health' enjoyed by the pharmaceutical

Claudio Casadio Tarabusi is a consultant and Graham

Vickery an economist in the Industry Division of the
OECD Directorate for Science, Technology and
Industry.

industry? Its supposedly enormous
lobbying power? Its oligopolist structure?
A central explanation lies in the peculiar
pattern of globalisation that the pharma¬
ceutical industry has developed.2 The
routes chosen by drug companies in
investing abroad are the result of a
learning and adaptation process in an
uncertain and rapidly evolving environ¬
ment.

Pharmaceuticals can usefully be di¬
vided into three separate categories:
those still covered by patents; out-
of-patent, generic or multi-source drugs;
and over-the-counter (OTC) medicines.3

'In-patent' drugs, usually sold on pre¬
scription, are the most important cate¬
gory (accounting for around 70% of the
world market) and are responsible for
the rapid growth of the pharmaceutical
industry since the Second World War.
Profit margins around 30% of sales are
not unusual, but expenditures on R&D
and marketing (13% and 24% respect¬
ively in 1989) are also above-average.
Competitive advantage lies in innova¬
tion: high R&D costs must mostly be
recovered over the short duration of the

exclusive patent by means of world-wide
marketing. The faster that patent holders
enter all major markets, the quicker they
recoup their R&D investments.

Generic or multi-source drugs are out
of patent and are sold on prescription
under the name of their active ingredient
(ampicillin, for example) the originator's
name (Penbritin) or other brand names
(Amcill, Omnipen, Polycillin, Principen).
Price competition is often fierce and profit
margins are low. Companies that pro¬
duce only generics tend to limit activities
to their home countries and regions.
Companies which developed the original
products are also present in this

1. Claudio Casadio Tarabusi, 'Globalisation in the

Pharmaceutical Industry: Technological Change and
Competition in a Triad Perspective'. STI Review.
No. 1 3, OECD Publications, Paris, forthcoming 1993.

2. The term 'globalisation' still has a range of meanings
and contains some imprecision. Globalisation can
be defined as the widening and deepening of the
operations of firms with the intention of developing,
producing and selling goods and services outside
their home country.

3 The Pharmaceutical Industry: Trade Related
Issues, OECD Publications, Paris, 1985.
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Table 1

THE 15 LARGEST PHARMACEUTICAL COMPANIES
7997 and 1981

Name Nationality

1991

Sales

million

dollars

1991

Pharmaceutical Sales

as%

of total sales

1991

Rank

1981

Rank

Glaxo United Kingdom 7,247.0 100.0 1 20

Merck & Co United States 7,225.1 84.0 2 3

Bristol-Myers Squibb United States 5,908.0 52.9 3 10/14

Hoechst Germany 5,429.3 19.1 4 1

Ciba-Geigy Switzerland 4,611.6 31.4 5 4

Sandoz Switzerland 4,440.7 47.4 6 8

SmithKline Beecham UK/USA 4,370.1 52.7 7 13/22

Bayer Germany 4,309.1 16.9 8 2

Hoffmann La Roche Switzerland 4,119.9 51.6 9 7

Eli Lilly United States 4,031.0 70.4 10 9

American Home Products United States 4,018.0 56.8 11 6

Rhône-Poulenc Rorer France/USA 3,824.3 100.0 12 16

Johnson & Johnson United States 3,795.0 30.5 13 19

Pfizer United States 3,770.7 54.3 14 5

Abbott United States 3,512.0 51.1 15 17

Source: OECD, adapted from Scrip: Review of 1992, World Pharmaceutical News, London, 1 993

'after-patent' phase of competition, and
often sell their products at higher prices
than generics or other brands because
they benefit from name recognition and
'brand-loyalty' on a worldwide basis.

Over-trie-counter drugs may be sold
directly to consumers without prescript¬
ion. They have high advertising and low
research expenditures, and competition
turns on marketing established brands
(Aspirin is an example). New products
are rare.

Drugs in the first two categories, often
called prescription or 'ethical' drugs, are
mostly paid for by governments, or by
consumers (patients) indirectly through
health insurance. In 1991 the world

market for ethical drugs was estimated
to be $175 billion.4 And diseases

associated with aging populations
(Alzheimer's, cardiac problems), the
advent of new diseases (such as AIDS),
and resurgence of old ones (cholera,
malaria, tuberculosis) are making in¬
creasing demands for new therapeutic
remedies and for better and earlier

detection of health problems.

Ruling
the Roost?

The same group of pharmaceutical
companies have been leading the in¬
dustry forseveral decades, enjoying high
rates of profit without being seriously
threatened by new entrants (Table 1).
The top 20 large firms are research-

based and together account for close
to half of world sales. But none of them

is dominant. None has a share exceeding
5% of the world market, or 20% of any
major national market. The leading
position has changed frequently, but all
firms in the top 15 in 1991 (in terms
of world sales) had been in the top 20
in 1981.

The industry consolidated internation¬
ally during the last decade, but to a lesser
extent than might be expected from the
wave of large mergers and acquisitions
at the end of the 1980s (Table 2).
Consolidation has recently intensified in
the generics market as research-based
firms have sought acquisitions and joint
ventures with generic and OTC firms
to extend dominant positions after patents
expire.

Foreign turnover (foreign sales plus
exports) is of enormous importance to
pharmaceutical firms. European firms
are the most active in foreign markets,
followed by American ones. Japanese
firms are the most dependent on their
domestic markets. Overall, the 50 largest
drug companies collect more than half
of their total turnover in foreign markets.
Still, total exports of finished drugs
account for less than 1 0% of world sales;

since large firms supply foreign markets
mainly through their affiliates and the
smaller ones are focused on domestic

markets.

Drug production takes two stages: the
preparation of basic ingredients (the

molecules which are physiologically
active), and conversion into final pro¬
ducts for sale. Production runs of active

ingredients are usually small, requiring
high and flexible manufacturing skills.
Volumes are small and transport costs
are low. The activities of conversion,

mixing, packaging and presentation for
final sales are more dependent on
familiarity with markets than technical
know-how.

In the past, most governments have
discouraged the import of finished drugs,
mainly by means of non-tariff restrictions
(for example, by setting elaborate testing
and packaging requirements), leaving
their countries open to inflows of foreign
investment. Thus one leak was plugged
while another was enlarged: pharma¬
ceutical companies adapted by going
multinational. The spill-overs of know¬
ledge expected from inward investment
were often limited: the conversion into

final products was transferred to host
countries, which received shipments of
active ingredients from the home coun¬
tries of the parent firms. This practice
is reflected in relatively intensive trade
in intermediate active ingredients (in
value it parallels trade in finished pro¬
ducts), most of which is intra-firm. For
the United States, for example, two-thirds
of all pharmaceuticals trade is between
parents and affiliates.

R&D,
the Backbone

Basic exploratory research is designed
to discover new physiologically active
compounds, and is followed by extensive
development and testing. After discov¬
ery, development involves synthesis,
establishment of biological effects, test¬
ing on animals (pre-clinical) and human
beings (clinical), to determine activity and
detect adverse effects. This process is
lengthy, costly and uncertain. Only a
handful of genuinely new drugs are
commercialised each year, their num¬
bers have been declining, and there is

4. Adapted, allowing for exchange-rate changes,
from Scrip: World Pharmaceutical News, Review of
1992, PJB Publications, London, 1993.
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much emulation of successful drugs by
rival companies.

The share of government funding in
business R&D is less than 2%, some¬

times much less, in most OECD coun¬

tries, in sharp contrast with the other
R&D-intensive industries, aerospace,

computers and electronics, which thanks
to their importance for defence, receive
large amounts of government R&D
funding.

Research is among the most central¬
ised activities in large companies.5 Even
the very largest carry out basic research
and clinical evaluation in only a few
locations, with the main centre of

research in the home country. R&D
facilities were set up abroad either to
tap outstanding scientific and techno¬
logical knowledge or to meet govern¬
ment regulations.

Recently, R&D strategies have been
re-shaped by the so-called 'new
biotechnology', a set of technologies
whose potential is mainly being explored
in pharmaceuticals to develop novel
protein-based drugs, more reliable dia¬
gnostic tests, and more efficient drug
delivery systems.6 Much of this research
is carried out by small, mostly US-based,
firms which first appeared in the
mid-1970s and proliferated in the early
1980s (they are known as 'dedicated
biotechnology companies', or DBCs).
Established pharmaceutical companies
soon saw the potential of this new
technology, but usually lacked the in¬
ternal skills to foster it. So a web of

collaboration agreements was set up
linking the largest drug companies with
small DBCs, to trade financial and

marketing support against research re¬
sources.

The new biotechnology has driven
globalisation of the R&D function of
non-US firms, which were lagging in this
important area. It also suggests a new
trend in the industry, with more import-

5. Pan Patel and Keith Pavitt, 'Large Firms in the
Production of the World's Technology: An Important
Case of Non-Globalisation', The Journal of Inter¬

national Business Studies, No. 22, 1991.

6. Margaret Sharp, 'David, Goliath and the Biotechno¬
logy Business', The OECD Observer, No. 164,
June/July 1990.

Table 2

RECENT LARGE MERGERS/ACQUISITIONS IN PHARMACEUTICALS

Year Type' Firm 1 Operation Firm 2

1988 A

A

B

B

Eastman Kodak

American Home Products

SmithKline Beckman

Boehringer-Ingelheim

United States

United States

United States

Germany

takes over

takes over

takes over

takes over

Sterling Drug
A.H. Robins

Bio-Science Labs

Bio-Méga

United States

United States

United States

United States

1989 A

A

A

A

A

A

Novo

Merrell Dow

SmithKline Beckman

Bristol-Myers
Fujisawa
Institut Mérieux

Denmark

United States

United States

United States

Japan
France

merges with
merges with

merges with
merges with
takes over

takes over

Nordisk

Marion

Beecham

Squibb
Lyphomed

Connaught

Denmark

United States

United Kingdom
United States

United States

Canada

1990 A

A

C

C

C

B

Rhône-Poulenc

Boehringer-Ingelheim
Ivax Corporation
Medeva

Siegfried
Roche

France

Germany
United States

United Kingdom
Germany
Switzerland

takes over

takes over

takes over

takes over

takes over

takes over

Rorer

Yamaguchi
Harris

Evans and Kerfoot

Dakota

Genentech

United States

Japan
United Kingdom
United Kingdom
France

United States

1991 B

B

C

American Home Products

Cetus

Kabi Pharmacia

United States

United States

Sweden

takes over

merges with
takes over

Genetics Institute

Chiron

Pierrel

United States

United States

France

1992 C

A

Upjohn

Lilly

United States

United States

takes over

takes over

Sanorania

Beiersdorf

Germany

Germany

biotechnology1 . A: large mergers/acquisitions between pharmaceutical

firms; C: consolidation in generics.

Source: OECD compilation

irms; B: acquisitions of dedicated

ance attached to external sources of

research, and to the national research

infrastructure (the National Institutes of
Health in the United States, for example),
as firms seek new ways to develop
products by means of alliances and
sub-contracting research.

The 'Visible Hand'

at Work

There is a substantial amount of

government regulation of pharmaceuti¬
cals, even in countries where regulation
of industry is otherwise weak. For health
and safety reasons all national admin¬
istrations control the admission of new

drugs to domestic markets through
complex regulatory approval procedures.
These cover testing and inspection of
safety, quality and effectiveness, pack¬
aging and labelling. Companies often
find it easier to fulfil such procedures
by building a significant local presence.
Their foreign strategies are also affected
by differences between countries in the
time taken for testing to be completed
or regulations to be applied.

Efforts are being pursued to reduce
the distorting effects of some of these
non-tariff barriers. In 1 991 , after a series

of International Conferences on Har¬

monisation, the European Community,
Japan and the United States agreed on
new drug-testing guidelines, covering
manufacturing quality assurance, tests
on laboratory animals and efficacy testing.
These guidelines set international stand¬
ards for the data which firms must

produce to get new products approved,
and in principle allow a single set of
tests to be used to obtain regulatory
acceptance. These efforts have been
pursued further in 1993.

Most governments try to control
expenditures on pharmaceuticals by
regulating prices of individual prescript¬
ion drugs, by increasing direct costs to
consumers, or by encouraging com¬
petition from cheaper sources, chiefly
generics. Price controls on pharma¬
ceuticals and cost reduction are part of
wider health-care cost-containment

policies in most OECD countries, even
though pharmaceuticals are not the
major component of total health-care
costs (they range from a little less than
1 0 to 25%). In addition, since consumpt¬
ion of medicines is highly price-sensitive,
price controls might easily end up
increasing the drug bill.

What Form

for Globalisation?

As the effective patent life of drugs
shortened, firms reacted by increasing
the extent and intensity of marketing and
sales efforts devoted to drugs still
covered by patent. Research-based firms
realised that, for innovation to be pro¬

fitable, new drugs must reach markets
all over the world in as short a time

as possible. At the same time, in
response to the increasing government
control on health-care expenditures -
which favours non-reimbursed medi¬

cines and out-of- patent, cheaper ones -
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The faster the companies that hold patents for drugs make it to the market, the more quickly they recoup
their RSD costs.

drug companies are taking over and
forming alliances with producers of
generics and OTCs and with mass

distributors, to market drugs more
effectively at lower cost in the countries
with the highest consumption. Whether
this recent move is likely to increase
globalisation by forming more extensive
trans-border link-ups is too early to say.
But it is likely to have lasting effects
on the cost-structures and vertical

organisation of the industry.
The conversion of active ingredients

into final products is also highly decen¬
tralised. Investing abroad in labelling and
packaging activities allowed firms to
circumvent non-tariff barriers and gain
access to foreign markets without
exposing valuable knowledge about the
production of active ingredients. The
mismatch between centralisation of

production of active ingredients and
dispersion of conversion into final pro¬
ducts suggests that a significant portion
of international trade in finished products
has been replaced by intra-firm trade
in intermediates.

R&D, the most centralised of activities,

completes the picture of the 'global
triangle'. But applications of biotechno¬
logy to the pharmacological research
system have partly distorted this neat
image. Established pharmaceutical
firms opened a 'window of opportunity'
to learn how to manage the potential
applications of new biotechnology by

co-operating with DBCs. Since the DBCs
are located mainly in the United States,
this move has meant developing a new
form of globalisation for European and
Japanese firms. Furthermore, techno¬

logical co-operation has not implied any
loss in commercial competition; rather,
it has enhanced it, by allowing some
DBCs to enter the drug market as
independent units.

Pharmaceutical companies have
shown a marked capacity for keeping
abreast of the evolution of their industrial

environment. This task has been accom¬

plished by a continuous and innovative
re-shaping of their organisational struct¬
ure world-wide. The latest example is
provided by their adaptive response to
cost-containment pressures: the forma¬
tion of alliances in search for comple¬
mentary capabilities. In the short term,
research-based firms are signing market
alliances with generics and OTC pro¬
ducers in order to increase sales and

lower marketing costs. In the longer term
they are co-operating with DBCs with
the hope of gaining a novel and highly
profitable approach to drug discovery.

Herein lies the explanation of the
'high-profits-and-few-entrants' enigma.
Barriers to entry in the pharmaceutical
industry come from the dynamic accu¬
mulation of knowledge in developing
products and markets, not from tradi

tional economies of scale. It is not simply
by globalising that the pharmaceutical
industry has been successful, but by
elaborating a flexible pattern of
globalisation particularly suited to the
environment in which the industry
operates.
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Spotlight
on

Japan
Public Finances

Japan has a relatively high volume
of government debt, at about
70% of GDP, while debt-interest

payments amount to 15% of public
expenditure. The medium-term focus of
Japanese budgetary policy has thus
been on controlling and limiting overall
government spending in order to reduce
the burden of outstanding government
debt and debt service. While the OECD

area as a whole has been running a
collective general government budget
deficit of around 4% of GDP, Japan was,
until 1 992, in the virtually unique position
of running a surplus.1

A Rapidly Aging
Population

The contrast between high govern¬
ment indebtedness and a relatively
sound balance on general government
account is explained in essence by the
build-up of social-security assets. These
are counted as budget receipts in
internationally standardised budget ac¬
counts, but may be more precisely
viewed as private-sector assets when
making calculations of government debt
(since governments have commitments
to invest pension-fund income and
return the proceeds as pension benefits
when they become due for payment).
In Japan the accumulation of such
assets occurs because the pension
system in Japan is less mature than
those in other major economies, the
ratio of pension recipients to contribu¬
tors being rather low.

But the Japanese population is aging
relatively fast, so much so that the
old-age dependency ratio, it is ex¬
pected, will more than double by 2010.
In this respect, the Japanese budgetary
situation is set to deteriorate rather

rapidly, since current wage-earners are
paying pension contributions at rates
significantly below those which could
be considered actuarially fair, given
current pension provisions. Indeed,

Robert Price is an economist in the Country Studies
and Economic Prospects Branch of the OECD
Economics Department.

Robert Price

accumulated pension contributions cur¬
rently cover pension benefits by a factor
of only 15%.

There are three possible solutions to
this shortfall: either future pension pay¬
ments will have to rely on subsidies by
future contributors, which would imply
unacceptable increases in the contribu¬
tion if pension benefits are to keep up
with wage growth; or benefits will have
to be reduced (including postponing the
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start of pension payments from 60 years
to 65 years); or the government contri¬
bution will have to be raised, via general
taxation. Whatever the ultimate solution

to the funding problem, it is evident that
taking account of the government's
future social-security obligations can
fundamentally alter the picture of ap¬
parent budgetary health.

The Fiscal Investment

and Loan Programme

In Japan the assets of the social-
security funds are deposited with the
Trust Fund Bureau of the Ministry of

Finance, which uses them to help
finance investment and lending opera¬
tions, administered through the Fiscal
Investment and Loan (FILP) system.
The FILP also receivesfunds from other

sources, the most important of which
are savings through post offices, a very
large amount in Japan. The annual
FILP programme is submitted to the
Diet for approval at the same time
as the central-government budget, but
the government has more discretion
to vary FILP income and outlays without
asking for parliamentary approval. This
facility has proved attractive in periods
of budget austerity, when FILP expendi¬
tures have grown relatively rapidly.

In the process, the FILP has been
used to achieve economic and indus¬

trial objectives which could not be met
through conventional fiscal means. Up
to the mid-1970s, since the emphasis

was placed on rebuilding Japan's
economic base, the FILP was used

to help develop industrial infrastruct¬
ures, such as roads, the transport

system and telecommunications; it also
accelerated private capital formation.
Since the mid-1970s, the financing of
social projects (including housing in¬
vestment) has received equal empha¬
sis with industrial projects. In principle
the FILP funds should be allocated to

profit-making projects; in practice they

1 . This article is a summary of a chapter in OECD
Economic Surveys: Japan, OECD Publications,
Paris, 1993.
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are used in less profitable areas. There
is, for example, a discretionary lending
rate, dictated by policy, which is applied
favourably to private housing loans
made by the Housing Loan Corporation
and a number of other institutions

(including the Japan Small Business
Corporation).

If the investment and loan operations
of the FILP were counted as a part of
the normal budget, Japan would be seen
to have had a gross public-sector
borrowing requirement of around 5% of
GDP in 1992. Any appraisal of fiscal
policy stance should thus include an

appraisal of the main budget and FILP
programme combined, and to this end
procedures have to be adopted to make
FILP operations and their links to the
main budget more transparent.

Furthermore, the sustainability of the

Japanese budget position must also be
judged against the additional difficul¬
ties that future pension commitments
threaten to add to tax pressures. In this
respect, like government borrowing, the
tax burden may also be heavier than
it seems. It is also heavily concentrated
on income taxes. In common with many
other OECD economies, the tax structure

has departed substantially from the
principles both of economic neutrality
and horizontal equity, as the income-tax
base became more and more narrowly
focused on the taxation of labour income.

Recent reforms have improved but not
corrected the situation. A consumption
tax was introduced in 1988 and the

income-tax base widened. Yet consid¬

ering the small size of the overall tax
burden, the Japanese income tax sys¬
tem is still relatively onerous insofar

as it is steeply progressive in the
middle-income ranges.

The present tax system, in particular,
will prove increasingly distortionary and
inequitable as consumption rises and
the proportion of working-age populations
falls in response to the growing number
of retirees. The aging of the population
thus means that more emphasis can and
should be placed on taxing consumption,
allowing room for lowering income tax
rates. Reforms to this end are currently
under discussion.
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The United States

Restoring Productivity Growth
Productivity growth in the United

States has slowed dramatically
over the last three decades, far

more than in most other OECD countries.

US productivity is nonetheless still well
above the European - and far above
the Japanese - average, even in
manufacturing. Moreover, labour costs
in manufacturing are currently some 30%
below foreign competitors. In spite of
strong gains in 1 991 and 1 992, estimates

of the trend in productivity suggest that
the 1990s to date have seen no more

than a normal cyclical recovery.

Mark French and Peter Jarrett specialise in the
economies of the United States and Iceland in the

Country Studies Branch of the OECD Economics
Department.

Mark French

and Peter Jarrett

US productivity figures may thus be
surpassed in the next decade or so by
a number of countries.1

This slowdown has received much

attention. Some of the concern is

misplaced: such slowdowns are a

world-wide phenomenon; moreover, they
are not occurring in all parts of the US
economy. Manufacturing output per
worker, for example, recovered strongly
in the 1980s, especially in computer
production where one-third of the overall

gains were registered. In the expanding

services sector, measured output per
hour has always grown more slowly than
in manufacturing - indeed, it has de¬
celerated steadily since the Second
World War, holding down aggregate
growth in productivity. But several dis¬
turbing trends have appeared in recent
years - problems which, if not corrected,
could come to undermine both labour

productivity and living standards.
Over the 1980s both personal and

government saving rates declined sharply
in the United States, so much so that

the overall national rate fell substantially.
During the mid-1980s, an inflow of
foreign capital partially shielded domes-

1 OECD Economic Surveys: United States, OECD
Publications, Paris, 1993.
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tic investment from the decline in

savings. Yet since 1984 the United
States has invested less and less

relative to its income, and other coun¬

tries continue to invest more, so that

theircapital intensity has been catching
up. A few OECD countries may even
have passed the United States in capital
intensity during the late 1980s.

The new administration has proposed
a variety of policy changes designed
to speed productivity growth over the
long term, including reforms aimed at
raising investment in plant and equip¬
ment. To a large extent, new technology
is embodied in capital goods: there has
thus been a historical link between

growth in total factor productivity and
increasing capital intensity. Opinions
differ on whether more investment in

equipment causes faster growth in
productivity; perhaps, instead, improve¬
ments in available production methods
induce more rapid investment to in¬
corporate them. In any case, it is not
clear that any favourable externalities
would be large enough to justify the
cost of government support of such
investment. Ultimately, the best way
to boost US investment is to reduce

the drain on investment funds and lower

long-term real interest rates by cutting
the federal deficit.

Structural

Change
The cost of structural adjustment may

impede growth in output and product¬
ivity. One structural change which is
important enough to merit special at¬
tention is the reduction of the armed

services. The real value of expenditure
on national defence has been falling
since 1989, as has its share of GDP
since 1986. The number of workers in

defence and ancillary sectors is expected
to fall by 2.8 million (over 2% of total
employment) in the decade to 1997. If
the budget savings are not used to
increase other non-defence purchases
for current consumption, the long-term
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impact on investment and output should
be beneficial. But over the next few years
the cutbacks in defence will, by damp¬

ening demand, also reduce the growth
of real GDP. The administration has

proposed spending $20 billion on the
Defence Reinvestment and Conversion

Initiative to ease the transition. Yet the

feasibility of conversion is open to
question, and even if amounts as large
as this can be spent effectively, the

2.Barrie Stevens, 'New Approaches to Infrastruct¬
ure Provision. The OECD Observer, No. 182, June/

July 1993.

success of each programme will have
to be monitored explicitly.

Public investment in physical infra¬
structure declined as a share of GDP

from 3.1% in the 1960s to 1 .4% in the

1980s.2 Some commentators, including
the new administration, doubt if existing
facilities are adequate for the growing
expectations in living standards, and
in its budget for 1 994 the administration
proposed a modest increase in invest¬
ment in public infrastructure. Reform
of pricing to promote the efficient use
of existing facilities (such as 'time-of-
day' pricing for airport landing slots)
seems warranted nonetheless.

Human capital has been a major
contributor to economic growth in the
United States: up to a quarter of
income-growth per worker since World
War II can be ascribed to better edu¬

cation. Although otherOECD countries
have also made major gains, educa¬
tional attainment as a whole in the

United States remains higher than
elsewhere. But for over a decade now,

the US system has not shown itself
capable of boosting the skills of indi¬
viduals who do not intend to go to
college, especially among inner-city
minorities. Until now the federal gov¬
ernment has played only a minor role
in the financing of education and
vocational training systems, with a
much larger part played by state and
local governments and private industry;
federal efforts were focused primarily

on education and skill-training for
low-income groups. The 1994 Budget
proposes to increase these federal efforts
sharply.

Technology
and Competitiveness

Technology is clearly a major factor
in determining the competitiveness of
individual firms as well as of their host

countries. There is by now a good deal
of evidence linking R&D to growth in
productivity. Average returns to the
organisations directly undertaking R&D
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are believed to be in the range of
20-30% per year, similar to those of
tangible capital, but overall returns to
society are believed to be much higher
because of positive externalities from
the generation of knowledge.

Most indicators show that the United

States is still the world's technological
leader, even if its lead has diminished

in recent decades, thanks mainly to
competition from Japan. Some econo¬
mists have argued that this relative
decline is the result of the hands-off

approach to technology policy that the
US government observed until now:
other than for defence, it has traditionally
been rather market-driven, even if direct

government spending on R&D is large
by international standards. From now on,

though, federally funded R&D will be
used to try to improve the productivity
of private R&D by, for example, focussing
on the establishment of an 'information

super-highway'. Accordingly, the share
of purely military R&D is being cut back,
and resources are being directed to
civilian and 'dual-use' technologies.

The administration has also proposed
a major increase in spending to develop
high-risk generic technologies, not least
new materials. This move has attracted

some opposition: governments often do
not make good decisions about what
to support, they tend to be inflexible and
unadaptive in the conduct of their R&D
programmes, and there is always the
risk of meddling and political influence.
The ability to exploit existing technology
and harness it for commercial use is

also vitally important. The United States
is generally held to have a problem in
downstream commercialisation of its

research discoveries - the video cass¬

ette recorder is an obvious example. It
could usefully devote some effort to
exploiting its innovations for commercial
advantage and disseminating its ad¬
vanced technology much more swiftly.

Redistributional aspects apart, the
gross costs of all federal regulation have
been estimated at 7 Va% of GDP in 1 991

and are set to rise substantially by the

year 2000. The 'regulatory budget'3 is
therefore nearly half as large as its
traditional fiscal counterpart. Indications
are that environment regulation alone
has cut long-term growth by roughly
one-tenth. That is much higher than the
costs borne by other OECD countries.
The Clinton Administration, moreover,

seems more willing to turn to regulation
to achieve social goals. Presidential
supervision of federal regulation is being
reviewed in order to supplement
cost-benefit analysis with an examina¬
tion of 'cost effectiveness' and the impact
on employment and competitiveness.

Corporate
Governance

Although not on the Clinton policy
agenda, the system of corporate gov¬
ernance and the short-termism it alleged¬
ly engenders may also be holding back
US competitiveness. In spite of the
strengths of the system of capital al¬
location in the United States (not least
its flexibility, responsiveness, openness
and average profitability), many ob¬
servers believe that there is an increas¬

ingly antagonistic relationship between
the users (managers) and the providers
of capital (shareholders and lenders).
Without sufficient dialogue with, and
supervision of, management, share¬
holders lack an effective voice in the

running of firms and the means to ensure
management accountability; so, if dis¬
satisfied, they liquidate their positions.
With new state statutes to reduce

take-overs, management has dominated
boards of directors, weakening market
disciplines. Investors are therefore less

sure of how efficiently capital is being
used and are thus demanding a higher
required rate of return, especially for
long-term projects.

3. Governments can affectoutcomes by fiscal measures,
involving changes in tax revenues or expenditures,
or by those of a regulatory nature, where the costs
are borne by private businesses and individuals
(and can thus be quantified in a 'regulatory budget')
rather than by the Treasury.

Yet it is far from certain that this

shortcoming requires a political re¬
sponse. In recent years, for example,
there have been signs that, at least in
part, these problems may be solved by
increasing shareholder activism, espe¬
cially on the part of institutional investors.

Tying worker compensation to company
performance through employee-owner¬
ship and profit-sharing can also boost
productivity by improving worker motiva¬
tion. For example, 40% of the US firms
listed on the stock exchange which had
profit-sharing pension plans in the
mid-1980s had a productivity premium
averaging 4.4%.

A final trait of the US economy that
hampers its productivity is its readiness
to resort to litigation. In 1 983, the United
States had as many as one-third of the
world's lawyers. In 1990, one civil (tort)
action was filed in state courts for every
13.6 Americans. In 1987, their direct and
indirect costs amounted to an estimated

2.7% of GDP, compared to 0.5-0.7%
elsewhere in the OECD. The lack of

predictability of future liability and the
high awards that are made are appar¬
ently having an indirect depressing effect
on output and innovative activity. And
where states have adopted tough new
legal decisions on suits for wrongful
dismissal, employers, either through
misinformation or extreme risk aversion,

have reduced their long-run terms of
employment by up to 5%, equivalent to
a wage rise of about 10% or 100 times
the direct legal costs.
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have far-reaching political consequences. This
failure is a serious analytical error which distorts
theoretical conclusions, biases empirical estima¬
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The effects of environmental policies on
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the context of discussions on trade and

environment. Do stringent environmental stan¬
dards contribute to trade deficits? Do they detract
from the competitiveness of domestic firms in
international trade? Do they prompt firms to move
to countries where standards are lower?

This volume contains the papers and dis¬
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This volume contains the first complete series of
FDI statistics in a standardised format combining
sectoral and geographical breakdowns for flow
and stock data for all OECD countries. Technical

notes explain the methodology used in each
country.
With 126 tables and 23 graphs
(21 93 09 3) ISBN 92-64-03887-6, 299pp.
France: FF240; elsewhere: FF310 US$52 DM93

PROMOTING FOREIGN DIRECT
INVESTMENT IN DEVELOPING
COUNTRIES

September 1993
Most developing countries did not benefit from the
direct investment boom of the 1980s, few have
stepped up their investment inflows in the 1990s,
and nearly all are looking for ways to increase their
share of overseas investment. This study exam¬
ines OECD and developing country efforts to get
more direct investment to developing countries
through investment promotion. It focuses on what
works, what does not, and why, and suggests
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A New Subscription Service
Each year the OECD publishes a large number of working documents which, until now, have had a very limited and
guarded circulation. The documents are generally brief, to the point, and current.

Increasingly, the international media are making reference to many of these documents. In addition, they
are being quoted in the bibliographies and notes of other publications which in turn have increased their visibility. As
a result, many people have expressed a desire to receive them on a regular basis.

These documents, written by international experts, are used as the basis for meetings, conferences and
seminars held by the OECD. They provide the most recent analysis and statistics on the subjects they cover, and
include a wide range of differing viewpoints and opinions. Leading political figures as well as authorities in science
and industry who deal with the OECD depend on and use them constantly.

A vast range of subjects is covered, including: the latest research by the OECD in macro-economics,

economics and industry, employment and labour, education, environment, trade, science and technology,
development, fiscal affairs, energy, agriculture, urban studies, economies in transition, and much more.

As a whole they constitute a unique source of information about the major socio-economic problems facing
the world today. This new subscription service will allow the reader to receive without delay each document as soon
as it has been authorised for release to the public.

Subscribers will regularly receive documents which are quasi-confidential, alerting them to the latest work
of the OECD. The information these publications contain is right up to the minute, which will bring readers obvious
benefits.

The subscription service, entitled 'OECD Working Papers', began on 1 October 1993. Upon publication
each document will be sent via airmail at no extra charge. It is difficult to predict how many documents will be produced
each year; the initial estimation is for approximately 1 50. At the end of each year subscribers will receive a general
index.

The documents will be numbered. Because of the large number of documents being published the OECD
will not be able to honor claims received later than four weeks from date of dispatch. In addition, subscribers may
occasionally receive a document that will be published in French rather than English.

The annual price of a subscription has been kept deliberately low. The main goal of the OECD in offering
this service is to make the work of the OECD better known. Indeed, the price of the subscription is basically tocover
the cost of postage and envelopes. The cost of publishing the documents is borne by the OECD.

The 'OECD Working Papers' will doubtless be an essential addition to all working libraries.

Price of an annual subscription to the 'OECD Working Papers':

France: FF3.000 I	
Other countries: FF3.300 US$600 DM970 1
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