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Regional
Integration
Serge Devos

For a long time, issues ofagreement-based regional integration
were confined to the European Economic Community. Today,
since the conclusion of the North American Free Trade
Agreement (NAFTA) and the initiatives, such as Asian-Pacific
co-operation, which havefollowed it, the regional approach to
trade diplomacy has become a fact of the world economic -
and political- order. The success of the Uruguay Round and
the decision to institute a World Trade Organisation have lent
new lustre to a multilateral system that seemed to be losing its
credibility. But the problem of the respective roles of
regional-integration agreements and the multilateral trading
system remains. In truth, thepolicy andpolitical aspects ofthis
problem have never been properly debated, and as a result a
philosophy on regional v. multilateral approaches has never
been developed. It is in this context that the OECD Trade
Committee, which has a long experience of pioneering
exploration in new and sensitive subject areas, has undertaken
a study designed to produce a consensus on regional
integration.1

The first question posed by regional
integration, and the one that pre¬
occupies the countries on the out¬
side, is knowing what its effects will
be on not only trade and investment

flows but also the foundations of the multilateral

trading system, including the guarantees it pro¬
vides for safeguarding their interests. One of the
major difficulties lies in the diversity of regional

The OECD OBSERVER No. 1 92 February/March 1995

agreements. Studies of their effects usually
single out a particular agreement or type of
agreement. Nearly always the European Union
(EU) or the NAFTA is used as an example,
owing to their economic importance. The prob¬
lem is that these agreements are fundamentally

Serge Devos was formerly Deputy Director of the
OECD Trade Directorate.

different. The aims of the EU go well beyond
free trade in goods and services; they call for a
high degree of integration, extending into
political and monetary domains. The NAFTA is a
free-trade association whose goal is to achieve
freedom of trade within a reasonably short time
among its members.

Apart from the aims, although not unrelated,
the differences between regional agreements are
of three sorts. The first concerns intrusion into

members' domestic affairs.

The trade-based approach of the NAFTA car¬
ries with it hardly any such intrusion. Govern¬
ments have full policy and legislative freedom,
providing they do not discriminate against pro¬
ducts or suppliers from the member countries.
The NAFTA does not rule out working towards
harmonisation in certain areas (technical stand¬

ards, for example).
The EU, on the other hand, implies ever-

increasing encroachment in internal affairs as
common policies, regulations and standards are
introduced. To offset the problems and delays of
harmonisation, the EU has also adapted the prin¬
ciple of mutual recognition - the acceptance of
the home-country regulations if they satisfy cer¬
tain common minimum conditions. This prin¬
ciple lies somewhere between policy harmoni¬
sation (or the adoption of common policies) and
national treatment. The NAFTA continues to

apply the classic host-state trading principle
under which exporters and exports have to com¬
ply with the regulations and norms of the
importing country.

The second difference consists in the means

employed to ensure reciprocity and evenly bal¬
anced benefits. The EU tends to evade the prob¬
lem through a comprehensive approach to liber¬
alisation and the creation of a single market.
Market openness is not measured by volume or
amounts, nor are there trade-offs between sect¬

ors. The NAFTA for its part still practises a tradi¬
tional method of trade negotiation, with the vari¬
ous parties submitting offers and requests, the
final aim being to strike a balance either by
sector or in total.

I Regional Integration Agreements and the Multi¬

lateral Trading System: Synergy or Divergence.

OECD Publications, Paris, forthcoming 1995.
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The third difference, and I

an especially important one, |
concerns the procedures for f
ensuring that regional rules I
are correctly observed. The I
EU has supra-national f
machinery - in the shape of
the European Court of Just¬
ice - for enforcing commu¬
nity law, which takes pre¬
cedence over national legis¬
lation. The NAFTA has no

supra-national element but
allows a degree of inde¬
pendence to the bodies
constituted for settling
regional disputes.

Countries on the outside

of these arrangements are
concerned about discrimi¬

natory conditions they face
for entering markets within
these regions. They worry
that intra-regional trade will
replace some of their ex¬
ports to these markets and
that foreign direct invest¬
ment will be diverted to the

regional groups. Are such
concerns grounded?

Most of the analyses undertaken to date deal
with the EEC; it is almost the only important
example to have been studied over a long
period. Based on such limited experience, the
conclusions are not necessarily applicable to
other situations. That said, the share of intra-

Community commerce in overall EU trade has
indeed grown. On the other hand, that trend
may not be entirely ascribable to the integration
agreement. Similar effects, admittedly less
marked, have been observed in regions such as
south-east Asia where no significant integration
agreement exists as yet.

In absolute terms, the growth in intra-regional
trade has been accompanied by an appreciable
increase in imports from outside countries. If the
figures for agriculture (a heavily protected sect-

2. Nicholas Vanslon. 'What Price Regional Integration?'.
The OECD Observer, No. IS I. April/May 1993.

oi' in almost every country) and energy (a sector
where prices have fluctuated widely) are taken
out of the equation, the share held by intra-
Community trade is seen not to have grown.
Indeed, the opposite is the case for manufact¬
ures: growth in trade with non-Community coun¬
tries has outpaced that of trade within the Com¬
munity. That is not to say that examples of down¬
turns, in the form of lower imports of particular
products from specific outside countries, cannot
be found. Farm products are an example,
although it may be argued that integration is less
to blame than the protectionist policies which
obtain in this sector.

In short, there is no clear evidence that trade

and investment are becoming durably regional-
ised. Régionalisation has been proceeding on a
par with the development of a global economy.-
In this context, firms use the regional market -

which has superseded the domestic market - to
deploy strategies which are. in the event,
global. More tangible factors are also at work.
During the period when the regional entities were
being created, succeeding rounds of GATT
negotiations have achieved multilateral liberal¬

isation on such a broad scale that they have sub¬
stantially reduced regional preference. Moreover,
this has coincided with a period of sustained
economic growth and with an increase in world
trade which have made it easier to absorb the

impact of regional integration.

Systemic
Effects

Regional-integration agreements have not
impeded the continued multilateral liberalisation

5 The OECD OBSERVER No. 192 February/March 1995



Regional
Integration

BACKGROUND

Regional Intégration Agreements
Regional intégration agreements, in the shape of
free Inula areas or customs unions, were already
provided for in 7947 under Article XXI\r of the
General Agreement on Tariffs and Trade
(GAIT). The authors of the GATT probably did
not foresee the cast proportions that integration
would assume, nor Us implications for the multi¬
lateral trading system.

The founding of the European Economic Com¬
munity (EEC) and its subsequent enlargements
bare substantially modified the architecture of
international trade relations. The institution of a
common trading policy for such a large import
market transformed the European Community
(EC), now the European Union (EU), into a
major commercialpower and new player on the
international stage. Many other agreements,
some of lesser scope, followed: for example, those
concluded by the EC. including those on
free-trade areas linking the EC and the members
of the European Free Trade Association (EFTA);

Integration:
factors, forms and Motives

Regional integration covers a wide spectrum of
different situations. Bill from line trade diplo¬
macy standpoint it is Ihe form in which il is in¬
stitutionalised - in regional-integration agree¬
ments- which counls. It is possible in theory to
contrast the two extremes of 'market-led' and
'policy-led' integration. In practice, successful
integration always involves a mix of both. Agree¬
ments lacking a market base would surely be
doomed to failure: bul liberal government poli¬
cies in favour of trade and investment are
equally necessary.

Men lion is sometimes made of 'natural'
regions where integration occurs spontaneously.
Their relatively close interdependence and strong
trading ties are supposedly the result, not ofpoli¬
cies deliberately aimed at integration, but ofgeo¬
graphical closeness, historical links, a common
cultural background and ai leasl some institu¬
tional similarities

or between developing countries spurred on by
lite EC model and the desire, if not always the
political will, to promote their economic
advancement within a framework of regional
co-operation.

The North American Free Trade Agreement
(NAFTA) marked the second important step
forward, primarily on account of the political
dimension il conferred on regional integration.
The earlier free-trade area between the United
States and Canada was seen as the formalisation
ofan existing situation. The NAFTA, on the other
hand, is significant in that it appears to mark a
change, if not in the direction, at least in the
strategy of the trade diplomacy of the United
Slates. Multilateralism retains its importance,
but the signature of regional integration agree¬
ments is a complementary approach.

Expanding the NAFTA or entering into similar
agreements with Latin American, South-East
Asian or Pacific countries is a stated aim. The
most tangible project at this stage is that of trans¬
forming the Asia Pacific Economic Co-operation
Council (APEC) into a free-trade area by the

East Asia is often held up as an example of
spontaneous integration. A closer look shows
that policy, including policy in favour of eco¬
nomic growth and foreign investment, has
played an important role. In Latin America, lib¬
eral policies have contributed substantially to
recent growth in intra-regional trade. As for
Europe, which meets nearly all the specifications
for spontaneous integration, policies for opening
intra-European markets in the time of the OEEC
(the Europe-only forerunner of the OECD) cer¬
tainly paved the way for the future European
Community.

The role of Ihe private sector in the integration
process is especially important. The development
of the Single European Market is a good illustra¬
tion of bow market and policy factors interact.
When I he Single Act of 1986 restored the
credibility ofpolitical will to continue with inte¬
gration, the market saw ahead to the institu¬
tional phases and measures of implementation,
as is proved in the post-1985 surge in cross-
border business mergers and acquisitions among
the European Union countries.

year 2020. Mexico is already at work setting up
a network of free-trade agreements with Latin
American partners. A debate is taking place on
the possibility of establishing regional integra¬
tion agreements in East Asia.

The European Union has entered a new phase
of enlargement, Involving the accession of Euro¬
pean Economic Area countries. Further enlarge¬
ment, to include central and eastern European
countries, is under consideration. The EU has
also launched various initiatives in the direction

of the Mediterranean Basin, East Asia and Latin
America, the Common Market of the Southern
Cone (MerCoSur) in particular.

The OECD OBSERVER No. 1 92 February/March 1995
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of trade. On the contrary, the economies of the
member countries of regional groupings have
become more competitive by reason of the ad¬
justments made in the course of intra-regional
liberalisation. Their economies, private interests,

public opinion and policy-makers are accord¬
ingly better prepared to face increased world
competition and more willing to accept it.

Two rounds of multilateral GATT talks were

held in the 1960s and 70s (the Kennedy and
Tokyo Rounds respectively) in response to the
creation of the EEC and its enlargement. The
Uruguay Round corresponded to other major
developments in regional integration: the estab¬
lishment of the Single Market, and of the Euro¬
pean Economic Area and the signing of the
NAFTA in particular. The result of these Rounds
has been a spectacular multilateral liberalisation
of trade and an extension of the domains cov¬

ered to include trade in services, intellectual pro¬

perty and certain aspects of international invest¬
ment.

In quite a few cases, and particularly as far as
regulation is concerned, multilateral liberalisa¬
tion follows naturally out of regional integration.
It may be said that internal measures 'mechanic¬
ally' redound to the benefit of outside countries,
as when a single standard replaces various
national standards. What is more, the very size
of a regional market, along with any harmonisa¬
tion of regulations that may occur, tends to
facilitate access to it.

In taith, regional and multilateral problems
are not dissimilar. Where they differ is in their
gravity, the necessity of finding a solution, the
possibility of doing so and the urgency of the
situation. Regional integration intensifies aware¬
ness of interdependence and of the importance
of managing it through the adoption of com¬
mon rules and procedures for their implement¬
ation. Regional entities are a kind of research
station for investigating and testing solutions to
ever more complex trading problems. That does
not prevent them from trying to impose their
regulatory systems, which they have often
developed with considerable effort, on their zone
of influence. This is particularly true of the Com¬
munity regulatory framework {acquis com¬
munautaire) which has been extended to the

European Economic Area. Applicants wishing to
accede to the EU have little choice but to adopt
it. Likewise, the NAFTA will also probably act as
a model for any extension of it to new members
or for agreements between its members and
outside countries.

A comparison of regional systems with the
multilateral one shows that, where the methods

used for liberalising trade are concerned, the
NAFTA bears a stronger resemblance to the Gen¬
eral Agreement on Tariffs and Trade (GATT) than
does the EU. There are examples in the negoti¬
ating procedures based largely on offers and
requests, balanced concessions, application of
the national treatment principle. But it does not
follow that the NAFTA is more compatible with
the multilateral system than is the European
Union.

The GATT is narrower in scope than the
NAFTA which in turn is less comprehensive than
the EU. The real difference has to do with the

solutions applied to trading problems rather than
with the scope of the policies and practices in¬
volved. In any event, market pressures resulting
from competition and the globalisation of the
economy are tending to erode any differences
in scope of application. More and more domes¬
tic policies and regulations are now, in the event,
embodied in the GATT multilateral system or will
have to be.

Yet regional agreements will probably con¬
tinue to outstrip the GATT in liberalisation, inte¬
gration and regulatory framework. But if the gap
between them were to become too wide, the

compatibility between the regional and multi¬
lateral systems would be reduced to theory. The
GATT and the World Trade Organisation (WTO)
would not be able to accommodate regional
agreements and could not provide solutions to
problems arising between outside countries and
regional entities or between the regional entities
themselves. Procedures for settling disputes, even
as strengthened by the Uruguay Round, are of
little use if there are no rules to refer to. if they

are weak or if they lend themselves to contra¬
dictory interpretations. It is therefore particularly
important that the multilateral system should be
in a position to adjust more rapidly to market
and trade diplomacy realities. In a situation of

conflicting rules and approaches between the
various regional entities, it would be more diffi¬
cult to toughen existing multilateral rules and
draw up others in areas not as yet covered by
multilateral agreements. The pioneering work
being done by the OECD, particularly on the
relations beween trade policy and competition,
environment and investment policies, is espe¬
cially valuable here.

About seventy regional agreements have been
notified to. and examined by. the GATT. Most

have only a small trading weight and have had
little success to date. The generally favourable
judgement on regional integration and its effects
on the multilateral trading system is based on
limited knowledge. It is by no means sure that
these conclusions will hold good if regional
agreements proliferate.

Until now the conventional hypothesis fore¬
saw three regional groupings: Europe, America,
Asia (or Asia-Pacific). But their geographical limits
are still imperfectly defined; and above all, this
hypothesis seems less well founded after recent
developments. What will be the outcome of the
present criss-crossing initiatives from side to side
of the Atlantic and the Pacific? What will be the

consequences for the multilateral system? Every¬
thing will hinge on the politico-commercial strate¬
gies adopted. There is no predestined relation¬
ship between regional systems and the multi¬
lateral one. As in the past, it will depend pri¬
marily on political choices and decisions. The
issue of regional integration, somewhat overshad¬
owed by the success of the Uruguay Round, is
once again at the centre of the international
agenda.
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Hew Patterns

of Migration
Jean-Pierre Garson and Agnès Puymoyen

Virtually all of the OECD countries are concerned with

immigration or the settling of migrants for relatively long
periods. A large majority come from countries that are not
members of the Organisation.1

In the 1960s and 70s, it was possible to
draw up a classification scheme of OECD
countries based on whether migration
was essentially a long-standing or a more
recent phenomenon, distinguishing

between countries of immigration and those of
emigration. Today, in nearly all the OECD coun¬
tries the balance of migration is posi¬
tive, but their experience varies with
the size, duration and structure of the

flows, as well as the policies adopted.
For the most part, migrants come from
non-OECD countries, but movements

of member-country nationals still take
place within the area.

The new situation can be explained
in large part by the fact that flows in¬
creased appreciably in the mid-1980s
and continued to rise until the early \
'90s. Four aspects of recent trends in
international migration are especially
important: shifts in the direction and
nature of migratory movements; a rise
in the foreign or immigrant populations
of most OECD countries; the employ¬
ment status of immigrants; and inter

national co-operation to control flows more
tightly and to promote economic growth and
job-creation in developing countries as an alter¬
native to increased migration.

The most striking changes in migration pat¬
terns stem from the emergence of immigration
in the traditional emigration countries of south-

«assè

7

y

era Europe, particularly in Greece, Italy and
Spain. Moreover, East-West flows and those

among central and eastern European countries
have been on the rise, prompted in part by the
movements of ethnic minorities and migrants in
transit. Lastly, migrants from Asia (especially from
Vietnam, the Philippines, India, Pakistan and
Bangladesh) account for a large proportion of
new entries in Australia, Canada, the United

States, Japan, the United Kingdom, Spain and
Italy.

The fact that recent immigrants to the OECD
countries reflect a wider variety of regional ori¬
gins and nationalities has not put a stop to the
traditional patterns of migration, as from South
to North. In addition, the consolidation or emer¬

gence of regional economic blocs (the European
Economic Area, ASEAN, NAFTA and APEC), along
with particular political developments (such as
events in the former Yugoslavia, in Algeria and
in Haiti), have intensified and strengthened the
regional aspect of migration.

There have also been important changes in
the categories of flows. Migration for family
reunification and entries of asylum-seekers (box,

The traditional imaqe

- y'sy^yyyy,. Lm

jean-Pierre Carson is head of the Inter¬

national Migration unit, where Agnès
Puymoyen works as a statistician, in the

OECD Directorate for Education, Employ¬
ment, Labour and Social Affairs,
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p. 10) have increased, particularly
in the European OECD countries,
which since the mid-1970s have

been restricting the admittance of
new immigrant workers. Illegal
immigration has increased, not
only in the new immigration
countries of Southern Europe and
Japan, but also in countries (the
United States in particular) that
still admit a large number of
immigrants.

In addition, the trend towards

increased movement of skilled

labour is reshaping the migration
of workers. Trade liberalisation is

promoting increased capital flows
and the expansion of multina¬
tional corporations. New techno¬
logies have simultaneously been
changing production techniques
and the way firms are organised.
Modern enterprises are adopting
strategies that call for people with
more mobility and broader skills.
If skills are not available locally,
firms recaiit them or organise ex¬

changes of qualified workers. In¬
ternational negotiations are cur¬
rently underway to liberalise trade
in services. With services that re¬

quire workers to relocate, such a
move could step up the tempo¬
rary movement of labour.2 For the moment,
several OECD countries would prefer to make
freedom of movement for workers who provide
services conditional upon compliance with
social legislation and immigration laws.

Some OECD countries, in part because they
acknowledge the importance of the migration
of skilled labour, have decided to admit a larger
number of skilled migrants, both in absolute
terms and as a percentage of all new entries of
immigrant workers. Even so. categories of mi¬
grants admitted to allow family reunification or
to accompany a member of their family still domi¬
nate inflows to the OECD countries (Figure 1).
Australia and Canada have recently made their
systems for recruiting skilled immigrant workers

Figure 1

Immigration Flows by Category into Seven OECD Countries, 1992
% of total inflows

Workers

Family members accompanying workers

Famiiy reunification

Refugees

1 . For Australia, Canada, the United States and the United Kingdom: acceptances
for settlement; Sweden, Switzerland and France: residence permits for more than

one year.

2. EC family members excluded.
3. Excluding immigrants who obtained a permanent residence permit through the
1 986 Immigration Reform and Control Act.
4. Excluding Nordic citizens.

Sources: Australian Bureau of Statistics; Employment and Immigration Canada;
Immigration and Naturalization Service (United States); Office fédéral des étrangers
(Switzerland); Office des migrations internationales (France); Statistics Sweden; Home
Office (United Kingdom)

more selective in order to match labour-market

requirements more precisely. In several Euro¬
pean OECD countries, skilled workers represent

1 Trends in InternationalMigration , SOPFM1, Annual

Report 1994, OECD Publications, Paris, forthcoming
March 1995.

2. A largepart of these discussions is nonethelessfocusscd
on unskilled workers, particularly in the construction

industry.

5. Austria. Finland. Iceland. Liechtenstein, Norway, Sweden
and Switzerland.

4. In the so-called 'settlement countries '. such as Australia.

Canada and the United States, the statistics refer to people

present in the country who are foreign-born, lu the
European OFCD countries andjapan, theygenerally refer
to foreigners and record the nationalities of residents:
as a result, persons born in these countries may be counted
among the foreign population, whereas others, who arc
foreign-bom, may hare acquired the host-country
nationality.

a steadily rising percentage of
total entries of new workers. In

Japan, immigration policy fo¬
cuses almost exclusively on re¬
cruiting workers of that category.
In the United States, the proport¬

ion of permanent migrant entries
reserved for skilled workers in¬

creased in 1992 and 1993 follow¬

ing the entiy into force of immi¬
gration legislation passed in 1990.

Foreigners
and Immigrants
The share of annual popula¬

tion growth attributable to net
migration, compared with that of
the previous decade, grew
sharply in the countries of the
European Free Trade Association
(EFTA)3 and the European Com¬
munity (EC). Between 1983 and
1992, net migration was the chief
component (at over 50%) of
population growth in the EFTA
and equalled the contribution of
natural increase (the excess of

births over deaths) in the EC

(Figure 2). In Oceania and North
America, net migration was not

as high but accounted nonethe¬
less for nearly a third or a quarter of overall popu¬
lation growth between 1983 and 1992; in Japan,
it was negligible.

Immigrant or foreign populations also con¬
tribute to the natural increase of the population
of the host country. Foreign births in Luxem¬
bourg and Switzerland in 1992, for example, re¬
presented respectively almost a third and a
quarter of total births, as against a tenth in
Belgium. France. Germany and the United
Kingdom.

As a result, since the early 1980s the pro¬
portion of immigrants or foreigners in the total
population has risen in most OECD countries,1
except for Belgium, Canada and France (Table).
In Australia and Canada, immigrants account lor

The OECD OBSERVER No. 192 February/March 1995



New Patterns

of Migration

FOCUS CASE STUDY

Slowdown in Applications
for Asylum in ml
lu the OECD countries refugees and
asylum-seekers do not arrive in the same

manner. Refugees are generally taken in through
governmental programmes that have been nego¬
tiated with specialised international organisa¬
tions or with host countries. Most asylum-seekers,
by contrast, petition for refugee status- which
they do not always obtain- when they reach the
border or once they have entered an OECD
country. In Ibis second case, and on humanitar¬

ian grounds, some are also allowed to stay for a
short time or to settle for a longer period. Several
OECD countries have granted special status to
nationals of Bosnia and Herzogovina, usually
adding welfare assistance and an authorisation
to work.

Applications for asylum in the OECD countries
increased appreciably in some cases spectacu¬
larly - in the late 1980s and early '90s. There are
many reasons driving more and more people to
seek refugee status - they do not always stem
from war orfrom racial or religious persecution.
Deteriorating economic and political conditions
in certain developing countries or countries in
transition to a market

economy also play a
part, and more and
more migrants have
been attempting to go
down that path. But
Ibe relatively high rate
at which applications
for asylum have been
refused shows that
OECD countries have

been scrutinising ap¬
plications more closely
and intend to limit re¬

course to the right to
asylum for other than
ils initial objectives.

As new arrivals of
asylum-seekers have
increased, the OECD
countries have had to

speed their processing
procedures and impose
restrictions, in particu¬
lar by extending visa
requirements to more
and more countries.

Most have also decided

to limit eligibility for
asylum, except in duly
justified cases, to ap¬
plicants from countries
that have not signed
the Geneva Convent¬

ion on Refugees or the
United Nations Con¬

vention on Human

Rights, provided thai

they have not previously transited through a
country that has signed these two agreements.

The steps taken to check, the influx, combined
with the low approval rate for applications,
caused the number of asylum-seekers to decrease
in 1993 in Austria, Canada, France, Germany
(after the amendments to Article 16 of the Basic
Act took effect on Ifuly 1993) and Sweden. In
contrast, applications for asylum were up in
Belgium, Denmark, the Netherlands, Norway,
Switzerland and the United States. For the OECD

area as a whole, roughly 15% fewer applications
were submitted than in 1992. Germany received
the largest number of applications for asylum in
1992 and '93, but it was in Sweden that entries

of asylum seekers were highest in proportion to
the total population (Figure).

Halfof the asylum-seekers who have arrived in
OECD countries come from Europe- mostly
from the former Yugoslavia andfrom Romania -
and the other half are split among people origin¬
ally from Asia (principally China, India. Sri
Lanka and Turkey), Africa (particularly Algeria,
Somalia and Zaire) and Latin America (a

majority from El Salvador, Guatemala and
Haiti). More than 80% of the applications for
asylum In Denmark, Norway and Sweden are
filed by nationals of ex-Yugoslavia.

Figure

Inflows of Asylum-seekers in 13 OECD Countries
Relative to Total Population, 1991, 1992 and 1993'
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NAFTA and Migration
The North American Free Trade Agreement
(NAFTA), which was signed in August 1992
between Canada, Mexico and the United

States and entered into force on 1 Janu¬
ary 1994, created a common market only
for trade in goods and capital, ' not for the
movement of people. Concerns over migra¬
tion and the prospect of cutting flows be¬
tween Mexico and the United States nonethe¬

less underlie the accord. Each country re¬
tains the right to protect national employ¬
ment, conduct its own migration policy and
secure its borders. Under the agreement, only
four categories of temporary migrants enjoy
more freedom of movement: business people
engaged in activities of an international
nature (research, sales, distribution, indus¬
try, production, after-sales service): traders
and investors; employees transferred within
their firms to another NAFTA country; and
workers whose training requires them to
travel to another country.

In the short term, NAFTA could expand
Mexico's migratory potential andflows to the
United States, in particular by speeding the
modernisation of the Mexican economy and
making idle a percentage of farm workers.
But in the long run, Mexico's economic
development, spurred by free trade and the
relocation of activities, especially to
maquiladoras/ should reduce the necessity
or the desire to emigrate)

1. See pp. 4

2. Maquiladorasare Mexican factories that undertake
industrial assembly or commission work. Under

certain conditions, they may import raw materials
or intermediate goods duty-free for the assembly
or manufacture of semi-finished or finished products
intended for export. There are currently almost
3,000 maquiladoras near the US border, operating
in the electronics, automotive, textile and furniture
sectors.

3 Along the same lines, the European Union is
exploring the possibility of signing a free-trade pact
with North African countries (initially Morocco) so
as to contain migration across the Mediterranean.

The OECD OBSERVER No. 1 92 February/March 1995 10



Globalisât!

Analysis

Table

«K*S;B-:c!;'~

Austria

Belgium

Denmark

Finland

France

Germany

Italy

|apan

Luxembourg

Netherlands

Norway

Spain

Sweden

Switzerland

United Kingdom

a large proportion of the resi¬
dent population - 23% and 16%
respectively. In the United
States, the proportion is 8%; be¬
tween the two last census years
(1980 and 1990), the US immi¬

grant population climbed by
nearly six million, compared
with a little over a million in

Australia and about half a

million in Canada.

The foreign component of
the total population varies
widely in the European OECD
countries. It is relatively large
in Luxembourg and Switzer¬
land, at 30% and 18% respect¬
ively. In the other traditional
immigration countries, the pro¬
portion of foreigners ranges
between 3.5% in the United

Kingdom and 9% in Belgium.
In the new immigration coun¬
tries, such as Finland, Italy and
Spain, the figure is still low (less
than 2%), despite an upsurge
in entries over the past decade.
The foreign population has
swelled considerably also in
Austria, Japan, Switzerland
and the United Kingdom.
The sharpest rise was never¬
theless in Germany, in part
because of stricter naturalisa¬

tion requirements5 and the
influx, particularly pronounced
since 1989, of asylum-seekers
and immigrants from central
and eastern Europe.

Immigrants
and Employment

In several OECD countries, recent economic

change has made immigrant labour more vul¬
nerable to reductions in the industrial workforce,

and the employment status of foreigners is giv¬
ing rise to concern. Nonetheless, immigrant

Foreign or Immigrant Population and Labour Force in 18 OCDE Countries
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2. Census data, except for Australia (labour-force survey).
.. not available

a. 1992.

b. 1990.

c. Western Germany only.
d. Excluding the unemployed.
e. 1980.
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Source: OECD

than of the population as a
whole. This can be explained
by, inter alia, a high pro¬
portion of working-age
people and, in some of these
countries, by the size of the
working-age cohort in the
immigrant population.

Most OECD countries ad¬

mit foreigners to perform
temporary or seasonal work
in connection with a job con¬
tract or procedures reserved
for trainees. Australia, Canada

and the United States set up
special programmes to recruit
temporary workers to meet
the requirements of the
labour market in such sect¬

ors as agriculture, manu¬
facturing, construction and
services. Such programmes
also take into account the

particular skills of some
immigrants. In 1993, some

180,000 temporary workers
entered Canada and the

United States, and more
than 40,000 were admitted

to Australia. Programmes
for seasonal or temporary
workers also exist in Europe,
particularly in France,
Germany, the Netherlands,
Switzerland and the United

Kingdom.

labourers are still present in the job market, and
in some sectors (such as services) immigrants
are accounting for a rising proportion of total
employment. In Europe, in descending order,
Germany, France, the United Kingdom and
Switzerland have the largest foreign labour forces
in absolute numbers (Table). In some countries,

such as Australia, Austria, Canada, Luxembourg,
the Netherlands, Switzerland and the United

States, foreigners and immigrants account for an
appreciably larger percentage of the labour force

International

Co-operation
A number of agreements between source and

host countries have been instituted to regulate
and limit immigration. France, for example, has
renegotiated accords with sub-Saharan African
states on the movement and residence of those

countries' nationals. In February 1992, Spain

5. Nicole Guimezanes, 'What Laws for Naturalisation?',

The OECD Observer, No. 188, June/July 1994.
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1983-92

1975-83

1983-92

1975-83

1983-92

signed bilateral agreements with
the Moroccan government on the
repatriation of Moroccans who
enter Spain illegally. In the frame¬
work of the European Union,
so-called 're-admission' accords

have been concluded with several

central and eastern European
countries for the return of illegal
immigrants who come from or
transit through those countries.
OECD countries and a number of

emigration countries consult regu¬
larly on migration movements,
under the auspices of international
organisations such as the European
Union, the Council of Europe and
the OECD. These consultations il¬

lustrate the im-portance of
co-ordinating efforts to tighten con¬
trols over migratory flows, as ex¬
emplified in the co-operation of
the OECD countries with those of

central and eastern Europe to pro¬
mote employment and the ex¬
change of workers.

Since 1990, bilateral agreements
on the temporary migration of
labour have been in force be¬

tween several western European
countries and those in central and

eastern Europe. Various schemes for temporary
immigration (for purposes of employment or vo¬
cational training) have been set up to help regu¬
late East-West migration, simultaneously bene¬
fiting source and host countries alike.

One new form of bilateral accord deals with

the temporary employment of workers in con¬
junction with service or subcontracting contracts
between firms in OECD countries and foreign
concerns. Foreign firms obtain work permits for
a number of their employees in order to cany
out specific projects. In Germany, in 1992,
some 100,000 foreign workers - mainly Poles,
Hungarians, Russians, emigrants from
ex-Yugoslavia, Romanians and Czechs -were
employed in such projects. Sweden has insti¬
tuted training courses for young Estonians,
Lithuanians and Latvians. Finland plans a pro-

figure 2 '-

Components of Population Growth
in the OECD Area, 1975-83 and 1983-92'
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gramme of training courses for residents of neigh¬
bouring regions, under which they would be
given a chance to work in Finno-Russian or
Finno-Baltic joint ventures. Since April 1993
Japan and the developing countries of Asia have
been engaged in a novel type of co-operation,
involving work-study programmes for trainees.

This international co-operation to control
flows is only a partial response to the intensifi¬
cation of migration. For this reason, the idea that
sustainable development in countries with high
potential for emigration can ultimately reduce
the incentive to leave is gaining acceptance
among OECD countries. Several measures are
under consideration: trade liberalisation (box,

p. 10), regional integration and increased for¬
eign direct investment by the OECD countries
in labour-intensive sectors of developing-country

economies - but also in social in¬

frastructure (and particularly in
health care and education). Aid

and co-operation policies are also
focusing on ways to create jobs
and improve the functioning and
efficiency of administrative struct¬
ures and financial institutions.

Faced with these common con¬

cerns, the OECD countries have,

since the beginning of the 1990s,
taken steps in three directions: to
control flows and combat un¬

authorised migration; to integrate
immigrants and foreigners already
settled in host countries; and to

aid economic development and
promote employment in countries
with high migratory potential so as
to reduce the incentive to emigrate
over the medium or long term. The
idea of associating migration and
development is not a new one, but
policy-makers will have to be con¬
vinced that the impact on migra¬
tion has to play a more prominent
part in their decisions on inter¬
national economic ties.
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nalysis

The Consumer

in the Global

Market
Timothy H. Baker

Deregulation and new tech¬
nologies are removing the
geographical boundaries of
markets the world over, triggering a trend towards direct cross-
border buying and selling. But a number ofobstacles will have
to be overcome to create a truly global market.1

Consumers are increasingly turning to
distant suppliers for their retail pur¬
chases. Modern communication and

transport systems and the growing
use of credit-cards have led to rapid

growth in direct, long-distance retail sales (box,
p. 15). Home-shopping sales grew steadily in the
United States and the major European Union
countries between 1987 and 19922 and, although
these transactions remain largely confined within
national boundaries, there appears to be a grow¬
ing trend in consumer purchases across borders.
The world's third-largest mail-order business, the
French company La Redoute, reports that 35% of
its annual sales (FF21 billion) are made to cus¬

tomers outside France's borders. And many other
direct marketers and long-distance selling com¬
panies are planning to launch into or expand
their cross-border operations.

Timothy H. Baker is a consultant to the Competition
and Consumer Policy Division of the OECD Directorate

for Financial, Fiscal and Enterprise Affairs.

Although cross-border purchases are becom¬
ing more common, they currently constitute a
small portion of the overall mail-order or
home-shopping business. That is, in part, be¬
cause of a lack of consumer awareness and con¬

fidence in cross-border purchases. The consumer
interest in removing this and other obstacles is
clear: it would diminish trade barriers and prob¬
lems of market access3 and result in wider choice

and more competitive prices for consumers
world-wide. The potential of the 'global'
market is enormous for producers and service-
providers as well, who will see whole new
markets and sales opportunities opening up to
them.

Although, according to La Redoute, tastes are
clearly becoming increasingly global, particu¬
larly in the clothing sector, there is as yet no
such thing as 'a global consumer'. Expectations
on delivery, quality, promotional campaigns and
methods of payment still vary considerably. The
company therefore relies on decentralised com¬
mercial and customer relations, with local man-

13

agement handling the preparation and distribu¬
tion of catalogues, translations, price-setting,
positioning in the market, delivery, payment and
after-sales services.

These difficulties are sufficient to deter many
companies from expanding into the global
market-place. And despite the progress made in
removing customs barriers within the European
Union, a recent study by the European Consum¬
ers' Organisation (BEUC) revealed that a sub¬
stantial number of European mail-order com¬
panies refuse requests from consumers in other
member states for goods offered for sale domes¬
tically.4 Their hesitation stems from having to set
different prices for each European country, the
cost of cross-border payments, and differing
national rules on safety and standards,

f.A Global Marketplace for Consumers, available free
of charge from the Competition and Consumer Policy
Division of the OECD Directorate for Financial, Fiscal
and Enterprise Affairs.

2. New Home Shopping Technologies , OECD Publi¬

cations, Paris, 1992; Erich Linke, 'New Home-Shopping
Technologies; The OECD Observer, No. 178, October/
November 1992.

3. Anthony Kleitz and Americo Bevigtia Zampetti, 'How
Open is World Trade?', The OECD Observer. No. 191.

December 1994/January 1995.

4. Cross-border Distance Selling, BEUC/293/93, Brussels.
October 1993, report prepared for the Consumer Policy
Service of the European Community.
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The Consumer

in the Qlobal Market

Toll-free Services

Set the Pace

The rapid growth of 800 (toll-free) numbers
in the United States augurs well for the current
telecommunications revolution, insofar as it has

forced consumers, businesses and governments
to think differently about the availability of and
access to goods, services and information. AT&T
introduced the service in the United States in

1967, to allow large businesses to pay for direct-
dialled calls from their biggest customers and
suppliers. Today, some 600,000 businesses have
developed over 1.3 million 800 numbers, and
use them not only to accept customer orders,
but also to answer consumers' questions, pro¬
vide assistance and information, or obtain

credit-card approvals. In 1993 Americans made
more than 13 billion calls to 800 numbers.

Consumers have grown to trust the process
of long-distance buying, the accuracy of advert¬
ising and the assurance of timely delivery of
goods and services purchased through the free¬
phone services. They consider it a convenient
and cost-effective means of receiving high-qual¬
ity products, services and information. Indeed,
86% of American consumers now associate the

very availability of an 800 number with high
quality and consider that if a company does not
have one, it must have an underlying reason to
make communication more difficult.

Many American businesses, realising the
marketing power of this development, have in¬
corporated a toll-free service into their overall
business strategy. These services have also pro¬
vided businesses with an opportunity to reduce
sales costs, improve profit margins and pass the
savings back to their customers in the form of
lower prices. Although the average cost of a sales¬
man's call to a customer in the United States is

approximately $300, that of a toll-free customer
sale stands at around $7. (The average value of
a sale made by toll-free means is $223.) Toll-free
services have had an equally beneficial effect
on other forms of home shopping. In mail
order, for example, catalogue sales rose by 93%
over a six-year period primarily through the use
of 800 numbers.

The success of toll-free services themselves

can be ascribed partly to the liberalisation of
government regulation and standardisation in the
industry, two vital factors which, if applied on
an international scale, would contribute consid¬

erably not only to the expansion of this type of
service but to other areas of the emerging multi¬
media industry.

The toll-free service has been available in

Canada since January 1994 and its expansion to
other countries is only prevented by the lack of
a worldwide common-access platform for re¬
cognising and dialling toll-free numbers. Tele¬
communications carriers have signed bilateral
agreements to share routing information on toll-
free calls, which has led to new and diverse num¬

bering formats and access options that create
confusion for both consumers and businesses.

The huge success of the 800 toll-free service in¬
dustry in North America suggests that the estab¬
lishment of a standardised numbering format
could lead to the expansion of free-phone
services throughout the world.

Streamlining
International Delivery

In recent years, the market for the delivery of
parcels within some national borders has become
highly competitive, price-sensitive and diversi¬
fied. With the emergence of private parcel-
delivery companies, which face constant press¬
ure on performance and cost from customers
and competitors, standards of service have gen¬
erally improved. But rates for cross-border par¬
cel deliveries are still much higher and delivery
times longer than for comparable distances within
a national market.

With many businesses adopting the princi¬
ples of 'just-in-time' management to handle their
international sourcing and distribution systems,
national post offices and administrations which
do not enjoy a local monopoly for parcel trans¬
port have in recent years lost a very sizable share
to private operators. Several large direct-marketers
have taken to delivering their goods themselves;
more recently, some private operators have
started collecting bulk mail in one country and

taking it to another, where they place it with the
national postal system for final delivery, In many
countries, national postal systems now re¬
cognise that they have to revitalise their services
to compete for the delivery of international
goods.

But the ability of both private and public
companies to meet customer requirements in
delivery is not determined solely by demand or
technological developments. As with the other
areas of cross-border shopping, the regulatory
framework governing delivery services is another
major factor, and many advocates of international
liberalisation and the free circulation of postal
services and goods find it a constraint that pre¬
vents efficiency.

The national laws (often centuries old) that

accord the state a postal monopoly are still largely
in force today. Delivery services are required to
submit specific kinds of information to country
A for export purposes, other details to country B
for transit purposes and a third set of data to
country C to meet import requirements. Addi¬
tional documentation may then be required to
satisfy agricultural, health or other restrictions.
International delivery companies would find their
task easier if the information required for con¬
trol purposes were harmonised into a single set
of data, with one customs intervention per trans¬
action, to enable goods (which have yet to be
defined according to internationally agreed cust¬
oms criteria) to move freely from one country to
another.

Aviation regulations also have an impact on
these two major factors of efficiency. In the
European Union, the operation of 'all cargo' air¬
craft is restricted to European carriers. TNT
Express Worldwide, whose head office is in
Amsterdam, generates over 70% of its worldwide
revenue in Europe, but because of its Australian
origins, is considered as a foreign carrier and
obliged to subcontract the operation of its air
network to a number of European national air
operators, thereby considerably increasing its
costs. The recent imposition of new security regu¬
lations in the United Kingdom for goods flown
overseas is likely to impose substantial increases
in both costs and delays for cross-border opera¬
tors. Meanwhile, no such regulations cover goods

The OECD OBSERVER No. 1 92 February/March 1995 14



BACKGROUND

The import
of Telecommunications

Analysis

Telecommunications and related techno¬

logies are at the heart of the global market¬
place. Satellites, fibre-optic cables, radio
and television broadcasting, powerful and
portable computers, sophisticated software
and consumer electronics, facsimile
machines, portable telephones, compact
discs and all manner of combinations of
these technologies already manipulate and
deliver enormous quantities of information
almost instantaneously every second of the
day all around the globe, and every day
they are becoming cheaper and easier to
use.

Entire new industries could emerge, with
established economic and social activities

depending increasingly on multimedia and
so-called information highways (computer
on-line information services and electronic
messaging). Internet, the model for the
information 'superhighway', has already
notched up some 30 million users on
50,000 networks in 65 countries, with
around I million new users joining the
system every mouth.

flown domestically, or, more surprisingly, goods
transported internationally by road.

Credit Cards

for Global Payment

Major credit- and charge-carcF networks are
rapidly becoming the universal means of pay¬
ment for consumers involved in cross-border

transactions. The Commission of the European
Community considered as early as 19876 that the
card was the payment system of the future, largely
because other forms of payment, cheques in
particular, were governed by legal rules that dif¬
fered substantially from one member state to
another. For the individual consumer, using one

of the major cards is much simpler than any other
means of cross-border payment, and usually
much cheaper.

Credit cards also may be the key to resolving
a vexing question in the global market-place:
how to resolve a dispute with a seller located in
another country. For some time now several
credit-card networks have offered consumers lib¬

eral 'chargeback' rights (a refund via the credit
card) in the event of an unresolved dispute. This
procedure is voluntary in the United States, and
similar rights exist under common law in the
United Kingdom. Indeed, that the US develop¬
ment w7as voluntary is particularly instructive:

increasing consumer confidence in distance sell¬
ing is seen in the United States as crucial to the
growth of this form of distribution. Card asso¬
ciations in the United States will drop merchants
from their networks if they cause excessive

chargebacks, and report that chargebacks as a
percentage of sales have fallen dramatically, to
a fraction of 1% of sales. The development of
widespread chargeback rights in international
transactions will play an important role in the
new global market.

Advertising
v. Information?

Before consumers can begin to shop in the
global market, they must be aware of the goods
on offer and familiar with the new methods of

advertising through telecommunications. And
cross-border advertisers may, for economic
reasons, have to produce ads that can be used
simultaneously in several countries - although
laws on disclosure and product standards and
other legal specifications vary from country to
country.

Indeed, if global advertising is to succeed, it
would seem that a certain degree of standard¬
isation is required to avoid confusion among
advertisers and consumers alike. OECD coun¬

tries differ in their view on such issues as en¬

vironmental advertising, food labels and claims
and comparative advertising. Even in many well-
developed national regimes, disputes over
advertising regulations abound.

Although governments will ultimately provide
the regulatory framework and attempt harmoni¬
sation - and many observers agree that regula¬
tion should follow rather than precede experi¬
ence - there is much that advertisers and sellers

can do to help make the system work smoothly
and boost consumer confidence. Advertising

5. Charge-cards must be settled in fulleach month, whereas
with credit-cards payments may be made over a longer
period. The distinction between credit- and debit-cards
lies in the security arrangements agreed between the
customer and his or her bank - whether prior authori¬

sation is systematically required, or whether the user has
to enter a confidential code.

6. In a general document entitled Europe Could Play
an Ace: New Payment Cards.

regulations must be such that they ensure con¬
sumer protection, but do not become a road¬
block to international marketing.

Although advancements in telecommunica¬
tions, transportation and payment cards services
allow consumers to participate in the global
marketplace more frequently today than ever
before, much has to be done to permit full par¬
ticipation. The first steps toward increased con¬
sumer participation require building up aware¬
ness and confidence in cross-border purchases.
Simultaneously, efforts to identify and reduce
obstacles to full consumer access to the global
market must be undertaken. Both approaches
should involve sellers, consumers, enforcement

agencies and governments alike, and could
begin by including: self-regulation by industry,
by codes of conduct for cross-border marketing
and sales; self-help remedies for consumers;
enhanced international co-operation among
enforcement agencies in the fight against fraud;
and the identification and removal of legal
obstacles and restrictive practices which impede
international consumer transactions - such as

those in parcel delivery.
The opening of the global market-place will

diminish trade barriers and problems of market
access and result in wider choices and more

competitive prices for consumers world-wide.
And the sooner a truly global market exists, the
better-off consumers will be.
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Battling
International

Bribery
Catherine Yannaca-Small

International business transactions too often depend on the
payment of large sums ofmoney to individuals who exercise a
decisive influence over the conclusion ofcontracts -politicians,
public officials andpeople similarlyplaced. The OECD recently
adopted a recommendation to remedy this situation,
particularly to combat illicit payments to public officials in
foreign countries. And at a symposium the Organisation is
organising in Paris in March non-member countries will be

invited to join thefight against corruption.1

M
oral considerations aside, corrupt
practices hamper the develop¬
ment of international trade by
distorting competition, raising
the cost of transactions and re¬

stricting the operation of free and open markets.
In some instances they can undermine the po¬
litical basis of government by destroying public
confidence in leaders and institutions. They are
particularly harmful in developing countries since
they can result in the fraudulent misuse of inter¬
national aid.

No country can claim to be unaffected; the
days when corruption was believed to concern

Catherine Yannaca-Small works in the Capital
Movements, International Investment and Sen-ices

Division of the OECD Directorate for Financial. Fiscal

and Enterprise Affairs.
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solely the developing countries are definitely
over. Today, it is recognised as a global pheno¬
menon even though, in the major industrialised
countries, prosperity and political traditions to
some extent limit the social damage it can cause.
In the developing countries corruption can cause
misallocation of resources, with funds originally
intended to provide schools or hospitals

1. 'Corruption and Good Governance', OECD, Paris,
13-14 March 1995.

2. The Foreign Corrupt Practices Act (FCPA) of 1977,
amended by the Omnibus Trade Act of 1988, punishes
bribeiy or attempted bribeiy offoreign public officials
where the offence is committed by an enterprise created
in the United States or with its headquarters there. The
FCPA also applies to foreign companies which issue
negotiable securities on American stock exchanges.

3- This principle of assimilation' is to be found in the
European Convention of15 May 19 72 (Council ofEurope)
and in the EEC Agreement on Transfer of Proceedings
in Criminal Matters of 1990.
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siphoned off as bribes to public officials and
channelled into projects of lesser importance.

Nearly all countries have a body of rules and
practices designed to combat bribery and cor¬
ruption. Yet domestic law in general only ap¬
plies to acts committed in the country in quest¬
ion and to the bribery of national public offi¬
cials. It does not expressly cover acts committed
abroad or the bribing of public officials in for¬
eign countries. The legislation of the United States
is an exception in this respect.2

To offset these shortcomings of national legis¬
lation on illicit payments - payments made with
the intention of unduly influencing a decision -
a number of steps have been taken internation¬
ally. The results have been variable. At the end
of the 1970s negotiations under the auspices of
the United Nations for the conclusion of a multi¬

lateral convention came to a halt when they ran
into a series of political, legal and practical prob¬
lems. For their part, the OECD countries, in their
1976 Guidelines for Multinational Enterprises,
urged firms to refrain from bribery in their busi¬
ness dealings, regardless of the country in which
they were operating. In 1977 the International
Chamber of Commerce (ICC) adopted a code of
behaviour to combat extortion and bribery in
business transactions and set up a group respons¬
ible for interpreting, promoting and applying it;
many multinational enterprises have drawn up
internal guidelines based on this code.

Yet these different approaches failed to pre¬
vent the spread of bribery and corruption, which
has become a source of growing concern for
the governments of the OECD countries. Against
this background the United States asked the
Organisation in 1989 to begin work with a view-
to concluding an international agreement on
bribery and corruption. It came into being on
27 May 1994 with the adoption of the 'Recom¬
mendation on Bribery in International Business
Transactions'.

A Survey
of Existing Legislation

The OECD began by identifying and listing
all existing bribery and corruption provisions in
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national legislation. The results of this exercise
showed that the law of all OECD countries, par¬
ticularly their criminal law, did indeed condemn
such practices, but that because of territorial limit¬
ations it applied only to illicit payments given,
offered or promised to national public officials.
It did not expressly cover those given to foreign
public officials (although some countries did not
exclude this possibility). It is not therefore sur¬
prising that corrupt practices in international
transactions continue to escape prosecution.

A second exercise examined the tax treatment

of bribes and revealed that the tax law of most

OECD countries do not have any specific regu¬
lations on illicit payments. They are thus treated
just like other taxable or deductible sources -
often, indeed, as deductible expenditure since
they are considered to be legitimate.

The OECD decided that at present a 'Recom¬

mendation' by its Council would be the most
appropriate instrument in the fight against cor¬
ruption. Although not legally binding, a Recom¬
mendation of the OECD Council does represent
a political commitment and encourages coun¬
tries to take steps to adopt measures of surveil¬
lance and follow-up to promote its implement¬
ation.

In drawing up the Recommendation, the
OECD countries agreed that action in criminal
law would be one of the most effective ways of
tackling bribery in international business trans¬
actions. They expressed some reluctance to pro¬
secute corrupt practices outside their national
territory, since this would imply the exercise of
extra-territorial jurisdiction on their part. But they
did agree to look at possible ways of overcom¬
ing this difficulty, including: extending national
criminal law to cover offences committed by
nationals outside national territory where such
acts also violate the law of the country where

they are committed; 'assimilating' illicit payments
made to foreign public officials in the same way
as those made to national public officials in
order to criminalise them, at the request of the
other country involved;3 the extradition of
offenders to be prosecuted in the other country
involved.

The question of the tax treatment of illicit
payments was also considered by member coun

tries who agreed to review national practice in
this area, including non-deductibility of such
payments, and to assess the feasibility of action.

Dissuasion,
Prevention, Prosecution

By adopting the 'Recommendation on Brib¬
ery in International Business Transactions' the
OECD countries are called upon to take steps,
nationally and internationally, 'in conformity with
their jurisdictional and other basic legal prin¬
ciples', to deter, prevent and combat the bribery
of public officials in foreign countries.

Nationally, each member country is requested
to review its criminal, civil and administrative

laws and regulations and to take 'concrete and
meaningful' steps; the Recommendation offers
to each country the choice of where action is
most appropriate, provided that it is effective.

In terms of international co-operation, each
OECD country is called upon to consult and
otherwise co-operate with the appropriate
authorities in other countries through such
means as sharing information, strengthening or
setting-up arrangements for mutual legal, judi

cial and administrative assistance and extra¬

dition. Other international organisations, such as
the Council of Europe, the United Nations.
UNCTAD, and international financial bodies such
as the World Bank, the International Monetary
Fund, and the EBRD, are also to be consulted

on ways of combatting corruption effectively.
The implementation of the Recommendation

will be monitored by a working group which
will, in the traditional OECD way. carry out regu¬
lar reviews of steps taken by member countries.
These so-called 'peer reviews' will be 'horizon¬
tal' (all member countries will be reviewed at

the same time) and they will take place every
year. They should produce proposals as appro¬
priate to assist member countries in the imple¬
mentation of the Recommendation. The group
involved will also examine specific issues re¬
lating to corruption such as the criminalisation
of corrupt practices and their tax treatment in
close co-operation with the OECD Fiscal Affairs
Committee.

The international symposium being organised
by the OECD in March is designed to involve
non-member countries in the fight against
bribery and corruption. Emphasis will be put on
the importance of joint action to prevent such
practices in international business transactions
and to explore possible further co-operation. The
symposium will concentrate its attention not only
on the Recommendation (the bribery of foreign
public officials in international business trans¬
actions) but also on broader issues such as the

pernicious effects of bribeiy on good govern¬
ance and development co-operation.

The OECD Recommendation, by laying down
standards of behaviour for enterprises, and with
the monitoring mechanism provided for its im¬
plementation, could serve as a catalyst for world¬
wide action to combat bribeiy in international
business transactions and could help firms to
abstain from such practices in their dealings
abroad, Resolute and concerted action by the
OECD countries to fight briber)' and corruption
could in this way strengthen the multilateral trade
and investment system, and guarantee conditions
of fair competition.
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China Charges
for Pollution
Michel Potier

China, whoseprincipal source ofenergy is coal, has record air
pollution in its cities. Its rivers and streams are also badly
polluted. This situation has been widely reported. What is less
well known is that China is doing something about it. It has
even, since 1979, been using economic instruments that are
notyetpart ofthe arsenal ofall the OECD countries, modifying
them when they do not produce the desired results,
last fune, the National Environment Protection Agency in
Beijing launched a two-year study of the Chinese system of
pollution charges. The aim was to examine and improve the
existing system, taking a leadfrom the countries with market
economies. Michel Potier, of the OECD's Environment

Directorate, tookpart. This study isplaying a majorpart in the
current process of reform, at a moment when China is
welcoming experiencefrom the outside world, andprovides a
vast testinggroundfor innovative approaches to environmental
management.

Some of the OECD countries have not

yet adopted a system of pollution
charges; China, by contrast, has been
practising one for more than fifteen
years. But there is an important dif¬

ference: under the Chinese system, charges are
levied only if standards are not met; in OECD
countries it is a different matter altogether (box,
right).

The Chinese system of pollution charges was
introduced in three stages. The launch and
demonstration period ran from 1978 to 1981. The
idea of pollution charges first appeared in a re¬
port in December 1978 by the steering group on
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environmental protection of the Council of State,
and received the approval of the Central Com¬
mittee of the Chinese Communist Party. In 1979,
it was enshrined in Article 18 of the Environ¬

mental Protection Law of the People's Republic
of China: wherever discharges of pollutants ex¬
ceeded limits set by the state - national emiss¬
ion norms - a charge would be levied accord¬
ing to the amount and concentration of the emiss¬
ions. That year the scheme was tried out for the
first time in Suzhou, a city 100 km to the west of

Michel Potier is Head of the Economics Division

of the OECD Environment Directorate. :

Shanghai, and in 1981 was extended through¬
out China.

Between 1982 and 1987 the system was con¬
solidated all over the country. The monies col¬
lected in 1987 amounted to 1.43 billion yuan,1
ten times more than in 1979. The idea of lend¬

ing these receipts to enterprises rather than allo¬
cating them as subsidies is gradually catching
on, and underlies one of the primary reforms of
the system.

The third phase, which began in 1988 and is
still in progress, is aimed at tightening up the
control mechanisms of a scheme that oversees

upwards of a hundred standards (wastewater,
atmospheric emissions, wastes, noise, and so on).
To this end, charge-calculating methods have
been classified and codified.

Collection

and Administration

The government has instituted a comprehen¬
sive procedure for collecting and managing the
revenues from the charge system. It specifies the
kinds of information which enterprises must sup¬
ply to the regional environment-protection
bureaux, the means for ensuring that it is cor¬
rect, the checks to be run for verifying the rate
and amount of charges, rules for administering
and allocating the funds (income and expendi¬
ture, criteria for distributing funds or selecting
projects, financial breakdown).

For water pollution, for instance, standards
have been set for a large number of pollutants,
varying according to type of industry. The para¬
meters commonly monitored by the regional
bureaux are chemical oxygen demand, Ph, sus¬
pended matters and oils. In each case, the ratio
is determined between the observed concentra¬

tion and that prescribed by the standard. The
charge is then calculated on the basis of the cate¬
gory of pollutant (COD, Ph, suspended matters,
oils) which exceeds the standard by the largest
multiple, in relative value. With suspended
matters, for example, the difference between the
concentration observed and the standard is multi-

1. One US dollar = 5.74 yuan in 1993, 8.52 yuan in
November 1994.

18



Environ

Analysis

plied by an established factor to determine the
amount of the charge. The process is repeated
for each type of pollution (air, water, wastes,
noise, radioactivity).

The system comprises a fourfold set of
penalties - 'the four pieces', as the Chinese call
them. First, the charge is increased, after a
three-year period of grace, by 5% per year for
each enterprise that has not respected emission
or effluent norms. Second, the charge is
doubled for each new enterprise (built after the
adoption of the Environmental Protection Law
of 1979) which exceeds emission/effluent stand¬

ards, or any existing enterprise which fails to
make its pollution-reducing equipment work.
Third, a fine of 0.1% per day is levied for any
delay of more than 20 days in the payment of
monthly or quarterly charges. Fourth, fines are
prescribed for falsifying compulsory emission/
effluent reports, or obstructing inspection by
officers of the local environment-protection
bureau. The provinces have little discretion for

modifying charge co-efficients and calculation
formulae, but they may stiffen or lighten fines.
The proceeds from fines are remitted to the cen¬
tral government.

The major part of the revenues brought in by
the charge system is deposited in a local area
fund. The money is then redistributed to enter¬
prises as subsidies or soft loans and is used to
finance the installation of plant to reduce indus¬
trial pollution. Only enterprises which have made
payments to the fund are eligible for loans, to
which 80% of the funds is directed; the rest goes
to the environment-protection bureau to pay for
its surveillance and implementation work.

Three

Achievements

The 22 provinces, five autonomous regions
and three autonomous municipalities (Beijing,
Tianjin, Shanghai) of the People's Republic of

China apply the charge system. Over 2,700 coun¬
ties, 91% of the total, have begun levying charges
on five categories of industrial discharge, or
113 individual pollutants. Since the scheme came
into force, over 200,000 polluting industrial en¬
terprises have paid charges totalling 13.1 billion
yuan. In 1992, payments amounted to 2 billion
yuan, ten times higher than in the first year.

Better Management
The obligation laid on every industrial facility to
report its emissions has fostered a sense of re¬
sponsibility among plant managers. Snap inspect¬
ions and follow-up recommendations have in¬
duced management to economise energy and
raw materials, adopt pollution-control measures
and pay more attention to the health of their
workers. Pollution-control measures in a lead-

zinc battery factory with 2,500 employees that
we visited near Chongqing, Sichuan province,
have cut the number of workers suffering from
lead-related ailments from 68 in 1981 to 25 in

1994.

Securing Finance
Since the charge system was set up, 8 billion
yuan have been spent on equipment for con¬
trolling industrial pollution - 16% of the total

BACKGROUND

Chinese and OECD Definitions

Pollution charges, as defined in China, have a
more limited scope than in OECD countries. A
pollution charge is imposed by the Chinese
authorities only where a standard is exceeded.
In the OECD countries, charges are one of the
many economic instruments (taxes, tradable
emissions, deposit-refunds, subsidies) used for
protecting the environment and constitute
something different. They are payments re¬
lated to the amount and nature of discharges
into the environment, even if they are below
established standards.

It would be more exact to describe the

Chinese system not as charges but as payments
for non-compliance with a standard. The
word 'charges' is used here for two reasons:
simplicity, and the fact that China is slowly
broadening the meaning it attaches to the
term.
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China Charges
for Pollution

Whatever forr

four pieces',
of pollution an enterprises causes, it faces charges in a fourfold set of penalties - 'the

;' the Chinese call them.

cost of pollution control throughout China, and
25-35% of the cost in most cities. From 1982 to

1986, proceeds from charges accounted for 28%
of anti-pollution investment in the steel indus¬
try. Over the same period, the rate of compli¬
ance by the steel industry with discharge stand¬
ards rose from 33.5 to 60.4%.
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Training Administrators
Of the 13 billion yuan collected, the environ¬
ment-protection bureaux committed 3 billion to
upgrading the civil service's environment-
management capacity (by funding education and
training programmes for the staff), purchasing
and covering the operating costs of emission

20

monitoring and measurement equipment devices
(1 .84 billion yuan), and raising the environmental
consciousness of the public (through ecological
awareness campaigns).

This money enabled 8,700 new jobs to be
created. By the end of 1992, there were 1,808
monitoring stations throughout the country (in
national, provincial, county and town adminis¬
trations), with a total staff of 25,750 - in addition

to the 16,000 employees administering the charge
system (checking industry reports on emissions,
inspecting sites, calculating charges, allocating
subsidies and loans, and so on).

How

Effective?

The charge system has succeeded in gather¬
ing funds and allocating them for anti-pollution
investment. The Chinese authorities are none¬

theless aware of its many shortcomings.
Charges are relatively light, and much lower

than the marginal cost of cleaning-up pollution.
They are not pegged to inflation. Most under¬
takings prefer paying them to investing in emiss¬
ion control. In spite of a 25-40% increase in 1991
over 1990, charges represent only a tiny fraction
(about 0.1%) of production costs.

The system does not encourage enterprises
to improve on the standards set. They pay
charges only for the worst-offending pollutant
and not for the other pollutants they discharge.
Having complied with the law, they have no
inducement to curb emissions of other pollu¬
tants, not even when the marginal cost of re¬
ducing emissions would be very low.

Since the law allows state-run firms to pass
on the cost of pollution charges in the form of
higher prices, or to obtain an offsetting tax
rebate, there is not much chance of pollution
being reduced at the lowest social cost where
price-competition is not yet fully established. A
firm has little inducement to trim the costs of

controlling its emissions when these are auto¬
matically passed on to the customer or paid for
out of the government budget.

The system in its present form does not al¬
low economies of scale in the treatment of in-
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dustrial effluents, wastewater in particular, since
the money collected cannot be used for build¬
ing a shared water treatment station for several
firms. Nor can firms which have not paid charges
benefit from the system. The result is a tendency
to adopt end-of-pipe cleaning techniques rather
than change production methods.

The practical application of the system varies
depending on the province, and even on the
city. Chinese tradition has it - as the local
leaders we met admitted - that the payment of
charges and the time allowed for settlement are
subject to negotiation, especially if the polluter
has connections in the collection office. More¬

over, even though some banks (as at Yi Chang,
Hubei province, on the banks of the Yangxi
River) automatically pay pollution charges owed
by enterprises into the account of the environ¬
ment-protection bureaux, they often find that the
enterprise's account is empty. Nevertheless the
rate of collection in the cities is generally felt to
be reasonably good.

Problems are more common locally - in the
counties, townships and villages - where the

environment authorities are more thinly repre¬
sented and economic interests are strong. The
25 million township and village industrial enter¬
prises paid only 10% of the charges collected in
1991, although they account for 20% of China's
total industrial output. Through lack of staff, the
environment-protection bureaux have tended,
understandably, to focus their attention on the
big polluters - the 3,000 largest firms together
responsible for 60% of China's industrial dis¬
charges.

Reforms

in Progress
The Chinese authorities are beginning to in¬

troduce various improvements to the system.
Although these advances are timid, the idea is
to change the basis for calculating charges and
give more muscle to the process of collection
and implementation.

One element of the reform would be to raise

charges gradually until they more or less equal

Chinese charges wilt not be fully effective without the continued liberalisation of energy prices.

FOCUS

Reforms Jested

in Chongqing and Yichang
As is Chinese custom, reforms are usually
given field trials in provinces or cities before
being applied to the whole country. In 1992,
for example, China began testing a sulphur
tax in nine towns and two provinces.

The environment-protection bureau of the
city of Chongqing (Sichuan province), whose
staff we interviewed, has begun levying a
charge on sulphur dioxide emissions, to try to
improve the serious problems of air pollution
generated by acid rain falling over the muni¬
cipality. Because of the difficulty of measuring
and monitoring these emissions, the charge is
based not on the quantity of SO, released into
the atmosphere but on the amount and sul¬
phur content of the coal burned 'by each fact¬
ory. The rate charged is 0.20 yuan per kilo of
sulphur. The puipose of the charge is to induce
industry to save energy and use higher-grade
coal. The reform was accom-panied by other
measures aimed at restricting the burning of
coal in certain areas and providing incentives
for firms willing to delocate away from the
industrialised centre of the town.

The environment-protection bureau of the
city of Yichang (Hubei province), which we
also visited, introduced its own charge on S02
in 1992. In view of the lack of'national stand¬
ards for SO'j pollution and of local by-laws, it
was no easy task obtaining the support of the
local authorities. After three years of negotiat¬
ing, the decision was nonetheless taken to levy
a charge designed to curb emissions from the
26 factories and industrial plants account¬
able for 80% of the coal consumption in the
city (population 440,000). Along with the
charge were introduced discharge permits -
an idea already experimented with in China,
since 1987 for effluent discharges in water
and since 1991 for atmospheric emissions- to
take account of the assimilation capacity of
different environments.

The S02 charge was applied wherever dis¬
charge permits were exceeded. The success ofa
system obviously depends on its enforcement
in practice. During the introductory phase,
the industries required to communicate their
pollution data to the environment protection
bureau grossly under-reported their emissions
and paid only a portion of the charges they
should have done. The checks carried out by
inspectors from the bureau, using resource
tallies and consumption figures for water and
coal, showed that the firms had concealed
three-quarters of their emissions. Charge rates
were raised accordingly. The reforms now
appear to be working satisfactorily, since
atmospheric concentrations of SOj have fallen
by 30% and the frequency of acid-rain
precipitations has declined by 17%.
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China Charges
for Pollution

the marginal cost of controlling every polluting
element in emissions. That should result in an

appreciable decline in emissions, because of
better factory maintenance, and elimination of
leaks, spills and wastage - all at negligible cost.
The problem is that the industries involved are
fiercely opposed to any increase in rates.

Even so, the National Environment Protect¬

ion Agency has succeeded in implementing re¬
forms which are making the system more effect¬
ive. Standards, which were formerly defined in
terms of concentration (particularly for effluents
discharged in water, which led factories merely
to dilute their wastes), are now expressed in
volume terms (How or mass). Moreover, in the

attribution of proceeds from pollution charges,
subsidies are being progressively phased out and
replaced by low-interest loans. The aim is to
create a situation where applicants for loans are
selected on a competitive basis and to end the

FOCUS

An Environment-Protection Bureau

The environment-protection bureau which
we went to see in Chongqing works in col¬
laboration with the other county and city
bureaux of the province. It employs a staff
of 80. The pro-vince has 4,000 people alto¬
gether working in environmental protect¬
ion. Chongqing lies in the south-east part of
Sichuan province (area: 230,000 km2), and
has a population, surrounding counties in¬
cluded, of 15 million. Engineering, chemi¬
cals and electrical industries are located in

this part of the province, 802 of them, under
the authority of the municipalities and
1,500 under that of the counties. There are
another 90,000 industrial enterprises in vil¬
lages and townships. The total output in
value of the industries under municipality
and county control amounts to 15 billion
yuan; the output from township and village
industrial enterprises totals 13 billion yuan.
The pollution problems generated by this in¬
dustrial activity are very serious, the worst
being SOj emissions. Average atmospheric
concentration is 390 ft per m3, compared
with a maximum permitted level of 200 n
pennf Water-quality is another grave con¬
cern, because of the presence of large
numbers of pollutants.
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The city of Chongqing has recently introduce charges on sulphur dioxide t > try t( curb acide rain.

practice of extending loans only to industries
which have paid pollution charges. These charges
still do not cover pollutants such as SO,, CFCs or
solid wastes; trials are under way for SO,.

In 1993, a charge was introduced for indus¬
trial wastewater based on the quantity discharged
into the environment - one of the first signs of
change in the pollution-charge system. But firms
are not required to pay this charge if they are
already paying for exceeding another norm.

Three points of conclusion. First, the system -
which is still little known outside China - has

played an important role in environment policy
in recent years, despite its shortcomings. It has
quite certainly helped to improve environment¬
al quality in the worst-polluted regions and
cities by assisting the dirtiest industries in acquir¬
ing effluent-cleaning equipment. It has also pro¬
vided China with a network for monitoring emiss¬
ions and staff trained in environmental manage¬
ment.

Second, the system is evolving. The study
launched by the National Environment Protect¬
ion Agency has got off to a good start and, if it

fulfils its promise, could end up producing one
of the most effective charge systems in the world.
There is one proviso: local environment-
protection bureaux must show their ability
to enforce it, by resisting all attempts at cor¬
ruption.

Lastly, and crucially, the Chinese pollution
charge system, even radically reformed, cannot
fully succeed unless the government perseveres
with its efforts to liberalise commodity and
energy prices, phase-out subsidies, dismantle
state monopolies, and curb inflation. It is a long
haul, but China is on the right track.
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Social Affairs

Reforming
Health Care
Maitland MacFarlan and Howard Oxley

Reform of the health sector has been high on thepolicy agenda
ofalmost all OECD countries in recentyears, driven by the desire
to contain the growth in spending on health care, improve the
efficiency with which services are provided, and maintain or
improve equity ofaccess.1

Over the past thirty years spending
on health care in the OECD area

has more or less doubled. Most

OECD countries now spend
around 7-9% of GDP on health

services (although over 14% in the United States);
in I960 spending on health averaged a little
under 4% of GDP (Table). Health spending by
the public sector has grown even faster than
total health spending (particularly during the
1960s and 70s), as coverage of public insurance
expanded. This growth has put substantial press¬
ure on public-sector budgets.

Variations in health spending per capita
between OECD countries appear to be closely
linked to their respective volumes of per capita
GDP. In this relationship GDP is likely to be
proxying a complex mix of influences (includ¬
ing the demands of health 'consumers', growth
in health-care facilities, and the diffusion of new

equipment and procedures) that are roughly
correlated with national income and output. It

would appear that only a portion of the increases
in health spending since the 1960s, and prob¬
ably less than half, can be attributed to demand-
side influences such as rising incomes, the
aging of the population, and increased insur-

Maitland MacFarlan and Howard Oxley work in the
Public Economics Division of the OECD Economics

Department.

ance coverage. Instead, the largest part of spend¬
ing growth appears to be caused by factors that
are generally associated with the provision of
health services, including imperfections in the
health market (such as limited information on

the costs and effectiveness of alternative treat¬

ments), funding methods, and the incentives
facing providers of health care. A particularly
important role is likely to have been played by
technological change, including developments
in the equipment, drugs, and procedures used
to deliver medical care. Some of these develop¬
ments have been cost-reducing, contributing, for
example, to shorter hospital stays, reductions in
the call for surgery, and better control over
diseases and infections. Usually, though, new
technologies have been accepted and paid for
by health insurers with little assessment of the
effectiveness and appropriateness of their use.

Spending growth has been fuelled also by
increases in the supply of personnel and facili¬
ties for medical care. For a time (particularly
during the 1960s and 70s) these increases may
have been required to match an expansion of
demand for health sendees. But many countries

appear to have an over-supply of beds, despite
falls in their numbers over the past decade.
Doctor/patient ratios have continued to rise
throughout the OECD area, probably contribut¬
ing to the diffusion and use of expensive new

23

technologies. These trends have also raised con¬
cerns that, to maintain incomes and attract

clientele, health providers may have agreed to
and even encouraged the consumption of more
health services than was warranted on medical

grounds.
In most countries the prices of health serv¬

ices have increased more rapidly than other
prices in the economy (although some of this
apparent 'excess' inflation in health prices may
reflect unrecorded increases in productivity and
quality in the health sector). In some cases
(particularly the United States) doctors and other
health professionals have been able to raise their
incomes relative to others in the economy,

despite increases in the number of personnel.
Furthermore, there are sizable differences

between countries in the prices of health care
relative to other prices: for example, health prices
are relatively high in the United States, and rela¬
tively low in Japan and France. These countries,
along with Canada, appear to have roughly the
same 'volume' of health services per capita, if
health expenditures are adjusted to take into
account the differences in relative health prices.

OECD countries differ widely also in the
allocation of spending between in-patient care,
ambulatory services and pharmaceuticals. The
share of in-patient spending, for example, which
is usually more expensive than other forms of
care, is relatively high in Denmark and Norway
and low in Japan and Germany. There are also
wide differences in patterns of medical practice,
such as prescribing patterns and the adoption of
particular surgical procedures, beyond what can
be explained by demographic and morbidity
indicators. The proportion of births by Caesar-
ean section, for instance, is around twice as high
in the United States and Canada as in New-

Zealand, Sweden and the United Kingdom; and
Japan has only about one-tenth the rate of
kidney transplants of Austria and Norway.

Some of these differences may stem from
broader cultural and social factors. But a major
role is probably also played by the particular
institutional arrangements - and hence by the

1 .New Directions in Health Care Policy: Improving

Cost Control and Effectiveness, OECD Publications,
Paris, forthcoming 1995.
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Technological advance -and the expensive and sophisticated equipment that comes with it -is likely to
have played an important role in the expansion of costs.

associated incentives and constraints - adopted
by each country for funding and delivering health
services. For example, relatively high pharma¬
ceutical consumption in Japan may be linked to
the fact that pharmaceuticals in ambulatory care
are sold by the doctors themselves. Basing hospi¬
tal funding on payments per occupied bed may
have contributed to the relatively long lengths
of hospital stay observed in Austria and Ger¬
many (compared, for example, with the United
States, where the system of payments per case
is now widespread).

These considerations suggest there is scope
for reform of health funding and delivery struct¬
ures, directed at improving cost-control and
efficiency. Such reforms do not have to com¬
promise the broader pursuit of improvements in
health status. Indeed, if indicators of health out¬

comes (such as life-expectancy and infant-
mortality rates) are compared across OECD
countries, those countries with relatively high
volumes of health spending do not in general
obtain significantly better results than those with
lower spending. For example, these indicators
of outcome appear in most cases to be better in

Japan than in the United States, even though
health spending in Japan (as a share of GDP) is
half that of the United States.

Macro-economic

Controls

Faced with the budgetary and other pressures
created by rising health expenditures, most OECD
governments have taken steps (especially dur¬
ing the 1980s) to place some form of broad, 'top-
down' restraint on spending, particularly in the
hospital sector. Various sorts of measures have
been used: prospective (and often global) spend¬
ing limits per hospital, with sanctions to deter
over-runs; limits on the construction of hospital
facilities and the acquisition of costly medical
equipment; direct controls on the volumes of
service; and controls on the prices and/or
quantities of personnel and other inputs.

The substantial slow-down in the growth of
spending in the 1980s may, to some extent, be
attributable to this kind of control. Several fact¬

ors, nevertheless, risk undermining their effect

iveness and sustainability. There have been spill¬
overs of spending from activities that are con¬
trolled to those that are less tightly supervised -
from, say, hospital to ambulatory care, and from
public to private provision of insurance and
medical services. Price controls have been off¬

set by increases in the number of services pro¬
vided. And waiting lists for public hospital serv¬
ices have emerged or worsened in many coun¬
tries, leading to concerns about equity of access
to health care and creating political pressures
for increases in spending.

More broadly, top-down controls by them¬
selves do little to improve the efficiency of
health-care provision (and may even penalise
efficient producers - when, for instance, future
funding is based on past spending). In particu¬
lar, information on the relative costs and effect¬

iveness of different medical procedures has been
and remains weak, in part because there have
often been few incentives to generate or trans¬
mit such knowledge; pricing arrangements for
health services are often out-dated, with little

relationship to costs; the internal flexibility of
labour has been limited (for example, with skilled
workers performing tasks which could be done
by less highly qualified personnel); and capital
spending has usually been allocated separately
from current spending and written off immedi¬
ately, giving hospitals an incentive to seek addi¬
tional capacity and equipment even if more
effective use could be made of current facilities.

As a result, more recent reforms in many
OECD countries have focused on micro-eco¬

nomic improvements in the ways in which re¬
sources for health care are assessed, deployed
and funded. Reforms along the lines of those
outlined next have been introduced in the

Netherlands, New Zealand, Norway, Sweden and
the United Kingdom, and are being considered
in Belgium, Denmark, Finland, France, Germany,
Ireland and Spain.

Improving
Efficiency

The central element in recent reforms has

been to strengthen the role of the agencies -
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typically insurance funds or regional
health authorities - who fund health

services. Rather than being passive

payers, funders have to become
active purchasers of health care, re¬
sponsible both for control of total
health costs, and for assessing and
buying health services for con¬
sumers.

Cost-control requires the continu¬
ation and refinement of some present
techniques, including ceilings on con¬
tribution rates (in the case of

social-security funds, for example)
and. where relevant, the development
of formulae for dividing the national
health budget equitably amongst re¬
gional purchasers. Most importantly,
health purchasers have to become
consumers' agents in assessing the
relative merits and cost-effectiveness

of alternative medical procedures,
identifying 'best-practice' techniques,
and selectively buying services from
potential suppliers.

There may be some advantages to
systems where there is only one pur¬
chasing authority (national or re¬
gional). Such an arrangement may
allow the purchaser to make use of
economies of scale and mono-

psonistic powers in assessing service
options and negotiating contracts with
providers; and single purchasers may
be better placed to take an integrated,
long-term view of health care, includ¬
ing the appropriate mix of prevent¬
ative and community care, as well as 'mainstream'
services provided by general practitioners, spe¬
cialists and hospitals. But a risk with such ar¬
rangements is that purchasers may be relatively
unaccountable to consumers. It may therefore
be preferable for purchasing to be organised
regionally, with systematic comparisons of treat¬
ment approaches and results across regions.

An alternative approach is to have a com¬
petitive insurance market (as with property and
life insurance, for example), with insurers com¬
peting for clients on the basis of the services

Table

Total Expenditure on
% of GDP

Health 1960-92

1960 1970 1975 1980 1985 1990 1992

United States 5.3 7.4 8.4 9.2 10.5 12.4 14.0

1 japan 3.0 4.6

5.9

5.6 6.6 6.5 6.6 6.9

Germany 4.8 8.1 8.4 8.7 8.3 8.7

France 4.2 5.8 7.0 7.6 8.5 8.9 9.4

Italy 3.6 5.2 6.1 6.9 7.0 8.1 8.5

United Kingdom 3.9 4.5 .. : .5.5 : 5.8 6.0 6.2 7.1

Canada 5.5 7.1 7.2 7.4 8.5 9.4 10.2

Average of
above countries 4.3 5.8 6.8 7.4 8.0 8.5 9.3

Australia 4.9 5.7 7.5 7.3 7.7 8.2 8.8

Austria *r.*f 5.4 /.i /.y b. \ b.4 is.b

Belgium 3.4 4.1 5.9 6.6 7.4 7.6 8.2

Denmark 3.6 6.1 6.5 6.8 6.3 6.3 6.5

Finland 3.9 5.7 6.4 6.5 7.3 8.0 9.4

Greece 2.9 . 4.0 4.1 4.3 4.9 53 .5.4

Iceland 3.5 5.2 6.2 6.4 7.0 8.2 8.5

Ireland jKSB 4.0 5.6 8.0 9.2 8.2 70 /.I

Luxembourg 4.1 5.6 6.8 6.8 7.2 7.4

Netherlands 3.9 6.0 7.6 8.0 8.0 8.2 8.6

New Zealand 4.3 5.2 6.7 7.2 6.5 7.3 IJ

NorwayHM 13 5.0 * 6.6 6.4 7.5 8.3

Portugal 3.1 6.4 5.9 7.0 5.4 7.0

Spain 1.5 3.7 4.9 5.6 5,7 6.6 70

Sweden 4.7 7.2 7.9 9.4 8.9 8.6 7.9

Switzerland 3.3 5.2 7.0 7.3 8.1 8.4 9.3

Turkey 3.5 4.0 2.8 4.0 4.1

OECD Europe' 3 8 5 3 6 6 7.1 7.3

Total OECD' 3.9 5.5 6.7 7.2 7.4 7.9 8.4

.. not available

1. Unweighted average; excludes Luxembourg, Portugal and

Source: OECD

Turkey.

they offer. In principle, this system should in¬
crease the accountability of health funders to
consumers. But almost all countries subscribe to

the view that individuals' payments for public-
health insurance should be related to their in¬

come rather than to their individual health risk:

In this case, some form of equalisation payment
(or cross-subsidy) between insurers is likely to
be required, to ensure that those funds with a
disproportionate number of higher risk (and
therefore more costly) members are able to
attract new clients and retain existing ones.

Recent experiences in the Nether¬
lands suggest that it is very difficult
to devise systems of risk-adjustment
which both maintain equity of access
to health insurance, and also give in¬

surers an adequate incentive to com¬
pete for customers.

The purchasing function would be
enhanced if health providers (such
as specialists and hospitals) had to
compete for contracts offered by
funders. The threat that funding might
move to alternative suppliers should
provide a powerful incentive for pro¬
viders to seek improvements in qual¬
ity, efficiency, cost-control and other
activities. Moreover, contracting be¬
tween purchasers and competitive
providers should lead to prices
moving more closely into line with
genuine costs.

For efficiency gains to be realised,
providers are likely to require better
management systems, including im¬
provements in information, bud¬
geting and accountability arrange¬
ments, as well as more autonomy to
exercise managerial functions - not
least the ability to negotiate directly
with staff over pay and conditions
rather than being bound by central¬
ised agreements.

Many of these reforms are equally
relevant for ambulatory care and for
secondary services: more accurate
assessment of treatment options,

fiercer competition between provid¬
ers, and more appropriate funding arrangements.
Two measures appear particularly effective in
ambulatory services. First, total costs appear to
be lower in countries where primary-care doct¬
ors are 'gatekeepers' for specialist and hospital
services.2 Second, capitation-based payment ar¬
rangements - possibly extended, as in the United
Kingdom, so that the grant covers a range of
secondary services - provide primary doctors

_'. Yutakalmai, "The UnitedKingdom: TheNationalHealth
System', The OECD Observer, No. 190. October/Novem¬
ber 1994.
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with an incentive to compete for
patients, provide them with a sat¬
isfactory standard of care, but
also assess the costs and effect¬

iveness of treatment options.
There is also interest in mixed

systems for paying primary doct¬
ors, including, for example, a
capitation component and fees
for the specific services that
health funders want to see pro¬
vided. Such arrangements also
have to be balanced by adequate
consumer choice over primary-
care doctors.

The pharmaceutical sector is
already heavily regulated, with most countries
placing some form of control on industry prices
or profits, or on reimbursement rates for con¬
sumers. But in view of the wide variations in

prescribing practices between (and also within)
countries, more rigorous evaluation of prescrib¬
ing behaviour may be required. More use could
be made of practice reviews (where doctors are
informed how their prescribing rates compare
with others) and of incentive-based approaches
to encourage doctors to prescribe prudently. One
possibility is to include prospective spending on
drugs in the annual capitation payment, as in
the United Kingdom. Selective deregulation of
the retail market may also help to contain drug
prices by stimulating competition in retail prices.

Demand-side

Measures

Instituting or increasing out-of-pocket
expenses for patients can restrain demand,
particularly 'excessive' demand that may arise
because extensive insurance cover encourages
over-consumption. But this approach presents
some difficult trade-offs. For example, simple,
wide-ranging charges (say, flat or proportionate
payments on most health expenses) may be rela¬
tively straightforward to introduce and admin¬
ister, but they are likely to make health finan¬
cing more regressive - hitting poorer people
harder- and are inefficient because they do not

take into account that the risk of excessive de¬

mands is likely to differ markedly between health
services (with lower risks, for instance, in the

case of major surgery compared with some
ambulatory services).

Providing exemptions or differential charges
that depend on income, health-care require¬
ments, service types and so on can reduce con¬
cerns about equity and efficiency, but will
increase administrative costs and complexity,
lower the impact on revenue, and risk creating
'boundary' problems (for example, with individu¬
als choosing emergency-room treatment over
doctors' visits because of lower charges). More¬
over, particularly if part-charges are sizable, there
is a risk of individuals' foregoing early but
necessary preventitive care and then requiring
much more costly health services later on.

The case for user-charges seems stronger
when it comes to ambulatory care, non-chronic
pharmaceuticals, and routine dental and eye-
care - here, costs are lower and more predict¬
able, and the discomfort is less. There may
nevertheless have to be ceilings on the cost-
exposure of lower-income groups and the chron¬
ically ill. Charges may also be made for the 'care'
as opposed to the 'cure' aspect of hospital stays
(including private rooms, more staff, and so on).
Cost-sharing can also be used to achieve more
specific goals, such as higher reimbursement rates
for expensive dental treatments for individuals
who have had regular check-ups (as in the
Netherlands), and family allowances conditional

J | on children being taken for
| check-ups by a paediatrician
| (France).

Implementing such changes
is unlikely to be easy. Assess¬
ing the effectiveness of new,
even existing, medical tech¬
niques, for example, can be
difficult and time-consuming.
There is often strong commu¬
nity attachment to local hospi¬
tals, even if sometimes there are

more efficient ways of provid¬
ing services. And the medical

profession may be uncomfortable with the bud¬
gets, contracts and the like which would play a
larger role in the organisation of health care.
Nevertheless, an approach which turns health
funders into active purchasers of health services
may prove the best means of ensuring that health
care continues to be available in a timely, equi¬
table and affordable manner.
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Energy
in Russia :- .:
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Randolf Grânzer

The economic potential of Russia's
energy sector is substantial. But
enormous wasteage and obstacles to
oil exports cost Russia precious
foreign exchange and retard
development. More reform will be
required before thatpotential can be
fully realised.1

For Russia, with its wealth of natural

resources, the energy sector has
special economic and political signifi¬
cance. Half of the country's export
revenue is earned by exports of oil

and gas; and that figure could have been higher
if the discovery of these large-scale resources in
the 1970s had not encouraged the central
planners of the Soviet regime to continue to em¬
phasise the development of energy-intensive
heavy industry. Rapid increases in oil, gas and
coal production had highest priority in national
investment plans but often at the price of ineffi¬
cient and uneconomic investment and extract¬

ion methods. In the last years of central plan¬
ning, government investment was reduced con¬
siderably, reversing the upward trend in coal,
oil and electricity production.

Now, left without government subsidies (ex¬
cept for coal) but faced with domestic energy
prices below costs because of overproduction,
with substantial payment arrears among its cus¬
tomers in Russia and the New Independent States

Kandolf Grânzer specialises in the former Soviet Union
in the International Energy Agency at the OECD.

(NFS) and with a decline in energy demand, the
energy sector is in deep financial trouble. One
way out would be higher exports. They fetch
prices in the world market which, for the oil and
gas industry, yield comfortable profits. But
Russian oil exports are hampered by logistical
and administrative problems and gas exports are

27

limited by demand in western Europe, which is
growing only slowly.

Energy policies will have to aim at expand¬
ing profitable export, at further deregulation of
domestic energy prices (thus reducing financial

1. Energy Policies in Russia, IEA/OECD Publications,
Paris, forthcoming 1995.
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A Payments Crisis
Caught in the middle of a generalised pay¬
ments crisis in Russia, the energy sector is in a
particularly difficult position. It is owed more
by its clients than it owes to its suppliers. If the
outstanding amounts are overdue by only a
few months, inflation erodes them to a fract¬
ion of their initial worth. In effect, over the last
two years some consumers in Russia and in
the other MS have had the equivalent of sev¬
eral months of energy production delivered
practically free.

There is a widespread belief among Russian
consumers - from corporate to individual -
that energy bills are less urgent than others
because the energy utilities are official
monopolists who are obliged to maintain sup¬
ply. Without an effective bankruptcy law it is
therefore very: hard for energy-suppliers to en¬
force payment. Reducing or cutting off sup¬
plies to non-paying clients is more difficult
than in the West, particularly in the
grid-bound supply of electricity and gas. With¬
out solving the problems of domestic payment.
the development of an energy sector which
operates on a viable economic basis will be
difficult.

losses in the domestic market), and at better dis¬

cipline in payments without which higher
energy prices are ineffective (box, above). Higher
energy prices will also reduce endemic energy
waste and the detrimental emissions which go
with it. If these policies succeed, energy pro¬
duction may stabilise at low figures for the time
being, even if economic activity recovers and
exports grow modestly. But the energy industry
would at least be able to generate net profits
instead of net losses. Structural reforms - towards

more decentralisation and privatisation - will
further improve the economic performance of
the industiy.

Market Limitations

on Production

During the Soviet era the energy sector was
the second-biggest beneficiary of government
transfers, after defence. As government funds

declined towards the end of the '80s, oil and

coal production in Russia started to run down,
with only gas production (which has particu¬
larly low costs) continuing to increase as late as
1992.

After the decontrolling of non-energy prices
in January 1992, the energy industry was faced
with exploding input costs while its sales prices
remained controlled and insufficiently adjusted
for inflation. Government investment was cut

more drastically than before and profitable
energy exports were restricted by various ob¬
stacles (box, p. 30). Oil and coal production
slumped dramatically.

Some of the inflexibility in domestic energy
prices and in the export system was subsequently
removed. Since mid-1993 most coal prices have
been completely freed. Oil, gas and electricity
prices are no longer controlled in absolute terms
but through maximum profit margins. In theory,
every energy producer should now be able to
recover his costs (including increased product¬
ion taxes), the only condition being that he does
not produce more than the market will take; in
practice, many energy prices do not yet cover
costs.

hack of market transparency, social consid¬
erations towards millions of energy workers and
some government interference have brought
about domestic oversupply for some fuels, like
coal, crude oil. heavy fuel oil and natural gas.
Energy suppliers deliver to non-paying clients
or accept prices which are below cost. The pub¬
lic fear of an avalanche of business closures of

insolvent energy-users weighs heavily, and
Russia does not yet possess an efficient bank¬
ruptcy law which would force energy producers
to be less lenient.2

From 1990 to 1994 energy consumption de¬
clined by 22% while GDP fell over 45%. Energy
intensity (that is, the energy required to produce
a given unit of output) thus increased and with
it energy waste. Already in Soviet times the
energy intensity of what is now the Russian Fed¬
eration was more than mace as high as the OECD
average. For many managers problems of mere
economic survival are enough to relegate quest¬
ions of energy-efficiency to a secondary posi¬
tion. But even for those who succeed, energy

costs tend to be low on the agenda because of
the unchanged monopolistic features of the
Russian economy: industrial managers can fully
pass on increased costs - of energy and other
inputs - because they usually face no price com¬
petition for their products.

Private households, whether with high or low
income, enjoy heavily subsidised prices for elec¬
tricity, heat, gas and coal. Government assist¬
ance could be better targeted through direct sub¬
sidies to low-income households than through
energy prices and thus avoid energy over-
consumption by high-income households. At
present incentives for more efficient domestic
energy-use is hampered also by the fact that gas
and heat meters for individual households hardly
exist. Set rates charged per apartment or person
regardless of their consumption do not encour¬
age energy saving.

Oil

Between 1988 and 1991, oil output declined but
domestic consumption held up, considerably
curtailing exports (Figure 1). By 1992 the rapid
decline in GDP which had started in 1991 be¬

gan to affect oil demand. Commercial transport,
the main determinant of consumption of petrol
and diesel, was affected heavily by the crisis: its
energy consumption is more directly linked to
output than in other sectors. Oil consumption
dropped by 26% between 1991 and 1994, more
than any other form of energy.

For 1994 an oil output of 310 million metric
tonnes (mmt) is projected, a figure 45% below
the record figure of 568 mmt in 1988. According
to both Russian and World Bank estimates, the

oil-extraction industry would have to spend
S8 billion every year for the next six years in
order to regain the 1991 production volume of
460 mmt/year. And according to the IEA,3 out of
a total oil revenue of $12 billion in 1993 (includ¬

ing export profits) only some S2-3 billion were
available for investment.

In view of the recent rise in domestic gaso¬
line and diesel fuel prices, the oil industiy may

2. See pp. 36-38.

3. Energy Statistics and Balances of Non-OECD
Countries 1991-1992. IF/VOFCI) Publications. Paris.

1994.
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Figure 1

Russian Oil Production
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be on its way to profitability even if exports in¬
crease only modestly. In this event the low vol¬
ume of production now reached would stabilise
and allow the industiy to recover. Much depends
on the evolution of the problem of payment
within Russia. Indications are that, at least for

the oil industiy, short-term debt since Decem¬
ber 1993 has not risen more than inflation.

Gas

With an estimated 600 billion cubic metres in

1994, gas production is only 7% lower than peak
production in 1991; domestic gas consumption
also dropped 7% over the period. As a result,
overall net exports decreased only slightly. As
with oil, gas exports to other republics in the
former Soviet Union were curtailed following big
payment arrears of major importers like the
Ukraine and Belarus. The declines were almost

entirely offset by more exports to western
Europe (Figure 2).

Domestic gas consumption fell less than GDP
since 70% of it is used outside industiy, in areas
little affected by the economic downturn such
as power and district heat generation (50%),
compressors for gas pipelines (15%) and decen¬
tralised residential heating (5%). The average gas
price in 1993 was still below cost, promoting
substitution of heavy fuel oil in power stations
by gas. By end-1994 prices had risen above both
costs and inflation, which may eliminate some
of the wasteful consumption and improve the
financial situation of the industry. All depends

on whether outstand¬

ing net dues will have
increased in real terms

or not.

In 1993 the gas sys¬
tem required annual
expenditure on main¬
tenance and replace¬
ment of around $12

billion by western
standards; in the event,

domestic and foreign
sales yielded only S8
billion for that purpose,
which meant that a

considerable amount

of pipeline work was not carried out.
Substantial new deposits have been dis¬

covered north of the gas fields in western Sib¬
eria. Some of them are offshore, in the Barents

and Kara Seas and will be costly to develop,
and present domestic and foreign demand for
Russian gas does not justify any major expans¬
ion of production, But the gas industry operates
with planning horizons of 20 years and more,
and by that time additional domestic and for¬
eign demand may well require new Russian
sources.

Coal and Electricity
The Russian coal industiy suffers from low pro¬
ductivity and high cost. A large part of the high
costs is attributable to

long inland transport
hauls to centres of

consumption and to
export ports. As late
as 1992 Russia was a

net coal importer,
with 40 million

tonnes imported from
Kazakhstan and 34

million tonnes ex¬

ported mainly to
western countries. By
now both flows are

balanced at a volume

of about 20 million

tonnes. Domestic

consumption has declined by 34% from 1990 to
1994 and production by 30%. Both are estimated
to have reached 275 million tonnes in 1994.

Even after the sharp rises in coal prices in
mid- 1993 triggered off by deregulation of coal
prices, only 10 out of the 40 Russian mining com¬
panies have become profitable. The other 30,
employing over a million miners, are kept sol¬
vent by government subsidies, which amounted
to over $3 billion in 1993.

Electricity consumption between 1990 and
1994 declined by 17%. Most of it (60%) is used
in industry. Industrial output in this period de¬
clined by at least 50%. By the end of 1993 the
net total dues owed to the power industry (com¬
pared to its sales volume) was slightly more
favourable for the power industiy than for the
oil-extraction industry. It cannot explain why
more electricity than oil tends to be wasted in

this economic downturn. The more likely
reason has to do with the way electricity is used
in industry. Much of it - not only lighting and
space heating but also electricity used in electric
motors - is treated as overhead cost. Even if

only used at half-capacity machines tend to re¬
quire almost as much motor power as when used
at full capacity. Russian production managers,
moreover, tend to run several machines at low
capacity instead of running a few machines at
full capacity.

Earlier than other energy sectors, the
power sector was able to raise its prices closer

Figure 2

Russian Gas Production

Mtoe
400

Consumption
Net exports

Source: IEA

29 The OECD OBSERVER No. 192 February/March 1995



Energy
in Russia

FOCUS

Oil Export Capacity
Constrained

Within thefouryears between 1988 and 1992
Russian net exports of crude oil and oil prod¬
ucts declinedfrom 288 mini to 150 mmt (Fig¬
ure I). The cuts affected mainly deliveries to
central and eastern Europe, which received 95
mmt in 1988 and 26 mmt in 1992. The Soviet

Union, and later Russia, charged these coun¬
tries for their imports increasingly in US
dollars and by 1992 no longer accepted pay¬
ment in convertible rubles.

A similar development took place between
Russia and otherformer Soviet republics after
the dissolution of the Soviet Union. Between
1991 and 1994 Russian net crude oil and

product exports to these republicsfellfrom 110
mmt to 40 mmt. The decline was compensated
by a 30 mmt increase ofoil exports to western
and eastern Europe so that total net oil exports
over the last three years only dropped from
200 mmt to 160 mmt.

As a result of the switch to dollar payments
for all Russian oil exports, the volumes ex¬
ported in 1994for US dollars are. at 160 mmt,
more than in 1988 when only the 80 mmt
exported to non-communist countries were
payable in US dollars. Out of that 160 mint. 40
mmt go to former Soviet republics which are
practically insolvent and have run up large
payment arrears. The remaining 120 mmt
paid at current world-market juices yield
more US dollar revenues than the 80 mmt ex

ported in 1988 at roughly similar world
market prices - which suggests that the
Russian oil industry should be in better shape
now than six years ago. Indeed, oil exports at
world market prices are the only profitable
sales outlets for the industry. But the
Russian government bas drastically changed
its fiscal policy towards the oil and gas sector,
compared to that of the previous regime. 'The
oil industry used to receive more in subsidies
than it paid in taxes; now the situation is re¬
versed.

In order to improve its overall financial
position under the present domestic price and
tax regime the oil industry would have to in¬
crease its oil exports to solvent countries, and
it could easily do so because production
capacities have been reduced because of lack
of domestic demand. The problem lies in
physical capacities of export pipelines and
loading ports, in administrative impediments
in the form of Russian export quotas and ex¬
port licences and in legal and economic prob¬
lems with potential transit countries for on
land exports.

Three new crude-oil export facilities on
Russian soil are under active consideration.

They all aim at opening the promising Timan-
Pechora field in the north-east of European
Russia to the world market. One is a new oil

pari near Si Petersburg with a 400-kmpipeline
link to Timari-I'echora. Another would link it

to a Finnish coastal refinery. A third option
would be a new oil port on the icy coast of the
oil region itself.

. - :.
« 1

to costs. Indeed, but for the shortfall in

payments, the industiy would have been able
to finance all of its 1993 replacement investments
from its revenues.

An enormous, and unresolved, problem is
the risk inherent in some Russian nuclear power
stations. Russia operates 29 nuclear reactors, half
of which are considered to be high-risk. These
15 produced only 5% of total electricity supply
in 1990. As total electricity production and con¬
sumption have dropped by 17% since, all of them
could have been taken off the grid over the last
four years without creating supply problems.
Worryingly. technical, economical and political
considerations have so far prevented that from
happening.

Structural Nettles

for Grasping
The financial problems of the energy sector

could be solved in a relatively short time. Insti¬
tutional, legislative and structural changes take
longer. Fortunately, some of them have already
been set in motion.

In 1991 five former Soviet ministries for the

various energy sub-sectors were replaced by a
western-style energy ministry. In each sub-sector
the producing associations and their enterprises
were transformed to joint stock companies and
placed under a newly created state holding com¬
pany.

In 1993 action began to transfer - free of
charge - more than half of the shares of the joint
stock companies to local governments, to the
management and staff of the enterprises and to
the public at large. As of this year small amounts
of state-owned shares will be sold to private
investors on the free market.

The oil industiy has shown more propensity
for decentralisation and partial privatisation than
other energy sectors. The impulses came from
government agencies as well as from some of
the oil managers in the country. Half of Russian
oil production is now in the hands of six verti¬
cally integrated oil companies which are no
longer part of the national holding company,
Rosneft. State ownership in these companies is
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less than 50%. They have exclusive explo¬
ration and development rights for certain
fields and exclusive contracts with some

refineries, and are trying to develop a dis¬
tribution system for oil products.

The Russian coal industiy has been de¬
centralised but is still government-owned.
As most of the production associations are
losing money at world-market prices, pri¬
vatising them will be difficult.

The electricity sector has made consid¬
erable progress in decentralisation. Its 72
regional administrations have become
joint-stock companies, with 49% owned by
the national holding company, RAO-EES,
and the rest belonging to local governments,
company personnel and some private share- g
holders. The 72 local companies own 75% ?
of Russia's non-nuclear production capa- |
city. RAO-EES owns the remaining bigger
plants and the national transmission network.
Some local power-generators are in the process
of being privatised; a minority share of RAO-EES
has been recently offered to the holders of pri¬
vatisation vouchers.

The Russian gas industiy is the most central¬
ised part of the energy sector. Gasprom, the
national gas company, produces 95% of Russian
gas and. measured by assets and turnover in
western prices, is one of the largest companies
in the world. Local production and transport units

Heavy subsidy to electricity prices encourages over-consumption

have little financial independence. Privatisation
of a minority share of Gasprom is underway.

Worldwide, the trend in energy production is
towards decentralisation and privatisation, and a
growing number of Russian officials is in favour
of similar developments in their country. But that
is possible only if a solid legal system is in place.
A 'subsoil' law regulating access and extraction
of mineral resources was passed by the Russian

Supreme Soviet in
1992. A more specific
law on oil and gas ex¬
ploration and product¬
ion has been under

preparation for the last
three years and was
submitted to the

Duma - the Russian

parliament - in the
spring of 1994. Free
and non-discrimina¬

tory access for every
energy producer and
consumer wanting to

use pipelines and
electric transmission

lines owned by spe

cialised companies is another important issue
which must be promoted and regulated.

Under present conditions foreign investors in
energy projects are mainly interested in oil and
its export potential. But large foreign-investment
projects have not yet materialised. The difficult¬
ies are of a legal nature, the main reason being
the absence of a stable and transparent system
of taxation and licensing of domestic product¬
ion and exports. Uncertainties of this kind oblige
oil companies to invest only in projects with rates
of return that are expected to be both very high
and rapid. Neither Russian production costs and
taxes nor prevailing world oil prices allow such
high margins.

D Bibliography

Energy Policies in Russia, IEA/OECD,
forthcoming 1995

Energy Statistics and Balances of Non-OECD
Countries 1991-1992, IEA/OECD, 1994

Russian Energy Prices, Taxes and Costs 1993,
IEA/OECD, 1994

Electricity in European Economies in Transition,
IEA/OECD, 1994

Natural Gas Transportation, Organisation
and Regulation, IEA/OECD, 1994

Jonathan Angel, Transporting Natural Gas',
The OECD Observer, No. 188, June/July 1994.

31 The OECD OBSERVER No. 1 92 February/March 1995



Restructuring
Polish

Agriculture
Luis Portugal

The agricultural sector in Poland suffers from several major
underlying problems. There is low productivity because of the
fragmentation and small size ofprivate farms. The basic
infrastructure is poor. The ability of these farmers and public
services to meet the challenges of a market economy and the
associated objectives ofeconomicpolicy is limited. And market
institutions are insufficiently developed, particularly in
wholesale trade. How can policy reform help to develop and
diversify the agricultural and rural economy?1

Like its neighbours in central and east¬
ern Europe, Poland is in transition
from a centrally planned to a
market-based economy and is look¬
ing towards eventual accession to the

OECD and the European Union (EU). The pro¬
cess of transition was initiated in August 1989
with the liberalisation of food prices, followed
by a sharp devaluation of the zloty, the intro¬
duction in January 1990 of the Balcerowicz Eco¬
nomic Programme (which in large measure freed
the prices of goods and services, and introduced
currency convertibility), and the approval in July
1990 of the Privatisation Law for State-Owned

Luis Portugal is an economist in the Country Studies
and Environment Division of the OECD Directorate

for Pood, Agriculture and Eishcrics.
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Enterprises. The years 1990 and 1991 were
marked by a strong contraction of the economy
and hyper-inflation. But these macro-economic
indicators began to show a turnaround in 1992,
and in 1994 growth reached 4% and inflation
declined to around 30%. Unemployment, which
was officially non-existent until 1989, steadily
increased from 0.3% in January 1990 to about
17% in 1994.

Agriculture, obviously, was also affected by
these reforms. Agricultural production contracted
in 1990 and 1991 and, because of drought, again
in 1992, but it recovered in 1993. With price lib¬
eralisation, prices paid to producers for their
output have tended to rise more slowly than the
prices of their inputs, squeezing agricultural in¬
comes severely. Substantial reductions in house¬
hold incomes elsewhere in the economy and
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the removal of consumer subsidies meant a drop
in food consumption which, together with lower
producer subsidies, exacerbated the difficulties
of agro-food enterprises. An increasing number
of them went bankrupt, hindered their privatisa¬
tion, and pushed up unemployment in rural
areas.

Although on a downward trend, the share of
agriculture in the economy currently represents
7% of total GDP and about 25% of the total work¬

ing population - a marked difference which
points to the relatively low productivity of agri¬
cultural labour. In contrast to other former

socialist countries, most farmland in Poland has

always been privately owned, and private farms
employ about 80% of total farm labour and pro¬
duce over three-quarters of total agricultural
output. But the private farm sector is highly frag¬
mented: most farms have an average size of about
6 hectares. State farms, by contrast, with an
average size of around 3,000 hectares, occupy
about 20% of total agricultural land. Most of them
are located in the northern and western parts of
Poland, while small private farms are historically
concentrated in southern Poland and the central

plains. Former co-operative farms cover less than
4% of the total agricultural area, and have on
average about 300 hectares, but these farms are
a mix of big and small units run by a few
families.

The Policy
Framework

Up to 1989 the main objective of agricultural
policy was to maximise agricultural production,
with the intention of domestic self-sufficiency in
food and increasing exports to earn hard cur¬
rency. Now, the main policy objectives are
focusing instead on the modernisation of agri¬
culture and its adjustment to market mechanisms,
the aim being to improve the productivity and
efficiency of the agricultural sector and increase
the standard of living of people in rural areas.
Other important policy goals, as stated in the
government's Medium Term Sector Adjustment

1 Review of Agricultural Policies: Poland, CCET/

OECD Publications, Paris, fonhcoming 1995.
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Programme introduced in November 1992, are
'to maintain an appropriate price and trade policy
environment for agricultural producers and
traders gradually to stabilise price fluctuations in
agricultural commodity markets; and to acceler¬
ate the privatisation of state-owned enterprises
and the transformation of co-operatives to de¬
velop the non-public sector, in the agricultural
marketing and processing sectors'.

The main instruments to these ends have been

policies that are sector-specific and others appli¬
cable to the whole economy. The objective of
creating a competitive environment for agricult¬
ure has been mainly implemented through gen¬
eral economic reform: an overall liberalisation

of prices of goods and services, and withdrawal
of subsidies to consumer prices (including those
in the agro-food sector), real positive interest
rates, convertibility (and devaluation) of the zloty,
and liquidation of the superstructures of state or
co-operative monopolies. Actions directed to¬
wards developing market institutions, tackling
monopolistic practices, stimulating the privatisa¬
tion and restructuring of state-owned enterprises
and the banking system also contribute, directly
or indirectly, to attaining the policy objectives in
the agro-food sector.

There are two main groups of instruments
specific to the agricultural sector. One consists
of measures to support market prices, regulat¬
ing domestic prices in conjunction with import
barriers, and social measures aiming directly at
raising farm incomes. With the reform of social
security in 1990 and the extension of the entitle¬
ments and benefits of the retirement-pension
scheme to private farmers, government spend¬
ing on social measures for farmers increased
dramatically - to more than two-thirds of total
budgetary expenditure on agro-food policies in
1991-93.'

The other group of instruments involves the
reduction to farmers of the cost of inputs through
subsidies and cheap credit, and state-funded
general services intended to improve the pro¬
ductive base of agriculture, mainly through gov¬
ernment spending on research and development,
subsidies for the modernisation and restructur¬

ing of the farming sector, and public investment
in drainage and irrigation.

FOCUS

How Much Support?
For over ten years the OECD has been calcu¬
lating the total amount of assistance provided
to agriculture by an indicator known as the
Producer Subsidy Equivalent IPSE). Simply
put. the net total PSE measures the annual
monetary transfers from consumers and from
national agriculture budgets that arise from
the range of agricultural policies, net of levies
on producers and excluding social security to
farmers. The transfers to producers that result
from the higher prices consumers are obliged
to pay is analogous to a tax on consumption.
In most of the OECD countries, these 'market
price support' (MPS) transfers are much
higher than the more visible direct transfers
made from govern¬
ment budgets. That is
now also true of Po¬
land.

Support iu Poland.
as measured by the
percentage PSE,1 fell
from an average of
28% in 1986-88, to
an average of 15% in
1992-93, less than a

half of the OECD aver¬
age (41%)- only Neiv
Zealand and Aus¬

tralia have a lower

level of support (Fig¬
ure). But the evol¬

ution of the PSE shows
the increasing size of
MPS since 1990,

which was 85% of
total support in
1992-93- About two-

thirds of total Polish
agricultural product¬
ion is included in the

set of standard com¬
modities for which

Structural Adjustment
in Farming

Since 1990, the main objective of medium-
term structural policy has been to develop a
market for private land transactions and leasing,
and to privatise state farms, so as to create a
structure of Firms that will be able to compete

PSEs are calculated. Assuming that support
for the other third (such as potatoes and fruit
and vegetables) is roughly similar lo the aver¬
age rate ofsupport, total transfers arising from
agricultural policies in Poland are estimated
to be 3% of Polish GDP (compared to 2% on
average for OECD as a whole), $67per capita
($326for the OECD) and $139 per hectare of
farmland ($280 for the OECD) iu 1993-

1. The ratio of the net total PSE to the total value

of agricultural production the percentage PSE -
is the indicator usually used to compare support
across countries, commodities and years. Unlike the
net total PSE, which is expressed in currency units,
such as billions of dollars, the percentage PSE
neutralises the distortions due to rapid inflation and
exchange rate volatility.

ligure

Percentage PSE by Country, 1986-93
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on the 'international market. To these ends, the

government has begun to divest itself of state
land, though the results of this process have been
relatively slow: only about 2% of the total land
targeted for privatisation has been sold to pri¬
vate farmers. The main reasons are a lack of

capital, the difficulties currently faced by agri¬
culture and the location of state land resources

which are in the most part too far away from the
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In contrast to other former!

owned.

private farms to allow |
them to expand. The f
lack of a legal frame- 4
work for the repriva- a- *
tisation process has *
also led to a cautious

application of the
privatisation pro¬
gramme and impeded
the divestiture of state

farms.

Priority is being
given to expanding
existing private farms
and to establishing
new ones, although
private farmers,
reasonably enough,
are interested in

enlarging their farms
only if they can
acquire or lease land
joined or close to their
present land. For a
large number of private farms located in the south
and central plains, this is simply not the case.
To help increase the size of existing small
private farms, further efforts to develop the
private land market are required, and the
long-standing land consolidation programme will
have to be improved. The government also has
to improve the standards of education of
farmers and encourage the entry of younger
farmers into the profession, while providing
incentives for older farmers to retire.

Transformation

Upstream and Downstream
The share of the private sector in agro-food

processing and marketing has been relatively
small, unlike that in farms. Until 1989, about 85%

of total agricultural production sold by private
farms was channelled through a centralised pur¬
chasing system dominated by rural co-operatives
controlled by the state and the stated-owned
food-processing industiy. With the reforms since
then the private food trade, wholesale and re-

ociahst countries. ways been privately

tail, has experienced rapid development, al¬
though the transformation of co-operatives and
the privatisation of state-owned food-processing
enterprises have been slower than planned. The
private sector now contributes to over 90% of
the trade in fresh retail food, but it still contri¬

butes only about a half of total production of
the food-processing sector and the services pro¬
vided to agriculture.

The socialised marketing structure that used
to service agriculture and rural areas has col¬

lapsed but has not always been replaced by an
efficient private structure. Private commercial
channels are not yet sufficiently developed, parti¬
cularly in wholesale trade. Fikewise, the enter¬
prises which used to service foreign trade, de¬
spite restructuring, are still too large and inflex¬
ible to operate under market conditions and
make full use of the new trade arrangements,
particularly those with the EU. The earlier sys¬
tem of purchasing of future deliveries by state
contract at relatively fixed producer prices has
been abolished. Yet the lack of professional
wholesalers, of information and transparency in
commodity markets, and of measures for

marketing and promo¬
tion has not yet allowed
markets to blossom.

To improve both effi¬
ciency and incomes in
agriculture, high priority
has to be given to the
development and ration¬
alisation of the network

for marketing agricultural
products.

Support
to Agriculture

Although total sup¬
port to agriculture, as
measured by the PSE
(box, p. 33), remains
low, its evolution shows

the increasing import¬
ance of market price
support in recent years.

Experience in OECD countries shows that farmer
groups often exert pressure on government to
make these measures more protective of pro¬
ducers and more costly to consumers and tax¬
payers, thus distancing producers from
market signals. This political process seems al¬
ready to be underway in Poland: there have been
successive increases in import tariffs for food¬
stuffs, minimum producer prices have been fixed,
and a variable import levy system and a sugar
quota regime modelled on the EU system
recently introduced.

In preparing for possible EU membership, for
which Polish agricultural policies will have to
conform with the Common Agricultural Policy
(CAP), policy-makers in Poland could do well
to keep in mind that the CAP is in a period of
reducing price support and shifting towards
budgetary payments to producers. The CAP
system is thus a costly model which the EU would
find very expensive to expand to Polish agricult¬
ure, nor is it likely that Poland could afford to
adopt it either. More to the point, further reform
both of the CAP and of Polish agricultural poli¬
cies will be necessary.
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The total amount of agricultural support,
indeed, will have to be brought down, and
policy measures better targeted. That will not
only allow agriculture to restructure itself, but
also reduce the economic distortions and

borrowing requirements of the Polish public
sector, and release resources for use elsewhere

in the economy - all of which will benefit the
consumer/taxpayer. In any case, Poland will
have to address the recent upward trend of sup¬
port to domestic market prices and the restrict

ive trade measures that go with it if the coun-try
is to be able to respect the ceiling for domestic
support, the conditions of market access, and
the limitations on export subsidies agreed
in the GATT Uruguay Round in December 1993.
The GATT agreement nonetheless allows
for the use of support measures necessary
for the modernisation of Polish agriculture,

providing a good opportunity to improve their
efficiency, particularly in view of the limited
budget.

A central objective should be to streamline
complex decision-making procedures and im¬
plementation of policies so as to improve the
transparency and efficiency of the system by
which support is transferred to farmers. Increased
transparency of Poland's support system should
be a paramount concern, not only because of its
effects on the operation of agricultural markets,
but also because of its impact on consumers.
government finances, financial markets in gen¬
eral and inflation. At the same time a more in¬

tensive dialogue with farmers and other people
concerned (processors, traders, consumers, and
so on) in the development and implementation
of policies is necessary.

Achieving these objectives will require not
only specific, well-targeted policies in a frame¬
work of overall economic stability, but also an
appropriate balance between agro-food policy
objectives and rural issues, protecting the envi¬
ronment and providing employment opportuni¬
ties that are economically efficient. The steps
already taken are moves in the right direction,
but will have to be strengthened in the coming
period.
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Privatisation

through
Liquidation
Stilpon Nestor and Scott Thomas

The pragmatic approach to the reform of state enterprises in
socialist orpost-socialist economies is often to move directly to
liquidation ofassets, rather thanprivatising enterprises as going
concerns. With loss-making businesses estimated to comprise a
third to a half of the inherited portfolio of large-scale state
enterprises in the former eastern bloc, liquidation is indeed
proving to be one of the routes to privatisation.

The poor financial condition of state
enterprises is one of the most acute
problems faced by officials in all
countries in transition to a market

economy. Many were already heav¬
ily indebted; others began sustaining severe
losses, and accumulating unsustainable volumes
of debt, when market pricing and competition
were initiated, and traditional markets dried up.

A very large proportion of state enterprises sim¬
ply could not survive without the explicit and
implicit subsidies inherent to central planning.

Many enterprises and their bankers nonethe¬
less continued to operate as if there were an

Stilpon Nestor specialises in privatisation issues in
the OECD Directorate for Financial, Fiscal and

Enterprise Affairs and Scott Thomas is head of the
New Independent States Unit in the OECD Centre
for Co-operation with the Economies in Transition.
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'invisible' central plan. Public-sector banks, still
quasi-captive to the state industries with which
they were associated under central planning, at
first went on supplying unsecured credits to their
traditional clients.1 And, although a degree of
financial discipline was imposed through tighter
monetary and bank-supervision policies, in many
cases enterprises nonetheless continued deliv¬
ering products to their traditional clients, accumu¬
lating large 'inter-enterprise' debts and expect¬
ing their banks, and ultimately the central gov¬
ernment, again to bail them out with soft loans.
Substantial inter-enterprise payment arrears built
up in almost every country and. in those where
they were monetised by central banking authori¬
ties (in the former Soviet Union in particular),

/. I /wis J. Blommestein, 'Sound Banking for a Strong
Market TheOECDObserver, No. 1 77, August/September
1992.

they have been the primary factor underlying
rapidly accelerating inflation.

In short, the transition from central planning
to market economies created a banking crisis in
virtually eveiy post-communist economy, which
still threatens macro-economic stability. The dif¬
ference between this crisis and those experienced
in OECD or developing-country economies is
that almost all of the bad loans were made by

public-sector banks to public-sector enterprises.
There was no tradition, and little legal and insti¬
tutional framework, for the resolution of unmet

loan commitments - and, at least initially, next
to no incentive to initiate bankruptcy proceed¬
ings.

Post-communist governments have dealt with
the problem of loss-making state enterprises with
varying degrees of success. In central Europe,
where policy-makers have been relatively effect¬
ive in containing inflation, three principal policy
tools have emerged: the comprehensive restruct¬
uring of enterprise balance sheets before privat¬
isation, systemic solutions to the problem of bad
debt, and insolvency procedures.

Restructuring
before Privatisation

The privatisation model pursued in most
OECD and developing countries has been com¬
prehensive restructuring of state enterprises
before their divestiture. But, with the notable

exception of eastern Germany, this method has
proven entirely beyond the resources of the
economies in transition. The reason is scale: in

1990, the countries of the old Soviet bloc con¬

tained an estimated 100,000 medium- and large-
scale state enterprises - well over 90% of pro¬
duction capacity in most countries. A very large
proportion of these firms simply cannot survive
in the market environment. Thus, entirely apart
from the concern that government bureaucrats
may be the least well-placed of persons to
decide or control the future course and strategy
of commercial enterprises, and choose those that
should succeed or fail, the cost of traditional

pre-privatisation financial restructuring is simply
prohibitive.
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The results in Germany illustrate why. The
Treuhandanstalt achieved the remarkable feat of

privatising nearly all of the inherited portfolio of
13,000 medium- and large-scale east German state
enterprises in less than four years. But at very
high cost. Before any privatisation transactions,
the Treuhand wrote off the old debts of the

enterprise and, in addition, took over substan¬
tial environmental, social or other liabilities and

potential liabilities. Further, the Treuhand under¬
wrote current operational costs for all enterprises
until they were privatised. The accumulated defi¬
cit of these activities was around DM270 billion

in 1994, to which may be added the substantial
cost of social subsidisation of the unification.

Entirely apart from the net losses of the Treuhand,
these costs are partly reflected in higher
German budget deficits, partly in higher interest
rates, and partly in higher unemployment rates
than would otherwise have obtained.

The countries of central Europe could not
afford such comprehensive subsidisation of
enterprise restructuring costs although they did
carry out pre-privatisation restructuring of bal¬
ance sheets in selected large enterprises. In the
Czech Republic, for example, this exercise has
been undertaken by the National Property Fund
(NPF) on a much larger scale than is generally
assumed. In Hungary, apart from the 100 com¬
panies participating in a debt consolidation pro¬
gramme, another l60 very large companies (with
a value of more than $10 billion) have been trans¬

ferred to the State Holding Company, which is
responsible for their pre-privatisation restructur¬
ing (which includes financial support). Poland,
too, has adopted a number of such pre-privat¬
isation restructuring schemes, with mixed results.
Still, by and large, pre-privatisation restructuring
has proved by far to be the exception rather
than the rule.

Governments in all post-communist econo¬
mies have had to come to grip with the problem
of bad debt, because of its implications for
liquidity of the banking system and hence for
economic stability. The traditional approach to
resolving such banking crises is, first, to encour¬
age bankers and borrowers to work out as much
of the bad debt as possible. Then, all the bad
debt that can be identified is cut out of the banks'

portfolios and they are recapitalised. An autono¬
mous public entity usually is set up to accept
the non-performing loans, which are settled
through direct negotiation with, or the bank¬
ruptcy of, the borrowers. The concern, of course,
is that banks may get used to being bailed out in
this manner, encouraging them to continue mak¬
ing bad loans. Nonetheless, the alternative, in
the presence of such systemic banking failures,
is to risk collapse of the financial sector.

This was the approach followed by the Czech
and Slovak Republics and Hungary. Consolida¬
tion banks were created in both Republics in
1991, under the former Czechoslovak govern¬
ment, which took over a large chunk of bad
loans from the nation's quasi-public commercial
banks, re-capitalising them with five-year gov¬
ernment bonds. A second round of Czech bank

re-capitalisation took place in 1992, the recipi¬
ent of the bad loans now being the National
Property Fund, the statutory recipient of income
from privatisation. On the enterprise/debtor side,
in addition to the pre-privatisation financial re¬
structuring, several schemes were enacted to
work out inter-enterprise debts, with very little
success, mainly because of a lack of clear incent¬
ives for the enterprises, which participated on a
voluntary basis. In Hungary, a similar approach
was adopted with the establishment of the
Hungarian Investment and Development Bank
(HID) which took over a large part of the bad
debt from commercial banks' balance sheets, re¬

placing it with 20-year treasury bonds.
One difficulty with the traditional approach

to systemic financial restructuring is that it con¬
centrates on the creditor rather than the debtor,

in effect de-coupling the two, and leaving large
portfolios of bad loans to public or recently pri¬
vatised enterprises still in the hands of public
entities. That puts those public bodies effectively
in charge of pushing for financial restructuring
or bankruptcy of the enterprise.

In the Czech Republic, for example, most of
the enterprises concerned are already privatised
or in the final steps of privatisation, so the
government is in the unenviable position of
having either to liquidate the insolvent companies
itself or re-nationalise them through debt-for-
equity swaps, presumably preliminary to their

re-privatisation. In Hungary, the bankruptcy law
has made it very difficult to avoid insolvency
proceedings. But about 100 large, loss-making
state enterprises have been effectively shielded
from insolvency by the loan consolidation
scheme (the Hungarian approach to bad debt).
Responsibility for privatisation of these com¬
panies has been transferred from privatisation
authorities to the HID, the entity holding the
bad debts - which might actually make their pri¬
vatisation more difficult. '

In Poland, by way of contrast, the govern¬
ment first determined the amounts to be 're-capi¬
talised' with bonds in each of the banks, in pro¬
portion to their presumed non-performing
assets, and then charged them with working out
their bad loans directly with borrowers. Banks
were given a set of incentives either to restruct¬
ure their non-performing loans or to exchange
them for equity in the enterprises concerned.
The drawback of this approach is that it places
the restructuring burden on the banks and could
make them effectively responsible for corporate
control of a large number of enterprises - which
might in turn considerably complicate bank
supervision. Nonetheless, as a means of reform¬
ing enterprises, it might have some distinct
advantages.

Insolvency
Proceedings

One of the often-overlooked means of privat¬
ising state assets - rather than state enterprises -
is through bankruptcy of insolvent enterprises
and liquidation of their assets. Hungary has been
the first central European country to employ this
tool in a major way. New bankruptcy legislation
came into effect in early 1992, since when a large
number of enterprises, with aggregate product¬
ion representing close to 10% of GDP, have
entered insolvency proceedings. The bankruptcy
law has been very effective in lowering

2. Because of institutional problems the HID has done
very little in restructuring/privatisation of the big debtors

for which it is responsible. The Hungarian government
has recently adopted a new, much more decentralised
scheme to deal with bad-debt issues, which resembles the

Polish approach of giving principal creditors (that is.
banks) responsibility for restructuring bad debtors.
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inter-enterprise arrears. It also has been a major
method of privatisation: approximately 500 large
enterprises have undergone insolvency pro¬
cedures and their ownership (in the form of
assets or as going concerns) transferred to the
private sector.

The Hungarian bankruptcy law of 1992 was
very strict, even by the standards of established
market economies, and was definitely the strict¬
est among post-communist economies. It made
insolvency proceedings mandatory for the debtor,
on the basis of a very narrow liquidity test.
Although it allowed for a period to negotiate a
settlement agreement with debtors, it required
creditor unanimity for the acceptance of any
re-organisation plan and was therefore strongly
biased against re-organisation of going concerns
in favour of asset liquidation. Amendments to
soften the quasi-automatic triggering of bank¬
ruptcy procedures and the liquidation bias have
been introduced recently by the Hungarian
government. Nonetheless, the usefulness of
stringent bankruptcy laws and procedures to the
process of privatising state assets is evident.

The Czech approach has been radically dif¬
ferent. The government delayed implementation
of the bankruptcy law until the first wave of pri¬
vatisation was completed and, even after the law
took effect, exempted from its scope companies
undergoing privatisation within the second wave.
The logic of the Czech (and Slovak) mass priva¬
tisation scheme was that it transferred politically
difficult questions such as dealing with insol¬
vent enterprises to the private sector. But even
though the bankruptcy law became applicable
to privatised enterprises in September 1993, very
few bankruptcy procedures were initiated.

Poland has followed an approach that could
be termed two-track. It adopted early on a bank¬
ruptcy law which is applicable to both private
and state enterprises. In contrast to the Hungar¬
ian one, the Polish law is triggered by a very lax
insolvency test; it leaves outside the scope of
re-organisation a number of important state
claims, such as tax and social-security payments,
thus making creditor-led restructuring unattract¬
ive. Although a number of bankruptcy proceed¬
ings were initiated during the three years of its
implementation, the law has not substantially

affected the problem of loss-making state en¬
terprises.

The second track of the Polish approach
addressed precisely the problem of the
loss-making state enterprises. In the first place,
specific provisions existed for the liquidation
of state-enterprise assets by the ministries re¬
sponsible for them and have been applied with
some success to smaller enterprises. The most
important measure to this effect was introduced
as part and parcel of the arrangements regard¬
ing the bad-debt problem. Through the bank-
led 're-conciliation' procedure, creditors (almost
always banks) which hold 50% or more of the
outstanding debt of an insolvent enterprise, be¬
come responsible for adopting a re-organisation
plan or liquidating the company. A distinctive
feature of the reconciliation procedure is the
existence of direct incentives for re-organising
rather than liquidating debtors.3 One of the most
important of such incentives is the inclusion of
state claims in the debt-reduction process. The
approach seems to have been successful in re¬
structuring a number of larger state enterprises
since August 1993.

From a comparative point of view, there
seems to be a trade-off between the implement¬
ation of effective bankruptcy procedures and the
adoption of mass, or 'voucher', privatisation pro¬
grammes. Where mass privatisation has been
chosen, as in the Czech and Slovak Republics,
application of effective insolvency procedures
has been left to the 'post-privatisation' stage, so
as not to delay transfer of ownership. Countries
which have followed a more traditional 'sales'

approach to privatisation, on the other hand,
have been forced to introduce insolvency pro¬
cedures at an earlier stage, as an alternative
means of enforcing discipline on companies
which have not yet been moved into private
hands. This consideration may also have con¬
sequences for strategic thinking about how to

3. Although the reconciliation procedure is almost always
led by Poland's autonomous public-sector banks, it does

not usually involve injections ofpublic capital into the
enterprises.

4. It is worth noting that Chinese and Vietnamese officials
have reported that liquidation procedures have been

utilised to restructure one-third or more ofstate enterprises
in those countries.

approach micro-economic reform with respect
to firms which, for ideological or political
reasons, cannot be privatised.

There is a growing realisation in post-com¬
munist economies that there is, indeed, an alter¬

native to privatisation of loss-making enter¬
prises - liquidation of their assets. In some coun¬
tries, such as Hungary, it has already become an
important route to the privatisation of state-sector
assets; in others, such as the Czech Republic,
where thousands of large-scale enterprises have
been mass-privatised without regard to their pro¬
fitability, liquidation procedures are likely to be¬
come an increasingly important element of the
post-privatisation stage of enterprise reform.4 In
short, the communist system of providing subsi¬
dies to state enterprises, and through them to
employees and their families, should be re¬
oriented toward programmes to move resources
out of loss-making enterprises and into the pri¬
vate sector. Such a policy may be accompanied,
and improved, by the provision of targetted
social benefits directly to citizens. Nonetheless,
the critical point is that enterprises, especially
loss-making ones, do not necessarily have to be
divested as going concerns for this transfer to
succeed.
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Defence Conversion

in Russia 's

Regions
Ethan B. Kapstein and C. Marshall Mills

One of the most strikingfeatures of the economic geography of
the Soviet Union was the high concentration ofdefence activities
in particular locations and regions, a legacy now inherited by
Russia and other successor states. Some areas depended almost

entirely on the defence sectorfor their income, employment and
for most of their social infrastructure, including schools,
hospitals, housing, and leisurefacilities. As a result, the sharp
reductions in the defence budget have torn at the economic
and social fabric of thousands of communities. What can be
done to help, both by the authorities in Russia and by the OECD
and its member countries?

Enterprises engaged in a declining
industiy - say, fishing, steel, ship¬
building, mining or defence product¬
ion - are bound to shrink and thus

provide less employment and income
for the communities dependent on them. The
'economic' answer is to shift resources - includ¬

ing labour - to other activities, either in the
affected region or elsewhere. But the speed of
this process depends substantially on the
general macro-economic situation in which this
'downsizing' is occurring: naturally, it is easier
for resources to find alternative uses when the

economy as a whole is growing. There are also
social considerations, and the bigger the local

importance of the declining industry, the bigger
they will be.

In Russia, the problems associated with
downsizing defence are particularly severe.1 A
World Bank study in 1992 found that employ¬
ment related to the military-industrial complex
totalled some 5.4 million people in the Russian
Federation, or about 7.5% of total employment/
In the Volga oblast of Saratov (there are 89 re¬
gions in Russia, most ofwhich are 'oblasts', some¬
what akin to American states), over 50% of em-

Ethan B. Kapstein and C Marshall Mills work in
the Economies in Transition Unit of the Outlook

and Country Studies Division of the OECD Directorate
for Science, Technology and Industry.

39

ployment was defence-related; in the oblast of
Novosibirsk, in Siberia, the figure was 43.5%. The
cuts in defence spending of recent years - air-
rent Russian spending on defence, of about 5%
of GNP, is one-third of the expenditure of the
Soviet era - are wreaking economic havoc in
these communities. (By way of comparison, the
United States now spends about 4% of GNP on
defence, and Britain and France spend about
3%.)

Multilateral and bilateral assistance pro¬
grammes have concentrated their attention to
date on the macro-economic environment, in¬

cluding the release of price controls, stabilisation
of the ruble, and reductions of the federal budget
deficit - thus cutting not only defence spending
but most industrial subsidies as well. These

changes are leading to the shrinkage of the de¬
fence sector and the migration of workers from
military-related production to the commercial
economy. Still, to the extent that it remains diffi¬
cult for many Russians to 'pack up and leave' -
owing to family ties, housing shortages, an ab¬
sence of information about labour markets in

different regions, and perhaps a lack of training
for new jobs - a large number of people are still
tied to their oblasts, if not to their cities.

This 'stickiness' has led the major assistance
programmes to recognise that the time has come
to address more micro-economic problems in
aiding the transition process. For both economic
and political reasons, the processes of transition
and conversion have to be encouraged in
defence-intensive regions. How, then, does one
facilitate 'defence conversion' locally?

To date, assistance programmes from OECD
countries have largely focused on trying to shift
production from 'guns into butter' inside parti¬
cular enterprises.3 The United States Department
of Defense, for example, has recently created a
Defense Enterprise Fund, and organisations like

1. The Defence Industries of the Newly Independent

States of Eurasia, Central IntelligenceAgency, Washington
DC, January 1993.

2. Russian Economic Reform: Crossing the Threshold
of Structural Change, World Bank, Washington DC, 1992.

3. Michael McFaul and Tova Per/mutter (eds.), Privati¬

zation, Conversion, and Enterprise Reform in Russia,
Center for International Security and Arms Control,

Stanford (Cad, 1994.
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the European Bank for Reconstruction and
Development (EBRD) have been working with
Russia to find firms that are suitable partners for
foreign investment. The assistance programme
of the European Union (Technical Assistance for
the Commonwealth of Independent States, or
TACIS), and the US-based International Execu¬

tive Service Corps (IESC) till now provide tech¬
nical assistance to defence enterprises that are
seeking to produce goods for civil consumption.

In the event, many defence enterprises were
quite diverse in their operations, producing
goods for civil as well as military markets. Mili¬
tary and commercial trucks were often produced
in the same plant, and indeed some enterprises
produced a wide variety of consumer durables
and electronics goods, although generally of poor
quality. And as defence orders have dried up,
civil goods have necessarily become a more
important part of industrial production - but
without completely filling the gap. Accordingly,
a large number of workers are at their jobs for
only part of each week. In the face of a seem¬
ingly impending crisis, some enterprise man¬
agers and politicians have called for a renewed

Russian effort to export armaments. One official
is said to have remarked: 'conversion is the pro¬
cess of converting arms into cash'.

Assistance is often linked to the formation of

joint ventures between donor-country firms and
technologically advanced ex-Soviet defence
enterprises. The Moscow-based firm GosNIIAS,
for instance, which produced advanced military
avionics and weapons systems, is now involved
with several western firms as it transfers its tech¬

nology to the civilian aerospace market. Indeed,
it can be argued that aid that goes directly to
enterprises offers a more productive use of
donors' money than funds channelled to or
through government agencies.

But donor governments are increasingly com¬
ing to realise that the mere conversion of indi¬
vidual plants will not on its own solve all the
problems of defence-dependent communities -
as a long record in the OECD countries them¬
selves shows. The specificity of technology, the
monopsonistic demand for military goods, and
the secrecy surrounding research and develop¬
ment pose genuine barriers to firms that wish to
shift their activities into the civil sphere. '

Further, the 'enterprise approach' al¬
most immediately encounters obstacles
when potential investors discover that
Russian firms are, in many respects, dif¬
ferent from their counterparts in the
OECD countries. Defence enterprises
sometimes are found in regions in which
basic infrastructure requirements have
been neglected for many years. The
problem is compounded by a variety of
social assets, from day-care centres to
vacation resorts, that these enterprises
often manage. Beyond these problems,
Russia still must create the 'rules of the

game' required to develop any business
environment. Rules on foreign direct
investment, taxation, bankruptcy and
regulation remain unclear or unwritten.

An enterprise-oriented approach
must therefore be supplemented by a
recognition of the regional and local di¬
mension of industrial restructuring, or
an awareness of how the regional con¬
text can facilitate or hinder changes in

enterprises themselves - the city of Zhukovsky,
south-east of Moscow, provides an example (box,
right). Moscow and St Petersburg, for instance,
had among the highest concentrations of defence
enterprises in the Soviet Union, but both cities
are doing - relatively - well economically dur¬
ing this period of transformation. Cities and
oblasts that are far from transport and supply
networks, by contrast, are likely to have a more
difficult time. The purpose of the OECD's work
on defence conversion is therefore to identify
the chief impediments to regional industrial re¬
structuring, and to work with federal, oblast and
local officials, as well as with the donor commu¬

nity, in helping to overcome those barriers
through the provision of useful policy advice.

Why a Regional
Approach?

To facilitate the re-allocation of resources pre¬
viously employed in the defence sector, the
authorities, both Russian and foreign, should seek
to provide a full 'package' of financial and tech-
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nical assistance as well as policy advice to
defence-dependent regions. In addition to the
conversion of individual enterprises, a balanced
regional approach must take into account:

employment generation and the development
of small and medium-sized enterprises (SMEs)

the quality of the environment and the infra¬
structure, not least telecommunications - the

best-managed firm in the world cannot survive
if it is unable to ship or receive goods on crum¬
bling roads, or cannot communicate with
customers because the telephone system doesn't
work

the ability of local governments to finance and
manage the social assets of restructured enter¬
prises.

But what is so special about defence-
dependent regions in Russia that they are able
to make claims for targeted assistance from both
the federal government and donor agencies?
They exhibit several characteristics that make
them different enough to deserve such prefer¬
ential assistance:

government has more direct responsibility for
defence communities, since they depend almost
exclusively on government purchases of local
industrial output

the location and concentration of defence

facilities in Russia was a conscious choice by
the government for reasons of national security
and or regional development: and if a region
was 'created' by the government, it follows that
the government still has a special responsibility
for its future

the concentration of R&D and technological
capabilities may generate benefits for the coun¬
try as a whole; and, indeed, a contrario, their
steep decline could lead to permanent loss of
these economically promising capabilities - if,
for example, Russia wishes to maintain the
capacity to build aircraft of various types, as
seems likely, it will have to ensure that design
teams are kept together

the failure of transition in defence-dependent
regions could pose threats to political stability
in Russia as well as to international security -
concentrating the costs of demilitarisation on
previously privileged regions could create con¬
stituencies for extreme militaristic political move-

FOCUS

Zhukovsky:
A City Coes Civilian
Christian Sautter

Zhukovsky, a city of 100.000 inhabitants
located approximately 30 km south-east of
Moscow, has long been considered the centre
of Russian aviation research and develop¬
ment. Founded in the 1930s to house the Cen¬

tral Institute of Aero-Hydrodynamics (TsAGI),
the city was named after Nikolai Y. Zhukovsky
< 1847-1921). whose work in the field of fluid
dynamics during the turn of the century
earned him the title of 'Father ofRussian Avia¬
tion '.

Until 1991 Zhukovsky was a closed 'science
city', with access limited to resident scientists,
engineers and government officials directly
involved in aerospace policy. This status
meant that the city's annual budget was tied
directly to federal R&D expenditures, most of
which were defence-related. The fall of the
Soviet Union and the subsequent cutbacks in
defence-spending directly affected Zhukovsky.
Federal R&D funding in the aerospace sector
fell from 6.9 billion rubles in 1989 to 3.0 bil¬
lion in 1992 (in 1991 rubles). The crisis

brought on by this sleep drop in income
prompted the local administration and the
heads of institutes and enterprises to actively
seek assistancefrom outside sources under the
umbrella of defence conversion.

Since the opening of the city to foreign visi¬
tors, a progressive city administration, led by
the mayor, Robert Ovsyaunikov. and the di¬
rector of TsAGI, Dr German Zagainov. have
teamed together to present to interestedforeign
partners a city that is actively managing its
tra nsition process.

The relationship of the OECD with
Zhukovsky began in early 1992, when repre¬
sentatives of the city government came to the
OECD headquarters in Paris to discuss oppor¬
tunities for co operation between Russia and
the OECD countries in aerospace These initial
co operative efforts resulted in a decision to
hold two workshops iu Zhukovsky in 1092. the
first focused on the prospects for defence con

version within the aerospace industrial sector,
the second on the potentialfor development of
small ami medium-sized enterprises, in light
of the local availability ofhigh technology and
a skilled workforce.

Too often in the process of economic trans¬
ition, success bas been seen in terms of 'cherry
picking', when a foreign partner forms a
joint-venture to produce a particular good or
service. But the community-wide impact ofthe
transition and the long-term direction of the
regional economies is even more important.
An example: in view of the competent
workforce available in Zhukovsky. Canada
decided to launch a 'business incubator cen¬

tre', to be part of the city's employment centre.
After much background work on the part of
the Canadians and local administrators, the

centre opened its doors in March 1994 and by
June had made its first three loans to three
start-up' local businesses. Not only do these
businesses create jobs: the centre bas been so
successful in other activities- including the
provision of advice and retraining to the local
workforce, assisting entrepreneurs in setting
up their businesses, for example- that the
Moscow Regional Government has initiated
plans for four more such centres within the
Moscow oblast that are based directly on the
Zhukovsky model.

And as a result of the workshop in the aero¬
space industry, a large western aerospace
firm. CAF. Electronics, has proposed a joint
venture to its Russian counterpart. I'KBM, to

involve seven other Russian aerospace firms in
the construction of a civil-aviation training
centre.

While the businessmen, both western and

Russian. Involved in the joint venture are
waiting until the final paperwork, is signed,
the project has already yielded useful lessons
for further OECD work. The requirements of
the community are belter understood andpro¬
grammes of assistance will be reshaped to help
create an environment receptive to the
requirements of transition - which are con¬
stantly changing.

Christian Sautter worked, until recently, in the
Economies in Transition Unit ol the Counuy Studies
and Outlook Division of the OECD Directorate for

Science, Technology and Industry.
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In the oblast of Saratov, on the Volga
more than 50% of employment was
defence-related.

ments within Russia, and the absence of an eco¬

nomic alternative could prompt the dissemina¬
tion of their military production and technology
around the globe.

But the particular characteristics of these
regions would not justify government and
donor intervention by themselves if market
mechanisms could do the job automatically. The
advocate of state assistance must argue the inade¬
quacy of the 'invisible hand' in promoting
adjustment. So why should the market be in¬
sufficient in re-allocating resources with the
change in government spending?

Some governments may consider the costs
of the transition explicitly through the market to
be too high, that the imposition of these costs is
not consistent with its concerns for social

equity, and that some temporary assistance is
therefore justified. High unemployment in parti¬
cular regions may be viewed as unacceptable
for both political and social reasons. Further,
many adjustment processes are complicated by
the continued absence of market institutions. A

national labour market, for instance, has not yet
developed: since information about the supply
of and demand for jobs nation-wide is generally

unavailable, workers remain tied to their com¬

munities. Indeed, even ifworkers did locate new

jobs in different regions, the housing shortage
creates an additional constraint on labour mobil¬

ity, compounded in Moscow by the 'propiska'
(residency permit) system still in force there.

Moreover, every OECD country has, at some
time or other, tried to provide its declining re¬
gions with a 'soft landing', and in many cases
have done much more than that, creating ambi¬
tious regional-development programmes. Devel¬
opment offices, usually fostered by government,
which seek to attract new investment, have also

emerged in many regions, providing investment
incentives through some combination of tax
breaks, training programmes, offers of land at
below-market prices, and favourable rates for
energy.

Nonetheless, experience in OECD countries
has shown that the most effective and sustain¬

able means of promoting regional development
has been to create favourable background con¬
ditions for business, including the development
of the local infrastructure and provision of
access to social services. Although contempo¬
rary Russia faces a particular set of challenges,

the lessons drawn from OECD experi¬
ence may nonetheless be of value to
federal, regional and local officials.

Addressing employment difficulties
will mean developing new enterprises,
particularly in the service sector, and
many of these new firms will undoubt¬
edly be SMEs. In Russia, both the serv¬
ice sector and SMEs remain highly
underdeveloped, despite enormous
progress over the last five years. Even a
short drive out of Moscow or St

Petersburg will reveal a near-absence of
service stations, restaurants and shop¬
ping facilities. SMEs can provide a more
responsive and dynamic business sect¬
or in the local economy. Government
programmes offering business training
and 'seed money' can assist in these pro¬
cesses.' The interest from the commu¬

nity in the 'small business incubator' in
Zhukovsky illustrates the potential of this
type of intervention.

Another determinant of the transition in

Russian defence regions is the quality of the in¬
frastructure - not only tangible items like roads
and bridges, but also a functioning legal system,
established business codes and practices, and a
healthy environment. The improvement of
Russia's telecommunications network has been

identified by defence enterprise managers and
foreign investors as essential to conversion in
particular and the transition in general.6 Again,
those regions with better infrastructure, like the
Moscow oblast, are more likely to get fresh
investment than those that do not, which in turn

raises questions of national equity.
A third issue concerns the management of

Russia's social assets, which will require not only
a restructuring of the enterprises concerned but
of Russian communities themselves. The only
possibilities for managing the extensive social

4. Fthan B. Kapstein (éd.), Downsizing Defense, Con¬
gressional Quarterly Press, Washington DC, 1993

5. Sandra Wilson, "The Private Sector and Local Authori¬

ties ', The OECD Observer, No. 1 78, October/November

1992.

6. Tim Kelly and Martin Salamon, 'Swords into Plough¬
shares, Tanks into Telephones', The OECD Observer,
No. 177, August/September 1992.
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infrastructure besides the enterprises are
the private sector and local authorities;
both are inadequately prepared and re¬
quire assistance.

The range of infrastructure that enter¬
prises have to shed encompass all as¬
pects of daily life, including housing
(much of it collectively heated), hospi¬
tals, child care, schools, stadiums, sum¬

mer camps, and so on. The private sect¬
or may eventually play a role in manag¬
ing much of it (privatised housing and
private health care and child-care, for
example). But local government, too,
must play an active role both in main¬
taining existing infrastructure, establish¬
ing new systems (say, for collective heat¬
ing) and providing basic services (such
as education and minimum health care).

But where will the money come from
to pay for these new responsibilities? The
concept of fiscal federalism has not yet
been fully developed in Russia. Local
governments will thus require technical assist¬
ance with the complex issues involved, training
for the new responsibilities - and perhaps some
financial assistance.

In recognition of the importance of focussing
defence conversion policy more on regional
industrial restructuring, the OECD has adopted
a 'regional approach' in its own activities, and in
carrying out its programme has engaged
Russian experts to produce economic surveys
of several of these regions. These studies, com¬
bined with meetings with a cross-section of
regional officials and managers, have led to the
identification of the most significant regional
barriers to transition. Many of the major prob¬
lems, of course, have been created by federal
policy - or its absence. But the regions cannot
afford to wait for Moscow, and they have pro¬
ceeded with their development plans in the cur¬
rent context. The development of Zhukovsky's
small business incubator in conjunction with the
Canadian government, for example, did not pass
through the capital.

The OECD programme has therefore focused
on four relatively broad activities:

industrial restructuring

employment generation and SME development
local administration, finance and the restruct¬

uring of social assets such as housing, schools,
hospitals and leisure facilities

the quality of infrastructure and the environ¬
ment.

Over the next year, a series of workshops
will be held in several regions, revolving around
working groups that will be composed of
Russian officials and managers, and experts from
OECD countries, both from donor agencies and
private enterprise. The objective is to define prob¬
lems and develop workable policy solutions. The
experience of these regions will, it is hoped,
provide valuable lessons for other defence-
dependent areas of Russia, and assist them as
they devise their own specific solutions.

To be sure, Russia is too big, and the chal¬
lenges of economic transition too complex, to
imagine that some single solution can be found
for the regions dependent on defence industries.
It is also unlikely that foreign assistance will play
a decisive role in the transition process: as a
proportion of Russian GNP, such sums will

remain small. Yet, as with many economic
phenomena, small developments can have a
large multiplier effect, and by assisting the tran¬
sition in a few regions, and by creating a frame¬
work in which donors work together, a few sign¬
posts can be built on a road that remains fraught
with obstacles.
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An Agreement
on Shipbuilding
Wilhelm Kurth

A pioneering agreement to safeguard competition in the
shipbuilding sector, negotiated at the OECD over the course of
the lastfiveyears, was openedfor signature at the OECD at the
end oflastyear. It aims at establishing equitable conditions by
introducing a legally binding discipline against government
subsidies or similar support and setting up a legal instrument
to deal with dumping by shipbuilding companies.

In December the Final Act of the 'Agree¬
ment respecting normal competitive con¬
ditions in the commercial shipbuilding
and repair industry' was signed by the
Commission of the European Commu¬

nity, Finland, Japan, Korea, Norway, Sweden and
the United States (the 'Parties' to the Agreement),
which had negotiated it in the framework of the
Working Party on Shipbuilding of the OECD
Council. The Agreement is scheduled to enter
into force in January 1996, following com¬
pletion of national ratification procedures.

The negotiations on the Agreement were
launched by the government of the United States
in the autumn of 1989, to create a new disci¬

pline for all government support to shipbuild¬
ing. For its part, the European Commission pro¬
posed that dumping practices - called 'injurious
pricing' in the Agreement - should also be
covered. Government support and private dump¬
ing practices are thus both the targets of the
Agreement, which aims to create a level play¬
ing field' for the ship-construction industry. To
ensure effectiveness, the Agreement is legally
binding, with provision for dispute settlement
by independent panels, remedies to be applied
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in case of infringement, and sanctions to enforce
implementation of the remedies.

The Agreement can be seen as a response to
some characteristic features of shipbuilding: a
tendency for governments to assist their indus¬
tries, and pronounced market cycles which in¬
duces shipbuilding companies in bad times to
cut their prices considerably, resulting in distort¬
ion of competition among countries and com¬
panies alike. These problems have existed for a
long time, and the severe crises in the 1970s
and '80s made them particularly apparent.

OECD governments had in the past tried to
deal with and contain one of the causes of dis¬

tortion of competition - state subsidies. Three
non-binding arrangements were concluded over
the last two decades: an Understanding on Ex¬
port Credits for Ships (first negotiated in 1969),
a General Arrangement for the Progressive Re¬
moval of Obstacles to Normal Competitive Con¬
ditions in the Shipbuilding Industiy (1972) and
the General Guidelines for Government Policies

in the Shipbuilding Industry (1976). But their
effectiveness was limited.

Much hope can now be placed in the new-
Agreement because of its legally binding char-
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acter, because it deals with all kinds of state sup¬
port, both direct and indirect and, moreover,
because it also covers the dumping practices of
shipyards which had been considered by some
countries to be a problem that warranted the
provision of offsetting subsidies. With a cover¬
age of about 80% of the world shipbuilding
market (the major omissions are Brazil, China,
Poland, Russia and Ukraine), the Agreement can
be expected to have a gravitational effect on
those other shipbuilding countries to accede to
it in the future and accept the discipline which
the present participants in the Agreement will
apply among themselves.

Restraining
State Support

The Agreement sets a stringent discipline for
government assistance to shipbuilding, whether
provided directly to the builder or indirectly,
through ship-owners. It details, comprehensively,
the kinds of support that are prohibited in the
future, covering financial assistance as well as
administrative regulations in favour of the
domestic industry. In practice, direct subsidies,
loans and guarantees are the most important
types of support. But the Agreement also pro¬
hibits others, such as the forgiveness of debt,
provision of equity capital in a manner incon¬
sistent with usual investment practices, and
assistance to suppliers of goods and services.

Human nature and business instincts being
what they are, caution has been taken to pre¬
vent last minute' support being given before the
Agreement comes into effect: the concluding
Parties have agreed among themselves that they
will not increase the degree of subsidy of exist¬
ing support measures or introduce new ones
from the moment the Agreement was opened
for signature (December 1994). In the same spirit,
all support, or undertaking to provide it, for
vessels to be delivered after 1998 is forbidden.

Although the catalogue of prohibited meas¬
ures of government support is comprehensive

Wilhelm Kurth is Secretary to the OECD Council
'Working Parry on Shipbuilding.
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and detailed, not every kind of ,
assistance will be bannned in the :

future. There are five exceptions,
four of which are permanent. First, .
export credits will be permitted on
condition that they respect the pro¬
visions of the Understanding on
Export Credits for Ships, which has
undergone substantial revisions dur¬
ing the negotiations on the new
Agreement and which will become
effective in its revised form upon
the entry into force of the Agree¬
ment; the 'Commercial Interest Re¬

ference Rate' will replace the hither¬
to fixed interest rate of 8%; the pre¬
vious repayment period of 8° years
will be extended to 12 years to take
account of the lengthened financ¬
ing practices for shipbuilding; and
aid credits for vessels that are com¬

mercially viable will be prohibited,
in line with the 1992 revision of the

OECD Arrangement on Guidelines
for Officially Supported Export Cred¬
its of 1978.

Second, 'home credits' - that is,

credits and guarantees by govern¬
ments to domestic buyers of ships,
intended in principle for the mod¬
ernisation of the home fleet but

often suspected to be support to the
domestic shipbuilding industry -will
be subject to stringent discipline. In
future such credits may be given
only if specific conditions are met, principally
those that apply to credits for foreign buyers
of ships - the logic being that domestic and
foreign buyers of ships should be treated
equally.

The third and fourth exceptions are that sup¬
port will also be permitted for research and
development (R&D) and for displaced workers.
R&D and new technology are increasingly
playing a pivotal role in the development of
high-performance ships and in ship-construction
itself. Government support for R&D will there¬
fore be admissible, but in declining order of
generosity the closer the R&D activity is to the

/^ Tht Agreeme it will

he!

the

i bri igto

petitii

ight

e edge

No new restructuring programmes

will be permitted.
To ensure that the Agreement is

effective, a mechanism has been

devised in case the discipline on
subsidies is broken. If violation is

confirmed - through the binding
judgement of an independent in¬
ternational panel, consisting of
three to five persons experienced
in law and international trade - the

illegal benefit will have to be paid
back, with interest, by the ship¬
builder who received it. If the gov¬
ernment continues the support or
the builder does not pay back the
benefit, the panel can authorise
sanctions. One of them, directed at

the illegally subsidised shipbuilder,
denies him the right to complain
about dumping ('injurious pricing')
by other shipbuilders. The other,
directed at the offending govern¬
ment, is the suspension of GATT
concessions related to products
associated with shipbuilding.

No More

Dumping

market itself. In addition, R&D undertaken by
small and medium-sized yards, as well as R&D
directed towards safety and the environment can
benefit from higher support than 'normal' R&D.
The social dimension of the Agreement is
reflected in the authorisation of assistance to

workers who lose their employment or retire¬
ment benefits through the closure of shipyards
or change of activities.

Finally, assistance for ship-yard restructuring
already underway in some countries (Belgium,
Korea. Portugal and Spain) may be continued
briefly, lint must be terminated as planned at
the time when the Agreement was concluded.

The 'Injurious Pricing Code' of
the Agreement makes
anti-dumping laws applicable to
ship-con-struction for the first time.

It condemns 'injurious pricing' - or export sales
of ships below normal value - which causes or
threatens injury to an established shipbuilding
industiy or retards the establishment of a dom¬
estic industiy. It is based on the Anti Dumping
Code of the GATT 1994 which it adjusts to the
specific conditions of shipbuilding - mainly that
ships are not normally imported for sale, a fact
which has allowed them to escape the GATT anti¬
dumping mechanism.

If the shipbuilding industry in one Party to
the Agreement ( it requires a major portion of the
shipbuilding industry and not only a single ship¬
yard to initiate an injurious-pricing investi-
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gation) claims to have been injured |
by the export sale of a ship, at a |
price below that which it should |
normally command, to a buyer in 8
another Party, the investigating au- 1
thorities of the first may determine
whether injurious pricing has in¬
deed occurred. They will apply a
multi-step approach: first, deter¬
mining whether their industiy had
had a sufficient prospect of mak¬
ing the sale and whether it had met
other criteria (of deadlines and the

accuracy and adequacy of the evi¬
dence, for example) to be eligible
to complain; second, comparing
the export price of the vessel in
question with the domestic price or
the export price of a like vessel to
a third country or with the cost of
production plus normal profit in the
exporting country; and third, exam¬
ining the impact of the sale below-
normal value on the domestic in¬

dustry.
If the investigating authorities

confirm injurious pricing and im¬
pose a levy on the vessel in ques¬
tion, this 'injurious pricing charge'
will have to be paid by the export¬
ing shipbuilder - in contrast to the
provisions in the GATT Anti Dump¬
ing Code, where the charge is to
be paid by the importer in the form
of extra import duties. The ship¬
builder has to pay the charge within
180 days (or later if payment within
that period would render the com¬
pany insolvent).

As with the non-reimbursement of illegally re¬
ceived government support, sanctions are fore¬
seen if the shipbuilder does not pay the charge.
These are strong: the country that has imposed
the charge may prohibit new vessels built by the
offending shipbuilder from calling at its ports for
commercial purposes (denying loading and un¬
loading privileges) for a period of four years. Al¬
though, in theory, this sanction hits ship¬
owners, it will apply only to vessels contracted

The Agreement covers some 80% of the global shipbuilding market.

for after public notice of the sanction; in that way
it will discipline the shipbuilder through the threat
of losing new orders - and not injure
innocent buyers.

The functioning of the new Agreement will
be subject to close supervision, through a
'Parties Group' at the OECD. There will be regu¬
lar consultations and also permanent trans¬
parency in a number of subjects - governments

have to make available information

on such subjects as ship prices, in¬
vestment activity, pro¬

vision of permitted assistance, and
others. A major review is planned
three years after the Agreement en¬
ters into force to examine experi¬
ence to date.

It is expected that the Agree¬
ment will prove of sustained bene¬
fit to the international shipbuild¬
ing market by eliminating the
long-standing plague of govern¬
ment support and by deterring the
dumping practices that are widely
believed to have been damaging
builders. That will in turn bring to
light the competitive edge of coun¬
tries in shipbuilding and reveal the
true economic performance of in¬
dividual shipbuilders.

Ship-owners, for their part, will
find that ships are no longer
available to them at subsidised

or dumped prices. That should
change their expectations as to the
profits they can make with a
vessel, especially through specu¬
lative purchase and sales. Changed
ordering habits for vessels may-
then help to avoid excess capacity
in the shipbuilding market and thus
contribute to the establishment of

normal competitive conditions in
the shipbuilding industiy.
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Italy
Corporate Governance
Andrea Goldstein and Giuseppe Nicoletti

In recent years, economists and other ana¬
lysts have been focusing increased attent¬
ion on the role of corporate governance
systems - the regulatory and institutional
arrangements governing the ownership

and management of companies - on the struct¬
ure and cost of corporate finance and the stra¬
tegic choices of firms.

In the United States, public companies with
fragmented ownership are widespread, and
equity and bonds issued on a liquid securities
market represent the primary external source of
long-term financing. Firms are subject to wide
disclosure requirements, and managers face the
risk of hostile take-overs. In such market-based

systems, management has to pay close attention
to shareholders' interests, in which short-term

rates of return tend to predominate.
In countries such as Japan and Germany, by

contrast, banks and insurance companies play a
large role.1 Long-term loans from a handful of
large banks constitute the main source of extern¬
al finance, and banks themselves are often

major and stable shareholders in firms. The stra¬
tegic objectives of the firm may thus be longer-
term, and less directly focused on immediate rates
of return.

The Italian structure of corporate govern¬
ance - which is different both from that prevail¬
ing in the United States and those common in
Germany and Japan - has recently come under

Andrea Goldstein and Giuseppe Nicoletti work in
the Country Studies and Policy Studies branch of
the OECD Economics Department

scrutiny, partly because the extensive process
of privatisation calls for choices to be made about
the pattern of private-sector corporate owner¬
ship and monitoring which will supplant state
control." In most Italian companies there is a
shareholder, or coalition of shareholders, who

exercises a majority control on the firm, and is

therefore able to choose and remove manage¬
ment. Financial institutions, on the other hand,

play a small role: banks, insurance companies
and pension and investment funds own only
11% of shares in listed firms. For the vast major¬
ity of firms, debt-financing has mostly taken the
form of short-term borrowing from a plethora of
banks.

The Italian corporate sector has shown con¬
siderable dynamism over the last few decades,
as exemplified by its swiftness in responding to
the new opportunities provided by the devalua¬
tion of the lira in 1992. There are nonetheless

three main points of concern, which may call
for modifications in the system of corporate gov¬
ernance:

1. Alexandra Iwanchuk Blbhee. 'Spotlight on Germany:
Overcoming Structural Hurdles', The OECD Observer,
No. 190. October/November 1994.

2. OECD Economic Surveys: Italy . OF.C.D Publications,
Pans. 1995.
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small and medium-sized enterprises (SMEs).
which are the backbone of the Italian economy,
have had little recourse and inadequate access
to equity and longer-term finance, potentially
impeding their capacity to expand

lack of effective monitoring of large firms by
corporate boards and institutional lenders, or by
a well-functioning market for corporate control,
may make it difficult to assess whether assets
are being valued accurately or resources used
efficiently

inadequate disclosure requirements and insuf¬
ficient safeguards for minority shareholders, in¬
cluding weak enforcement of directors' fiduci¬
ary duties, may have slowed down the develop¬
ment of the securities market.

SMEs, often located in 'industrial districts',

have consolidated Italy's comparative advantage
in the traditional goods sector, such as footwear,
clothing and furniture. But with the intensifica¬
tion of international competition, it is not clear
that the structure of corporate finance and gov¬
ernance provides adequate scope for such firms
to expand their production base. In many of them
the owners (generally the founder or his/her

descendants) have shied away from listing, partly
because of the inefficiency of the stock market.
Venture capital has remained scarce, and fiscal
and regulatory disincentives, as well as com¬
petition from public issuers, have stifled the
development of a market in corporate bonds.
Improved access to long-term finance could
widen investment opportunities, possibly rais¬
ing spending on research and development,
which is rather low by international standards,
as well as increasing investment abroad,

The co-existence of a vast network of SMEs

with a narrow set of large corporations organ¬
ised in pyramidal groups makes for an un¬
usually dualistic industrial structure. Such groups
have extensively tapped into the equity market,
listing a large number of subsidiaries, which
account for the bulk of market capitalisation.
Intra-group equity linkages and both explicit and
implicit agreements (such as voting taists) among
controlling shareholders have allowed maximum
control to be exercised with a minimum of own

capital,3 shielding firms from hostile take-overs.
Unlike other countries, such as Japan and

Germany, where the market for corporate con

trol is also quiescent, no supervisory
mechanisms have operated in Italy to
ensure the continuous external moni-

toring of non-financial corporations.
S The business of extending long-term

credit was confined to specialised
institutions, and bankers could not sit

on boards of non-financial enterprises.
Moreover, a bias towards the debtor

in the bankruptcy law, along with the
pro-employment bias of state inter¬
vention in the event of corporate fail-
tires, may, in principle, have stifled
the pro-cess of re-allocating capital
and human resources to their best use.

The internal monitoring system of
state-owned enterprises also proved
largely ineffective, and monitoring in
private enterprises was performed ex¬
clusively by majority shareholders.

Inadequate disclosure require¬
ments, the lack of institutions perform¬
ing external monitoring and the mal¬
functioning of corporate bodies re¬

sponsible for internal monitoring have all con¬
tributed to the opacity of equity-market trans¬
actions. As a result, the system has failed to pro¬
vide sufficient safeguards for the interests of
minority shareholders, deterring investors from
buying shares. Equity demand has also been held
back by the absence of pension funds and the
low propensity of life-insurance companies to
invest In shares, features which have been only
partly offset by the growth of mutual funds over
the last decade. Given the dearth of listed firms,

the opacity of transactions and the neglect for
the rights of minority shareholders, the stock
market has remained narrow and illiquid. These
defects will have to be addressed if shareholding
is to become more dispersed and the privatisa¬
tion process carried through effectively.

Italy's policy response has been wide-ranging
and eclectic, aimed at expanding both the
3. In an extreme case, in a four-tiered pyramidal group,
control of the botlom subsidiary can be ensured in¬
directly with as little as 7% ofshares, provided subsidiaries
(or sub-holdings) at each intermediate tier own 51% of
shares in the firm at the lier above.

4. A first slep in this direction iras the adoption of a
proportional representation rule for shareholders of
privatised companies.
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equity market and promoting institutional
involvement in the supervision process. Reforms
have included new stock-market laws designed
to strengthen and enforce safeguards for market
participants more vigorously; fiscal and regula¬
tory measures to widen the instruments of cor¬
porate finance, not least by encouraging firms
to list; and the introduction of new institutional

investors, such as pension funds and closed-end
mutual funds. The new banking law of 1994
offers the prospect of closer links between credit
institutions and non-financial enterprises, while
the wave of large-scale privatisations is increas¬
ing both the number of shareholders and
stock-market capitalisation.

But these reforms still have to be fully imple¬
mented and backed up by further regulatory
initiatives to enhance the transparency of
business-group activities, whose legal status
should be properly defined, and to defend the
rights of minority shareholders, by ensuring their
adequate representation on corporate boards and
improving the monitoring of listed firms." In¬
creased transparency, in particular, would seem
to require more effective auditing procedures,
together with reforms to strengthen the role of
the stock-exchange commission in dealing with
substantive issues. Some of its more formal and

technical duties might be transferred to self-regu¬
latory institutions. Finally, reforms to the bank

ruptcy laws are necessary, aimed at smoothing
administrative procedures and making more
effective the protection of the interests of credit¬
ors from any conflicting interests of share¬
holders, managers and employees.
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Canada
Recasting
Social Assistance
Hannes Suppanz

Through the combined effects of two
severe recessions since the begin¬
ning of the 1980s, dislocation
through economic and technologi¬
cal change, and demographic and

other developments in the labour force, there
has been a substantial increase in government

Hannes Suppanz works in the Country Studies and
Economic Prospects Branch of the OECD Economics

Department.

expenditure on income-security in Canada, even
during periods when the performance of the
labour market has been improving. Over the last
two decades, it has risen from 3% to more than

10% of GDP.1

These developments have raised questions
about the financial sustainability of the existing
1 OECD Economic Surveys: Canada OECD Publi¬
cations. Paris. 1994.

2. Agenda: Jobs and Growth. Improving Social Security
in Canada. Department of Human Resources. Ottawa,
October 1994.

social-security system, prompting a comprehen¬
sive review and, more recently, the publication
of a discussion paper by the federal government,
with a view to implementing significant reforms
in 1995-96.2

The Canadian income-security system con¬
sists of a large number of programmes delivered
by the federal, provincial and municipal gov¬
ernments. In broad terms, the federal govern¬
ment administers most social-security benefits
for the elderly, families with children and the
unemployed, and participates in the financing
of social services and programmes which are
administered by the provinces and some muni¬
cipalities, The federal government also makes
major contributions to funding post-secondary
education and health care.

Many features of the income-security system -
such as the lack of co-ordination between pro¬
grammes, the absence of any disincentives for
repeated claims, the generosity of benefits and
the emphasis on passive income-support rather
than on programmes that encourage the active
search for a job - reflect its evolution during a
period of strong economic growth and low un-
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employment (from after the Second World War
to the 1970s). These characteristics are, in part,
responsible for the marked rise in both the
number of dependents and expenditure on
social programmes over the last two decades.

Up to the 1970s, much of the growth in spend¬
ing can be traced to the introduction of new-
programmes, as well as to the expansion of
coverage and benefits of existing ones. But, as
in other OECD countries, from the 1980s

onwards some disconcerting demand-side
characteristics have emerged: both average and
long-term unemployment have risen markedly,
new entrants in the labour force are finding it

more difficult to obtain a job, and - with more
unevenly distributed incomes and changing fam¬
ily structures - a larger proportion of the popu¬
lation has become reliant on transfer incomes

paid from taxation.
It seems improbable that the upward trend

of spending on unemployment insurance and
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social assistance can be sustained in the current

fiscal environment, which is characterised by high
deficits and public debt. Moreover, there is a
growing consensus that the inherent distortions
of unemployment insurance - and of income-
support in general - on incentives can promote
joblessness and dependency on welfare. Empiri¬
cal evidence, both for Canada and a number of

other OECD countries, suggests that the current
system of insurance against unemployment en¬
courages voluntary redundancy, promotes mar¬
ginal attachment to the labour force by subsi¬
dising unstable and seasonal industries, and
underpins high and rising payroll taxes, which
further deter both the demand for and supply of
labour. These disincentives in turn lower eco¬

nomic growth.
Specific features of the Canadian system

which tend to reinforce these distortions include

regional variations in the generosity of benefits
(depending on the unemployment rate), the

absence of experience-rating (that is, taking
account of the frequency with which the system
is used), and relatively high spending on
passive income-support.

There is also evidence in Canada that social

assistance - though successful in reducing pov¬
erty and inequality - promotes and prolongs
dependency on welfare. That is hardly surpris¬
ing, since the system was originally developed
for 'unemployable' individuals, whereas 'employ¬
able' people receiving welfare now almost con¬
stitute a majority. A major concern is the exist¬
ence of 'welfare traps', where the net financial
return to entering the labour force is substant¬
ially reduced by the high implicit tax rates that
follow from the loss both of benefits and of

eligibility for welfare services. The likelihood of
repeat beneficiaries leaving welfare tends to
decline with each successive period they receive
assistance.

Reform must necessarily involve changes to
the ways in which unemployment-insurance is
provided, in view of its relative importance and
interaction with other social programmes. That
requires co-ordination between all tiers of gov¬
ernment. Three main avenues appear import¬
ant: less regional differentiation of benefits to
enhance the mobility of labour and industrial
adjustment; adoption of some sort of experi¬
ence-rating to discourage repeated claims; and
more emphasis on active labour-market pro¬
grammes that involve training and re-training,

job-search, relocation and assistance to self-
employment. Although some progress has
already been made in these directions, further
reform appears to be called for. The recent
government discussion paper, which delivers
some options for public debate, signals an
attempt to co-ordinate changes in both the
federal and provincial administrations, with a
view to improving the interaction between
(federal) unemployment insurance and the
various provincial social-security schemes.

Remodelling the provision of social assistance
should also include integrating it more effectively
with unemployment insurance, enhancing the
school-to-work transition through training, and
improving the employability and earnings
potential of individuals through tax measures.
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Here, too, some progress has been made, with
experiments now under way in several pro¬
vinces, usually including some form of wage sub¬
sidy for on-the-job training, assistance with look¬
ing for jobs, educational or vocational training,
public-sector employment programmes, as well
as aspects of a 'negative income tax' with the
aim of lowering the tax disincentive to leave
welfare and enter the labour force. Yet care

should be taken to ensure that lower taxes for

certain groups of individuals do not imply
dramatic income-tax increases elsewhere.

In view of its comprehensive nature, the pro¬
cess of reform launched by the federal govern¬
ment could go considerably further than pre¬
vious incremental changes to the unemploy¬
ment-insurance and social-assistance pro¬
grammes. It not only opens up the possibility of
examining how these programmes work
together - not least through their combined

impact on the various regions of the country -
but also provides the opportunity to review them
as part of a broader strategy to develop human
resources, encompassing learning, social serv¬
ices, employability and child care.
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New Zealand
The Results

of Openness
Adrian Orr

For much of the period after the
Second World War economic policy in
New Zealand featured a high degree
of regulation and government inter¬
vention, bringing a gradual reduction

of external competitiveness and a decline in eco¬
nomic performance relative to most other OECD
countries. But from the late 1970s, and espe¬
cially since 1984, the direction of policy changed

Adrian Orr was formerly in the Country Studies and

Economic Prospects Branch of the OECD Economics
Department; he now works in its Money and Finance
Division.

dramatically, with the elimination of many forms
of regulation and state assistance.

Although the adjustment to this more open
environment has been slow and difficult, en¬

couraging developments have emerged recently,
with export growth in increasingly diversified
products and markets. Indeed, New Zealand is
currently one of the fastest growing economies
in the OECD, with a recovery atypical in many
respects: it has, for example, been led by ex¬
ports rather than government spending; it oc-

l.OECD Economic Surveys: New Zealand. OECD
Publications, Paris, 1994.
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curred in a low-inflation environment; and it

began largely in advance of the general OECD
recovery.'

In spite of the growing importance of trade
and external links, New Zealand ran a

current-account deficit in 27 of the last 30 years.
Borrowing from abroad was an obvious short-
term response to the persistent deficit, although
increasing reliance on such financing only served
to worsen what more and more appeared as a
structural imbalance. Indeed, the risk premium
New Zealand faced on its borrowing mounted
with the concerns of foreign investors about debt
sustainability and the country's ability to adjust
to future economic shocks. By the early 1980s
the scrutiny of international investors forced New
Zealand to face the fact that its policy stance
during much of the post-War period could not
be maintained.

Since 1984, New Zealand's economic policy
has been largely directed at structural solutions
to the external imbalance, with the intention of

improving international competitiveness. This
approach has involved phasing-out import licens¬
ing (completely achieved in 1992) and rational¬
ising the tariff structure, with the introduction of
a five-year programme of tariff reduction in 1987
and another one in 1992. An additional review

in late 1994 covered the period after 1996. The
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New Zealand's exports have diversified, so that its three 'traditional' exports- meat, wool and dairy products -
account for 38%, down from 84% in I960.

agricultural sector experienced a more abrupt
end to protection, with the removal of guaran¬
teed minimum prices on livestock in 1984 and
the cessation of agricultural tax concessions a
year later. These moves were followed by the
termination of concessionary financing arrange¬
ments for agricultural Producer Boards which
control the bulk of agricultural exports.

In sum. New Zealand now has no import
licensing and a relatively high proportion of
tariff items set at zero. But unlike other OECD

countries, a high proportion (15%) of tariff items
are set at over 20%. This discrepancy highlights
the considerable variation across industiy in the
degree of protection, with some industries (for
example, textiles, clothing, footwear, new and
used motor vehicles, and some types of machin¬
ery) still facing high tariffs.

In conjunction with the reduction in external
protection was a host of other structural reforms,
all of which had an impact on New Zealand's
international competitiveness. They included:

the floating of the exchange rate in 1985

the removal of controls on the movement of

international capital and the restrictions on for¬
eign direct investment (FDD in 1984/85

the adoption of a liberal competition policy in
1986

the removal of most export tax and market
incentives between 1984 and 1987

the reduction or removal of other assistance

to industiy between 1984 and 1990.
The aggregate results of these efforts has been

a significant lowering in nominal rates of pro¬
tection, although the agricultural and other ex¬
port sectors still receive substantially less pro¬
tection than some industries that also compete
with imports,

Economic integration in the Pacific-Basin was
also considerably enhanced with the introduct¬
ion of the Australia-New Zealand Closer Eco¬

nomic Relations Agreement (ANZCER) in 1983.
Under the agreement, all merchandise trade
across the Tasman Sea has been free of tariffs

and quantitative restrictions since 1990. Sub¬
sequently, exports to Australia have grown con

siderably and now account for 20%
of total export revenue, compared to
13% in 1980. Yet a large proportion of
this growth has occurred in product
categories unaffected by the ANZCER,
reflecting the general economic inte¬
gration taking place. Australia - New
Zealand's fastest-growing export
destination - now accounts for 43% of

all manufactured exports.
In addition to the micro-

economic trade reforms, major
changes in macro-economic manage¬
ment occurred, and they too have had
important implications for competitive¬
ness. The introduction of the Reserve

I Bank Act in 1987 meant that monetary
I policy is directed solely at controlling

inflation; fiscal policy was focused on
reducing the stock of government
debt. These efforts culminated in the

Fiscal Responsibility Act (1994), which
specifies a transparent operating
framework for fiscal policy and lays
down a requirement that debt will not
grow beyond prudent volumes.

Considerable reform of the public sector was
also undertaken with, for example, the privati¬
sation of much of the government's market ac¬
tivities and the establishment of State Owned

Enterprises (now with private-sector management
practices) for the remainder. There was also an
important reform of taxation, making New Zea¬
land's tax system the least distortive in the OECD
area. And in 1991 the Employment Contracts Act
w-as implemented, making New7 Zealand's labour
market one of the most liberal in the OECD area.

This move has much accelerated the trend

decline in union membership and made wage
determination and employment conditions
markedly more flexible.

Transitional Costs

and Long-term Gains
These wide-ranging reforms have had a

sizable impact on economic developments, be¬
cause of both transitional costs in terms of growth
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and employment, and the enhanced perform¬
ance that has followed. Yet even the best-

designed reform package inevitably entails many
short-term costs, which often precede substant¬
ial benefits. Furthermore, much of the adjust¬
ment pressure naturally falls initially on the sect¬
ors exposed to international competition (manu¬
facturing in particular).

More recently. New Zealand's international
competitiveness and trade performance have
improved significantly. Between 1988 and 1991
inflation in wages and consumer prices slowed
markedly. Supported by a depreciation in the
exchange rate and substantial gains in labour
productivity, exports of manufactured goods
have risen strongly; indeed, the manufacturing
sector is particularly responsive to relative price
movements against Australia. Analysis suggests
that exports no longer simply represent the over¬
flow from unsold domestic production: although
domestic demand rose strongly in 1993, firms
maintained their share of export markets. That
is in stark contrast to practices in the early 1980s:
approximately one-quarter of manufactured pro¬
duction is now exported, compared to less than
a fifth in 1980. In the five years to 1993. more¬
over, the growth of non-food manufactured ex¬
ports averaged twice the rate for aggregate ex¬
ports. As firms have become more internation¬
ally oriented, trade diversification in both pro¬
duct and destination has accelerated. The three

traditional exports - meat, wool, and dairy pro¬
duce - now account for 38% of total earnings,
compared to 84% in I960.

Indicators

More Reform

Required
The rate of further growth of exports of manu¬

factures may be somewhat hampered by a
number of factors, not least the availability of
skilled labour, a reluctance on the part of some
companies to expand debt financing, and the
quality of management practices. Furthermore,
New Zealand remains a price-taker for many of
its export products, since it is competing against
production that is either subsidised or protected.
So continued attention to adaptation and inno-

GDP

i change from previous year

New Zealand

: OECD average

1987 88 89 90 91 92 93 94 95 1996

Consumer Prices

% change from previous year

New Zealand

OECD average

1987 88 90 91 92 93 94 95 19

vation is required. Indeed, the more dynamic
parts of the economy (for example, the 'non-
traditional' manufacturing sector based on
non-agricultural products) are still relatively small
and remain vulnerable to any reversals in policy.

To ensure that the primary sector (which still
dominates the economy) makes the maximum
contribution to overall growth, it is crucial that
existing marketing arrangements for agricultural
produce, dominated by Producer Boards, do not
inhibit the development of innovative practices
and obscure price signals for producers. In ad¬
dition, although tariffs are expected to decline
at least until 1996, those on some products (foot¬
wear, clothing and motor vehicles, for example)
will remain high, stifling the drive for innova¬
tion and increasing overall costs. Continuing
pressure should also support free trade in serv¬
ices with Australia, removing any remaining
non-tariff barriers, and reducing the impediments

Unemployment
% of labour force

New Zealand

OECD average

12

10

1987 88

Current Balance

% of GDP

1 IK

Zeal

)avi

New

OECt

and

ïrage

1987 88 90 91 92 93 94 95 1996

to efficient maritime transport between the two
countries. Finally, ensuring that skill develop¬
ment keeps pace with economic change is
critical. Employers will have to invest more
heavily in training to reduce future risks of skill
shortages. Improving the performance of the
education sector is thus also vital.

OECD Bibliography
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Australia

» period
% change
in current

period

% change
1 year
before

Gross Domestic Product QUI 94 2.3 6.3

teading Indicator Sep. 94 0.4 5.9

Consumer Price Index QUI 94 0.6 1.9

current

period
same period

last year

Current Balance QUI 94 -5.20 -3.34

Unemployment Rate Nov. 94 9.2 10.9

Interest Rate Oct. 94 6.55 4.80

Austria

period
% change
in current

period

% change
1 year
before

Cross Domestic Product QI1 94 6.4 2.7

teading Indicator Aug. 94 -0.6 9.5

Consumer Price Index Oct. 94 -0.2 2.9

current

period
same period

last year

Current Balance QUI 94 -0.69 -0.13

Unemployment Rate Nov. 94 6,6 7.1

Interest Rate Nov, 94 5.05 6.22

Definitions

teading Indicator

Consumer Price

Current Balance

Unemployment Rate

Interest Rate

A composite indicator, based on other indicators of economic activity
(employment, sales, income, etc.), which signals cyclical movements in industrial
production from six to nine months in advance
Changes in average retail prices of a fixed basket of goods and services
$ billion; not seasonally adjusted except for the United States
seasonally adjusted apart from Austria, Mexico and Turkey; ILO standardised unemployment
rate - % of labour force; national definitions for Austria, Denmark, Switzerland and Turkey
Three months

Source: Main Economic Indicators, OECD Publications, Paris, December 1 994; for further information, contact
The OECD Observer.

-~;gg

Cross Domestic Product 1 993

teading Indicator
Consumer Price Index

Current Balance *

Unemployment Rate
Interest Rate

'Includes LiLxembimi^

Hugh M

period
% change
in current

period
1993

Oct. 94 0.9

Nov. 94 0.0

current

period

QI94 0.61

Nov. 94 10.3

Nov. 94 5.14

% change
1 year
before

-1.7

9.5

2.0

same period
last year

0.93

10.1

8.17

jjt
Canada

period
% change
in current

period

% change
1 year
before

Cross Domestic Product QUI 94 1.1 4.8

teading Indicator Oct 94 0.0 7.6

Consumer Price Index Oct. 94 -0.2 -0.2

current

period
same period

last year

Current Balance QUI 94 -3.32 -5.09

Unemployment Rate Nov. 94 9.6 10.9

Interest Rate Nov. 94 5.74 4.26

:: : : . --; . Denma RK

. period
% change
in current

period

% change
1 year
before

Gross Domestic Product Qll 94 3.3 5.7

teading Indicator Jun. 94 0.3 11.2

Consumer Price Index Nov. 94 0.3 &m/-
current

period
same period

last year

Current Balance QUI 94 1.64 1.93

Unemployment Rate Sep. 94 11.7 12.5

Interest Rate Nov. 94 6.00 8.00

Finland France

Ï77' period
% change
in current

period

% change
1 year
before

Cross Domestic Product Qll 94 4.6 4.5

teading Indicator Aug. 94 -0.4 8.9

Consumer Price Index Nov. 94 -0.3 1.7

current

period
same period

last year

Current Balance QUI 94 0.90 0.20

Unemployment Rate Oct. 94 17.3 18.5

Interest Rate Nov. 94 5.43 6.58

31» period
% change
in current

period

% change
1 year
before

Cross Domestic Product QUI 94 0.7 2.8

teading Indicator Nov. 94 -0.4 6.2

Consumer Price Index Nov. 94 0.0 1.6

current

period
same period

last year

Current Balance QI94 2.13 -0.43

Unemployment Rate Oct. 94 12.6 12.2

Interest Rate Nov. 94 5.61 6.72

MB Gfrmany

Bl, period
% change
in current

period

% change
1 year
before

Cross Domestic Product QtV 93 1.5 -0.2

teading Indicator Oct 94 0.5 9.1

Consumer Price Index Nov. 94 0,2 2.7

current

period
same period

last year

Current Balance QUI 94 -15.88 -10.33

Unemployment Rate Oct. 94 6.8 6.6

Interest Rate Nov. 94 5.21 6.31

Greece

period
% change
in current

period

% change
1 year
before

Cross Domestic Product 1993 -0.5

teading Indicator Sep. 94 -0.1 6.6

Consumer Price Index Nov, 94 0.3 10.6

current

period
same period

last year

Current Balance Qll 94 -0.95 -0.71

Unemployment Rate
Interest Rate

Iceland

H* % change
in current

period

% change
1 year
before

Gross Domestic Product 1993 0.9

teading Indicator
Consumer Price Index Nov. 94 -0.1 -0.1

current

period
same period

last year

Current Balance QUI 94 0.07 0.05

Unemployment Rate
Interest Rate Oct. 94 5.06 8.11
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Ireland

Gross Domestic Product 1993

Leading Indicator
Consumer Price Index

Current Balance

Unemployment Rate
Interest Rate

period
% change
in current

period
1993

Aug. 94 0.3

QUI 94 0.8

current

period

Q194 0.48

Nov. 94 14.6

Nov. 94 5.81

% change
1 year
before

4.0

14.0

2.5

same period
last year

0.90

15.5

6.52

Italy

1 ^^ period
% change
in current

period

% change
1 year
before

Gross Domestic Product Qll 94 1.4 2.3

Leading Indicator Oct. 94 0.6 2.9

Consumer Price Index Nov. 94 0.4 3.6

current

period
same period

last year

Current Balance QUI 93 5.57 -6.56

Unemployment Rate Jul. 94 11.8 10.3

Interest Rate Sep. 94 8.46 9.46

B'
Japa>

jmi period
% change
in current

period

% change
1 year
before

Gross Domestic Product QUI 94 0.9 1.1

Leading Indicator Sep. 94 -0.2 7.3

Consumer Price Index Nov. 94 -0.3 1.0

current

period
same period

last year

Current Balance QUI 94 29.53 32.36

Unemployment Rate fut. 94 3.1 2.7

Interest Rate Nov. 94 2.36 2.33

Luxembourg

period
% change
in current

period

% change
1 year
before

Gross Domestic Product 1992 1.9

Leading Indicator Oct. 94 1.1 15.6

Consumer Price Index Nov. 94 0.3 2.0

current

period
same period

last year

Current Balance

Unemployment Rate
Interest Rate

J
New Zealand

Gross Domestic Product

Leading Indicator
Consumer Price Index

Current Balance

Unemployment Rate
Interest Rate

period
% change
in current

period
1993

QUI 94 1.2

current

period

Qll 94 -0.23

Qll! 94 7.8

Oct. 94 7.96

% change
1 year
before

5.3

1.8

same period
last year

0.01

9.2

5.45

Mexico

period
% change
in current

period

% change
1 year
before

Gross Domestic Product QUI 94 -4.9 4.5

Leading Indicator
Consumer Price Index Oct. 94 0.5 6.8

current

period
same period

last year

Current Balance Qll 94 -7.35 -5.76

Unemployment Rate Sep. 94 3.8 4.0

Interest Rate Oct. 94 13.98 13.55

Norway

Gross Domestic Product

Leading Indicator
Consumer Price Index

Current Balance

Unemployment Rate
Interest Rate

period
% change
in current

period
Qll 94 0.7

Jul. 94 -0.2

Nov. 94 0.1

current

period

QUI 94 0.81

QUI 94 5.2

Nov. 94 7.27

% change
1 year
before

6.9

6.5

1.8

same period
last year

0.57

6.1

5.45

Netherlands

p,,m
% change
in current

period

% change
1 year
before

Gross Domestic Product Qll 94 0.7 2.2

Leading Indicator Oct. 94 -0.1 7.0

Consumer Price Index Oct. 94 0.1 2.8

current

period
same period

last year

Current Balance QIV93 5.02 1.78

Unemployment Rate Oct. 94 9.8 8.9

Interest Rate Nov. 94 5.23 5.96

Portugal

period
% change
in current

period

% change
1 year
before

Gross Domestic Product QIV 93 1.6 -0.7

Leading Indicator Jul. 94 0.6 17.2

Consumer Price Index Oct, 94 0.4 4.5

current

period
same period

last year

Current Balance QIV 93 0.02 -0.58

Unemployment Rate QUI 94 6.8 5.6

Interest Rate Oct. 94 10.07 10.56

Y .*" Spain

period
% change
in current

period

% change
1 year
before

Gross Domestic Product Qll 94 0.6 1.6

Leading Indicator Sep. 94 0.8 12.4

Consumer Price Index Nov. 94 0.2 4.3

current

period
same period

last year

Current Balance QUI 94 -1.65 0.70

Unemployment Rate QUI 94 23.9 23.0

Interest Rate Nov. 94 7.86 9.22

Sweden

Gross Domestic Product

Leading Indicator
Consumer Price Index

Current Balance

Unemployment Rate
Interest Rate

period
% change
in current

period

Qll 94 2.8

Oct. 94 -01

Oct. 94 0.1

current

period

QUI 94 -0.21

Nov. 94 7.2

Nov. 94 8.11

% change
1 year
before

3.5

3.2

2.4

same period
last year

-0.13

8.4

7.22

^Switzerland
period

% change
in current

period

% change
1 year
before

Gross Domestic Product Qll 94 0,6 2.0

Leading Indicator Oct. 94 0,2 3.9

Consumer Price Index Nov. 94 -0,1 0.5

current

period
same period

last year

Current Balance

Unemployment Rate Nov. 94 4.5 5.0

Interest Rate Nov. 94 3.86 4.47

Tl -RlvF.Y

period
% change
in current

period

% change
1 year
before

Gross Domestic Product Qll 94 3.9 -11.3

Leading Indicator
Consumer Price Index Nov. 94 8.1 119.7

current

period
same period

last year

Current Balance Qll 94 1.42 -2.33

Unemployment Rate Oct. 94 8.3 7.3

Interest Rate

Un ted Kingdom

period
% change
in current

period

% change
1 year
before

Gross Domestic Product QUI 94 0.8 4.0

Leading Indicator Sep. 94 0.4 5.3

Consumer Price Index Oct. 94 0.1 2.4

current

period
same period

last year

Current Balance Qll 94 -2.68 -6.06

Unemployment Rate Nov. 94 9.0 10.1

Interest Rate Nov. 94 6.06 5.57

1 United States

period
% change
in current

period

% change
1 year
before

Cross Domestic Product QUI 94 1.0 4.4

Leading Indicator Oct. 94 -0.4 2.6

Consumer Price Index Nov. 94 0.1 2.7

current

period
same period

last year

Current Balance QUI 94 -41.72 -27.86

Unemployment Rate Nov. 94 5.5 6.4

Interest Rate Nov. 94 5.79 3.35
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For the Record

The OfCD Economic

Outlook

Highlights

0
ECD economies have now come

out of recession. A number of

them have for some time been

growing sufficiently rapidly to
bring down unemployment. And, on

the assumption of some increase in short-term inter¬
est rates over the next year or so, the OECD projects
steady growth, without a revival of inflation for the
OECD area as a whole.1

The challenge now facing policy-makers is to sus¬
tain the current revival of non-inflationary growth and
of employment as effectively as possible and to re¬
duce the gap between aspirations for and realisation
of economic and social well-being over the longer
term. Meeting this challenge has three elements. First,
it is crucial to consolidate trends towards price-stability
through prudent management of monetary policy, and
to provide a stable environment for private-sector
decision-making. Second, it is necessary to make the
best possible use of this recover}' phase for fiscal con¬
solidation, going beyond the improvement in public
finances resulting from the cyclical recovery and re¬
ducing the structural element of budget deficits. One
important benefit of fiscal consolidation should be a
larger amount of national savings to be made avail¬
able for private investment at lower costs. Third, gov¬
ernments should take full advantage of the current
cyclical improvement in economic conditions to move
forward with the agenda of structural reform, in par¬
ticular to promote efficiency in product and labour
markets, while meeting domestic and international
social (equity) objectives.

Setting
Monetary Policy

It is difficult to establish firm benchmarks as to the

timing and amount of policy tightening required to
contain inflation pressures that may arise over the next

year or two. Nevertheless, the following broad con¬
siderations for the orientation of monetary policy seem
relevant:

In the United States, where the economy is now
running at about capacity, it is not clear whether the
degree of monetaiy tightening which has taken place
so far is sufficient to ensure a 'soft landing'. Prepared¬
ness to apply further restraint would appear to be the
best policy posture at this point in the business cycle,
as the risks from remaining too restrictive for a short
period are less than those of allowing inflation to
re-ignite.

In the United Kingdom. Australia and New Zealand,
where recoveries are fairly advanced, a process of
monetary-policy tightening is also under way. But it is
unclear that policies are yet sufficiently restrictive to
ensure that inflation is kept low, even though output
remains below capacity, because output is expanding
rapidly. For the time being at least, there is a case for
continuing with gradual monetary tightening until clear
evidence emerges that any tendency for these econo¬
mies to overheat is being avoided. In the case of
Canada, another country where recovery is fairly ad¬
vanced, the orientation of monetaiy policy will be in¬
fluenced by financial market concern about the pro¬
cess of fiscal consolidation as well as developments
in US interest rates and in the exchange rate.

In Ireland and most Nordic countries, economies

are also expanding strongly. Little inflation pressure is
apparent in Ireland, Denmark or Norway. In Finland
and Sweden, however, export sectors are experien¬
cing high levels of demand which could have infla¬
tionary repercussions throughout the rest of their
economies; monetary authorities have already moved
to raise interest rates. All of these countries will have

to be alert to the risk that any exchange-rate weak¬
ness could imply for inflation.

In most other continental European countries, the
judgement appears to be more finely balanced. Re¬
covery is becoming well-established but capacity con

straints do not appear likely to emerge in the near
future. In Germany, which will have a key influence
on European mone-tary policy more generally, in¬
flation, while on a downward trend, is still somewhat

higher than desired. This suggests that the scope for
further easing is limited. On balance, this climate sug¬
gests no immediate case for a shift in policy, with
risks, going into 1995, appearing fairly evenly balanced
in both directions.

In Japan, the appropriate time for moving rates to
an upward path appears to be some way off, given
that inflation is virtually non-existent, banks' balance
sheets remain weak, further upward pressure on the
yen would be unwelcome, and the economy is not
yet growing fast enough to begin absorbing unused
capacity.

A complication in the setting of monetary policy
is concern about the possible adverse
effects of the large increases in long-term interest rates
since around the beginning of 1994. However, insofar
as unexpected and nearly simultaneous increases in
long-term interest rates across OECD countries can be
associated with short-term prospects for OECD acti¬
vity which have improved surprisingly rapidly since
the beginning of the year - particularly in conti¬
nental Europe - this is not a matter of disquiet. Fur¬
thermore, in many countries the current levels of 'real'
interest rates (that is, nominal interest rates adjusted
for inflation) do not appear to be significantly higher
than the average over the period since 1980.

Nonetheless, the extent to which long-term inter¬
est rates have risen does point to underlying tensions.
Some of the rise in nominal long-term interest rates is
quite possibly due to a re-assessment and upward re¬
vision of private-sector inflation expectations, Market
participants may not be as convinced as policy-makers
that present low rates of inflation will be sustained: a
'credibility gap' may exist here. It can be reduced or
eliminated only through a clear commitment of
monetary authorities to consolidate the good price
performance now evident in many OECD countries.
This calls for an institutional framework conducive to

sound monetary-policy decision-making. In this re¬
gard, ensuring the credibility of inflation targets, by
helping to make the actions of monetary authorities
more transparent, may have an important role to play
in many countries.

In some countries, there may also have been a
market re-assessment of the seriousness of the

medium- and longer-term outlook for public finances.

I OECD Economic Outlook

tions, Faris, December 1994.

No. 56, OECD I'ublica-

The OECD OBSERVER No. 1 92 February/March 1995 56



For the Record

Table 1

Growth of Real GDP in the OECD Area

Change from previous year

It is notable that some of the largest rises in long-term
rates in the course of 1994 have been in countries

where public debt is high and there has been concern
about the ability of governments to achieve a sus¬
tained reduction of budget deficits. Market reaction
here may also be linked to the assessment of inflation
expectations: concern may linger that policy-makers
could yield to the ever-present temptation to
attempt debt reduction through inflation, thereby add¬
ing to risk premia embodied in long-term interest rates.
Hence, a faster pace of fiscal consolidation, which
would contribute to a higher level of national saving
and tend to put downward pressure on interest rates,
appears to be a caicial element in durably higher OECD
growth.

Improving
Public Finances

The average OECD general government deficit may
narrow from a peak of 4"% of GDP in 1993 to below
3% by 1996. Although much of this improvement will
be 'structural', reflecting progress in fiscal consolida¬
tion, the public-finance position will remain unsatis¬
factory in nearly all OECD countries. It is especially
noteworthy that gross public debt as a percentage of
GDP is likely to rise in virtually all OECD countries
between 1993 and 1996. For the OECD as a whole.

gross debt could increase from 68% of GDP in 1993 to
close to 75% by 1996. and could be well above that
average in Japan (nearly 907). Italy (over 120%),
Canada (over 95%), Belgium (around 135%), Greece
(around 120%) and Sweden (around 110%). And, by
the year 2000 public debt for the OECD as a whole
should still be around current levels.

This medium-term outlook for public-sector finan¬
cial positions strongly suggests that many countries
have to review and strengthen their plans for fiscal
consolidation. Furthermore, this outlook embodies

sustained recovery and some falls in nominal long-term
interest rates from their present levels. If these devel¬
opments do not occur, average OECD public debt in
the year 2000 would be significantly above current
levels. In considering the appropriate degree of ambi¬
tion to bring to fiscal consolidation, it should be n< ited
that the Maastricht targets for EC countries are fairly-
modest: they should be seen as only a medium-term
step on the longer-term road to sound public finances.

The specific measures to be taken to speed the
pace of fiscal consolidation will have to be tailored to
situations in individual countries, but governments in

all countries will be concerned to take

account of considerations of equity
and the impact on living standards for
low-income groups. In most cases, if
not all, governments have recognised
that the main effort will have to be

made on the expenditure side. Increas¬
ing the overall level of taxation, which
already creates significant distortions
in most OECD countries, could gen¬
erally have strong negative side-effects.
As well, in making any changes on
the tax side, care should be taken not

to reverse the thrust of tax reforms that

have been implemented in many
OECD countries over the past decade
or so - given that these reforms were
designed to put in place a tax struct¬
ure more conducive to improved eco¬
nomic performance. Tax revenues will
rise as economies recover, but it is

important not to interpret this cyclical
development as a permanent I struct¬
ural) improvement in public finances.
By the same token, it is also impor¬
tant to recognise that proceeds from
privatisation, although helpful in re¬
ducing financing requirements in the
short run or redeeming debts, are capi¬
tal receipts (that is. one-off financing
items) that do not significantly improve
the structural position.

On the expenditure side, however,
reform confronts entrenched expect¬
ations and perceptions of acquired
rights and implicit social contracts. Re¬
cent experience and work by the
OECD provide some pointers to the
specific forms corrective action could
take:

Whether or not it is possible - or
desirable - to reduce the 'output' that many govern¬
ment programmes and services deliver to the public,
it may well be feasible to reduce the cost ot such
output, that is. 10 improve 'micro-efficiency' in some
areas. A good example of where such scope exists is
health expenditure, an area in which major questions
about the cost of sen-ices have been raised in many

countries. More generally, the development of com¬
petitive environments in the public sector through re¬
course to market-type instruments such as
user-charsina, market-testing, contracting-out and the

199/

United States 36.37

Japan 14.92

Germany 8.65

France 6.59

Italy 6.20

United Kingdom 5.75

Canada 3.33

Total/average
of above 7 countries 81.81

Australia 1.77

Austria 0.86

Belgium 1.09

Denmark 0.57

Finland 0.49

Greece 0.62

Iceland 0.03

Ireland 0.27

Luxembourg 0.05

Mexico 2.79

Netherlands 1.57

New Zealand 0.29

Norway 0.45

Portugal 0.57

Spain 3.15

Sweden 0.92

Switzerland 0.94

Turkey 1.74

Total/average
of above 18 countries 18.19

Total OECD 100.00

North America 42.49

OECD Europe 40.53

EC 35.09

Total/average OECD
less the United States 63,63
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creation of internal markets, has allowed for more

cost-effective provision of certain public services in a
number of countries.

Pension liabilities are increasingly being recognised
as a long-term problem. Many countries are now at¬
tempting to assess which of a range of policy choices
might most effectively and most acceptably reduce
the burden of future liabilities on public finances. Coun¬
tries are considering policy-responses including in¬
creasing the retirement age or the length of service
required for full benefits, increasing contributions, re-
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during benefits and achieving (better) capitalisation.
Many analysts (including the OECD Secretariat in

the recently published OECDJobs Stttdf) have reached
the conclusion that a range of social transfers are
achieving their fundamental and legitimate objectives
but only very inefficiently. In some cases policies are
close to being counter-productive, such as when they
create dependency traps. There would appear to be
scope for re-examining how basic social objectives
could be achieved while reducing overall budget costs.

Improving Employment
and Productivity

The appropriate setting of macro-economic poli¬
cies provides the basis for improved economic per¬
formance over the longer term. Assuring a sustained
improvement in employment and productivity, how¬
ever, requires not only sound macro-economic condi¬
tions but also a broad range of structural reforms, in¬
cluding the creation of competitive and open
markets. It is only when both macro-economic and
structural policies are set appropriately that the
synergies between them are fully exploited. These
synergies will be necessary if OECD economies are to
sustain rising living standards and to be in a position
to achieve social objectives more satisfactorily. Among
the range of structural actions embodied in this task,
the most urgent are arguably those that increase em¬
ployment and reduce unemployment and those that
reinforce the benefits from international trade.

Employment Policies
A crucial area in which there has been in¬

adequate progress is the implementation of
structural reforms aimed at reducing unemployment
to acceptable levels. The medium-term scenario pre¬
sented below suggests that, on the basis of policies
now in place and a full return to sustainable
medium-term growth patterns, unemployment will still
be unacceptably high in the year 2000 in most OECD
countries; for OECD Europe as a whole it could still
average close to 10%, The structural reforms to ad¬
dress this problem, identified in the OECDJobs Study,
have to cover both product and labour markets in
order to strengthen the capacity of economies in OECD
countries to adapt to changing conditions, to improve
productivity performance and to generate more new-
jobs. Many measures to improve productivity and pro¬
duct market performance, such as those which would

2. The OECDJobs Study: Evidence ami Explanations .
OECD Publications, Paris, 1994.

enhance the development and diffu¬
sion of technological know-how and
remove impediments to the creation
and expansion of enterprises, will
also contribute to economic condi¬

tions which are favourable to job
creation. Others, however, such as

exposing sheltered industries to in¬
creased competition may lead to a
labour shake-out and higher unem¬
ployment in the short term. This adds
to the importance of measures to im¬
prove the way labour markets oper¬
ate in an effort to make early progress
in reducing unemployment on a
durable basis.

In changing policies so as to im¬
prove the functioning of labour
markets and thereby boost employ¬
ment, policy-makers will also be con¬
cerned that legitimate social object¬
ives are not undermined. In this con¬

nection, the focus may differ depend¬
ing on the policy being assessed. For
the purposes of taxation and means-
testing for the payment of unemploy¬
ment benefits, treating individuals
separately from their family circum¬
stances may be necessary to reduce
the risks of poverty traps or of dis¬
couraging people from entering the
labour force. But for a number of

other purposes for which it is thought
to be important to assess whether or
not social objectives are being
achieved, the focus should be on
household incomes rather more than

on wages of individuals. Situations
in which low wages are earned by
members of households with

adequate income overall are not nec¬
essarily inconsistent with the equity
objectives. This is especially the case
if the low-wage jobs are the first jobs
in the working life of the persons
involved, allowing them to gain work
experience and to obtain a foothold
on the job ladder, thereby helping to
provide the basis for moving up the
ladder to higher-paid employment.

Trade Policy
The conclusion of the Uruguay Round

Table 2

Unemployment in the OECD Area1

Thousands % of labour force
'

1991 1993 | 1994 | 199J 1996

United States2 8,443 6.8 6.1 5.6 5.6

Japan 1,360 2.5 2.9 3.0 2.9

Germany 2,602 8.8 9.6 9.1 8.6

France 2,361 11.7 12.6 12.3 11.7

Italy3 2,654 10.4 11.3 11.2 11.0

United Kingdom 2,348 10.2 9.4 8.7 7.9

Canada 1,416 11.2 10.5 9.7 9.2

Total/average
of above 7 countries 21,184 7.3 7.2 6.8

. .. .'

0,0

Australia 809 10.9 9.7 8.7 7.9

Austria 125 4.2 4.4 4.2 4.1

Belgium 391 11.9 12.6 12.1 11.3

Denmark 296 12.2 12.0 10.8 10.1

Finland 193 17.9 18.3 16.3 14.6

Greece 301 8.2 9.7 10.0 10.2

Iceland 2 4.3 4.7 5.1 5.3

Ireland 209 16.7 15.8 15.3 14.7

Luxembourg 2 2.1 2.4 2.1 1.9

Mexico4 322 3.5 3.7 3.5 3.4

Netherlands 490 8.3 9.3 8.6 7.9

New Zealand 168 9.5 8.3 7.6 7.4

Norway 116 6.0 5.5 5.2 4.8

Portugal 198 5.5 6.8 6.8 6.7

Spain 2,464 22.7 24.3 24.0 23.4

Sweden 122 8.2 7.9 7.7 7.5

Switzerland 39 4.5 4.7 4.1 3.5

Turkey5 1,547 8.7 12.6 13.7 14.2

Total/average
of above 18 countries6 7,794 10.4 11.5 11.4 11.1

Total OECD6 28,978 8.0 8.2 7.9 y 7.7

North America6 10,181 6.9 6.3 5.8 5.8

OECD Europe 16,460 10.7 11,6 11.3 10.9

EC 14,315 11.2 11.8 11.4 10.9

Total/average OECD
less United States6 8.620,535

Figures in italics are provisional.

1 . Commonly used definition.
2. Break in series from January 1994.
3. Break in series in 1991 and 1992.

4. Figures based on the national survey
(32 urban zones and around 12 million

5. Important revisions to data.

9.2 8.9

of urban employment
people).

ing transformation of the General Agreement on Tar¬
iffs and Trade into the World Trade Organisation are

and the com- potentially very positive events for the world economy.

The OECD OBSERVER No. 1 92 February/March 1995 58



Economy

For the Record

Table 3

Private Consumption Deflators
in the OECD Area

United States 2.5 2.2

0.8

2.6

3.1

0.5

2.1

3.6

Japan

Germany

1.0

3.9

2.1

0.6

2.2

France 1.8 1.6

3.3

1.7

Italy 4.7 3.9 3.1

2.7

2.0

United Kingdom

Canada

3.5

1.7

2.6

0.9

2.9

1.8

Average
of above 7 countries 2.6 2.0 2.4 2.6

Australia

Austria

Belgium

1.9

3.6

2.6

1.6

3.0

2.5

2.8

2.5

2.3

2.5

2.1

3.0

2.8

2.4

Denmark

Finland

1.7

3.9

2.0

1.7

3.0

2.5

Greece 13.6 11.1 9.4

1.7

6.8

Iceland 4.9 1.6 1.7

Ireland

Luxembourg

1.6

3.7

9.8

2.1

1.4

2.4

2.4

2.6

2.1

2.7

2.3

Mexico

Netherlands

New Zealand

7.0

2.2

1.6

5.7

2.0

2.3

2.0

4.2

3.8

4.7

2.2

1.9

Norway

Portugal

1.9

6.7

1.5

5.3

2.2

4.0

Spain 5.1

6.1

4.7

3.1

2.9

Sweden 3.4 3.0

3.0Switzerland 0.9

110.0

2.6

50.0

2.0

Turkey 51.9 28.0

Average
of above 1 8 countries 9.5 14,0 8.1 5.6

Average OECD 3.8 4,2 3.4 11

Average OECD
less Turkey 3.0 2.1 2.6 2.7

North America 2.9 2.4 3.2

4.7

2.6

2.6

3.5

OECD Europe 5.9 7.5 3.7

OECD Europe
less Turkey

EC

3.8

3.8

2.9

3.0

2.6

2.6

Average OECD
less United States 4.6 5.4 3.5

.:

2 5

Figures in italics are provisional.

But this potential will be realised only if the agree¬
ments are ratified, which on 1 December a number of

key parties to the agreement had not yet clone.
The most important and urgent item on the
trade policy agenda is thus this ratification.

On the assumption that ratification takes
place, the progressive implementation of the
commitments in the Final Act and the import¬
ant built-in agenda for further negotiations ( in¬
ter alia on services and agriculture ) should keep
up the trade liberalisation momentum. Under

this new policy framework and with ongoing
structural change in the international economy,
some new trade issues have acquired promi¬
nence. Broadly speaking, these issues can lie
placed in two groups.

First, international differences in business

practices and in policies which affect them
(public procurement, competition and other
aspects of business policy, openness to
foreign investment and technology policy) can
impinge on international trade in ways that are
perceived to be 'unfair'. Even though these dif¬
ferences have narrowed, many issues remain
to be resolved. International agreements to
harmonise the legal and regulatory framework
in which businesses operate can address this
problem by eliminating divergences which work
to the advantage or disadvantage of businesses
in particular countries. Yet it is important to
bear in mind that a framework which mini¬

mises the amount of change that is required in
many countries is not necessarily the best. The
challenge for governments is to achieve a con¬
sensus on where harmonisation would be help¬
ful and, in such cases, to identify a set of rules
that will increase the contestability of the
markets concerned.

Second, pressures are increasing to use trade
policy to further other policy objectives, in parti¬
cular those relating to labour standards and
the environment. It would clearly be inappro¬
priate to use restrictive trade policies to offset
the effect of lower wages, as this would deny
the benefits of comparative advantage to both
the developed and the developing world. On
the other hand, there may be a small set of
tore' labour standards based on fundamental

human and civil rights - although to date the In¬
ternational Labour Organisation has been unable
to agree on which of many conventions would
constitute such a set - which prohibit practices,
such as forced labour, that the international com¬

munity finds unacceptable. Pressures are also increas¬
ing to use trade policy to further environmental ob-

Table 4

Current Balances in the OECD Area

of GDP

United States -1.6

3.1

-1.1

0.8

1.2

-2.3 -2.4 -2.3

Japan 3.0

-1.2

0.7

2.8 2.6

Germany -0.6 -0.5

France 0.8 1.0

Italy 1.6 2.1 2.5

United Kingdom -1.7 -0.9 -1.1 -1.4

Canada -4.3 -3.9 -3.3 -3.0

Average
of above 7 countries -0.1 -0.3 -0.2 -0.2

-3.9Australia -4.0 -4.9 -4.9

Austria -0.5 -0.8 -1.1 -1.2

Belgium-

Luxembourg 5.7

4.1

5.7

2.3

6.3 6.7

Denmark 2.0 2.6

-1.1Finland 2.4 2.8 2.9

Greece -0.9 -0.8 -1.1 -1.4

Iceland 0.1 0.7 0.6 0.7

Ireland 7.9

-6.2

7.9 7.8 8.4

Mexico -6.6 -7.2 -7.6

3.3Netherlands 3.3 3.8 4.0

-2.0New Zealand -2.1

2.3

-0.2

-1.1

-0.9

8.0

-2.4 -1.2

Norway 2.4 2.4 3.0

-1.6

-1.0

Portugal

Spain

-0.6

-1.1

-0.5

-1.2

Sweden 1.1

6.2

2.3 3.4

Switzerland 6.8 6.7

2.3Turkey -3.9 1.3 3.0

Average
of above 18 countries 0.1 0.3 0.5 0.6

Average OECD 0.0 -0.2 -0.7 0.0

North America -2.1 -2.6

0.5

-2.7 -2.6

OECD Europe 0.3

0.2

0.8 1.0

EC 0.2 0.5 0.6

Average OECD
less United States 0.7 0.9 1.0 1.0

Figures in italics are provisional.

jectives. It may take time to reach consensus on areas
of disagreement, including free-rider problems in the
context of global environmental agreements. It is none¬
theless important that governments find a multilateral
approach which ensures that these issues are not used
as a pretext for protectionist practices.

1 December 1994
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of PPM-based trade measures and their

advantages and disadvantages from both
trade and environmental perspectives.
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tax system.
(23 94 10 3) ISBN 92-64-04265-2, 200pp.
France: FF100; elsewhere: FF130 US$24 DM39

OECD Documents

Taxation and Investment

Flows: An Exchange
of Experiences between
the OECD and the Dynamic
Asian Economies

December 1994

This workshop examined the tax treat¬
ment of investment flows between

OECD countries and the six Dynamic
Asian Economies (DAEs): Hong Kong,
Korea, Malaysia, Singapore, Taiwan,
and Thailand.

The proceedings of the workshop
are divided into five sections. First, the

proceedings examine how the recent
reductions in tax rates in several OECD

countries affected the tax reforms insti¬

tuted by the DAEs. Second, they review
the tax treatment of foreign direct and
portfolio investment, and assess the
effectiveness of tax incentives. Third,
they discuss the role of income tax
treaties and their effect on cross-border

investment flows. Fourth, they describe
and evaluate exchanges of information
between tax authorities as a means of

counteracting tax evasion and avoid¬
ance. Finally, they review the taxation

of multinational enterprises that invest
in the DAEs, including the treatment of
cross-border transfer pricing between
related parties.
(23 94 05 1) ISBN 92-64-14309-2, 298pp.
France: FF200; elsewhere: FF260 US$45 DM79

The Tax/Benefit Position
of Production Workers

Annual Report 1990-1993*
October 1994
Examines the income tax and social

security contributions paid and family
benefits received by taxpayers at the
income of a production worker for the
years 1990-1993, H also provides a
standardised description of the per¬
sonal income tax and social-security
systems in each OECD country.

Two special features are included in
this edition: a survey of how repre¬
sentative is the 'APW, in six countries;
and information on four central Euro¬

pean countries (Czech Republic, Hun¬
gary. Poland, Slovak Republic).
(23 94 08 3 ) ISBN 92-64-04175-3, bilingual, 392pp.
France: FF200; elsewhere: FF260 US$49 DM79

available on diskette

CCET (Centre for Co-operation
with Economies in Transition)

Trends and Policies

in Privatisation, Vol. II,
No. 1

November 1994

This publication provides twice-yearly
reviews of recent developments in pri¬
vatisation and a comparative analysis
of experiences in central and eastern
European countries and the New In¬
dependent States of the former Soviet
Union.

The approach is interdisciplinary;
legal, economic and organisation as¬
pects all come within its scope. The aim
is to provide decision-markers with a
comprehensive view of the policy alter¬
natives and their analytical foundations,
as well as experience in their imple¬
mentation.

Special feature: enterprise restructuring
in the context of privatisation
(06 94 01 3) ISBN 92-64-14309-2, bilingual, 192pp.
France: FF95; elsewhere: FF125 US$21 DM37

Industry. Science
and Technology

Industrial Policy
in OECD Countries:

Annual Review 1994

November 1994

This annual report reviews recent gov¬
ernment initiatives for industrial devel¬

opment and adjustment in OECD coun¬
tries. It covers measures promoting
physical and intangible investment
(R&D, training, consultancy services),
policies directed at industrial sectors,
regulatory reform and competition
policy, small and medium-sized enter¬
prises and regional-development poli¬
cies. It also reviews measures related to

international investment and trade,

co-operation with central and eastern
European countries and industry-related
environmental and energy policies.

A special chapter is devoted to the
conclusions of an international sympo¬
sium on the globalisation of industry-
held at the OECD in December 1993.

With 75 tables and 32 graphs.
(70 94 04 1) ISBN 92-64-14295-9, 220pp.
France: FF210; elsewhere: FF270 US$49 DM79

The Steel Market in 1993

and the Outlook for 1994

and 1995

December 1994

This annual publication presents an
analysis of the world steel market.
Statistical tables provide the most up to
date figures and the short-term outlook
showing the developments of the world
steel market by area and the main
characteristics, apparent consumption,
trade and production, as well as vol¬
umes of employment in the OECD area.
With 22 tables and 11 charts

(58 94 01 1) ISBN 92-64-14288-6, 39pp.
France: FF120; elsewhere: FF155 US$26 DM48

Biotechnology for a Clean
Environment:

Prevention, Detection,
Remediation

October 1994

Following a comprehensive review of
the growing range of scientific and
technological options for the prevent¬
ion, detection and remediation of en¬
vironmental damage in air, water and
soil, this report presents a broad survey
of industry policies and strategies and
situates environmental biotechnologies
in a broader economic context.

See Salomon Wald, 'The Green Face
of Biotechnology', The OECD
Observer, No. 189,
August/September 1994.
(93 94 05 1) ISBN 92-64-14257-6. 202pp.
France: FF320: elsewhere: FF400 US$68 DM122

The OECD OBSERVER No. 1 92 February/March 1995 62



Just Published

Bookstore

Public Management Social Affairs

Public Management
Developments: Update 1994
October 1994

On a country-by-country basis, this an¬
nual report describes the range of poli¬
cies and programmes with which OECD
governments are attempting to make
their public-sector operations more
cost-effective and to bring the quality of
their public services closer to client
expectations. A statistical annex presents
tables on government employment for
each OECD country.

(42 94 03 1) ISBN 92-64-14244-4, 132pp.
France: FF140; elsewhere: FF180 US$32 DM55

Public Management
Occasional Papers
1994 No. 5

Performance Measurement

in Government:

Issues and Illustrations

December 1994

This new series of Public Management
Occasional Papers consists of special¬
ised reports prepared for the work of
the OECD's Public Management Com¬
mittee. The reports focus on specific
issues of administrative improvement,
in areas such as policy-making, budget¬
ing, human-resource management, regu¬
latory reform, the use of market-type
mechanisms and performance manage¬
ment.

(42 94 55 1) ISBN 92-64-14302-5, 93pp.
France: FF70; elsewhere: FF90 US$17 DM28

1994 No. 6

New Ways of Managing
Infrastructure Provision

December 1994

This Occasional Paper presents the re¬
sults of eight separate sectoral studies
drawn from the experiences of five
OECD countries - Australia, France,
Germany, the United Kingdom, and the
United States - where experiments are
underway, or in prospect, to provide
public infrastructure by way of partner¬
ship arrangements with the private sect¬
or. The studies were undertaken under

the guidance of senior budget officials
from OECD countries as part of the
OECD Public Management Committee's
continuing analysis of the use of
market-type mechanisms in the public
sector.

(42 94 56 1) ISBN 92-64-14306-8, 195pp.
France: FF95; elsewhere: FF125 USS23 DM38

Health Policy Studies No. 5
The Reform of Health Care

Systems:
A Review of Seventeen

OECD Countries

November 1994
See inside back cover of this issue

of The OECD Observer

(81 94 10 1) ISBN 92-64-14250-9, 340pp.
France: FF375; Elsewhere: FF470 US$86 DM142

Territorial Development
Cities for the 21st Century
November 1990

Cities are both the motor of change and
the mirror of modern societies.

Three-quarters of the population now
lives in them. Most human activity takes
place in urban settings. Resolving
urban problems is an essential part of
solving the major problems of today the
poverty, segregation, and distress which
characterise numerous neighbourhoods,
the physical degradation and the lack
of infrastructure and services which

characterise others, and the difficulties
in local adjustment to structural eco¬
nomic change prevailing in numerous
cities. The solutions advocated in this

publication constitute a challenge to
OECD countries' local and national au¬

thorities, as well as to inhabitants and
entrepreneurs who should unite their
efforts in order to render cities more

'urban'.

(04 94 01 1) ISBN 92-64-14287-8, 178pp.
France: FF160: Elsewhere: FF210 US$39 DM63

Transport
ECMT (European Conference of Ministers
of Transport)

Round Table 97

Charging for the Use
of Urban Roads

November 1994

The scope for road pricing in urban
areas is now a matter of the most urgent
concern. It involves research and the

implementation of projects both aimed
at reducing urban congestion and curb¬
ing the resulting environmental
damage. While the arguments in favour

of urban tolls are sound, Round Table
97 highlights the many objections raised
particularly on grounds of equity. This
publication demonstrates the import¬
ance of reappraising the entire urban
transport system.
(75 94 11 1) ISBN 92-821-1195-6, 174pp.
France: FF160; elsewhere: FF210 US$39 DM63

Light Rail Transit Systems
November 1994

Urban light rail can combine the advant¬
ages of tramways and underground
systems and is enjoying a renaissance
around the world. This report studies
the economics, the advantages and the
risks of introducing light rail systems to
help solve severe congestion problems
in urban areas. It is based on extensive

data from numerous systems and spe¬
cific case studies drawn from France,
Germany, the Netherlands, Switzerland,
and the United States, offering success¬
ful innovative solutions.

(75 94 12 1) ISBN 92-821-1197-2, 300pp.
France: FF265: elsewhere: FF330 US$60 DM100

Resolutions of the Council

of Ministers of Transport
Approved in 1993:
40th Annual Report
December 1994

This publication describes the activities
of the European Conference of Minis¬
ters of Transport during 1993 and sets
out the Resolutions and reports ap¬
proved by the Council of Ministers of
Transport during that year.
(75 94 13 1) ISBN 92-821-1196-4, 187pp.
France: FF240; elsewhere: FF310 US$59 DM95

Statistical Report
on Road Accidents in 1992

October 1994

This report records the trends in road
accident statistics for 1992 in ECMT

member countries, four associate
member countries (Australia, Canada,

Japan and the United States) and one
observer country (Morocco). It also
provides data on the trends from 1975
to 1992 in these countries, individually
and as a whole, in numbers killed,
casualties (killed and injured), acci¬
dents causing casualties, and motor
vehicles, and sets out a number of
factors to be taken into account in any
analysis of road accidents.
(75 94 08 3) ISBN 92-64-04267-9, bilingual, 64pp.
France: FF110; elsewhere: FF145 US$25 DM44

Employment
Opportunities

OECD Headquarters, Paris

Vacancies occur in the OECD

Secretariat in thefollowing
activities:

Public Administration

Balance of Payments
National Accounts

Agricultural Economics
Development Economics
Energy Economics
Industrial Economics

Labour Economics

Monetary Economics
Econometrics

Environment

Urban Studies

Fiscal Policy
Nuclear Engineering
Macro-Economics

Nuclear Physics
Education Policies

Social Affairs

Statistics

Computing and Communications

Qualifications:

relevant university degree; at least
two or three years' professional
experience; very good knowledge
of one of the two official

languages of the Organisation
(English and French) and ability to
draft well in that language; good
knowledge of the other.

Initial appointment:

two or three years.

Basic annual salary:
from FF 300,000 (Administrator)

and from FF 430,000 (Principal
Administrator), supplemented by
allowances depending on
residence and family situation.
Vacancies are open to both male
and female candidates from OECD

member countries.

Applications, in English or French
(specifying area of specialisation
and enclosing detailed curriculum
vitae), should be marked 'OBS'

and sent to:

Human Resource Management
OECD

2, rue André-Pascal
755775 Paris Cedex 16

France
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