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SCIENCE,
TECHNOLOGY
AND INDUSTRY
OUTLOOK

INDUSTRIAL
COMPETITIVENESS

GLOBALISATION ’
OF INDUSTRY

OVERVIEW AND SECTOR REPORTS

Science, Technology
and Industry Outlook 1996

The changing nature of science, a steady stream of technological
advances and the continued restructuring of industry have resulted in a
blurring of the boundaries between science, technology and industry.
This transformation is reflected in the 1996 Science, Technology and
Industry Outlook which provides an integrated, biennial assessment
of trends in science, technology and industry performance and policies
in OECD member and selected non-member countries.

The reader will find:
e comparative indicators of performance across such dimensions of
science, technology and industry as R&D spending, patents,
high-technology production and trade, productivity and investment
« recent policy initiatives, covering broad categories such as regulatory
reform and technology diffusion, and profiles of the policies of individual
countries
* a special feature on the role of knowledge as a driver of productivity
and economic growth, explored in a chapter dedicated to the
‘knowledge-based economy’.
With 92 tables, 37 figures, a statistical annex supporling the analysis in
Chapter 1, and a statistical annex updating the OECD’s Scoreboard of
Indicators database.

(92 96 07 1) ISBN 92-64-14910-4, October 1996, 308pp.
FF365 £47 US$72 DM106

Also available on diskette and magnetic tape

Industrial Competitiveness

The globalisation of economies, implying fast-growing international
trade and investment, has many positive and negative consequences
on the industrial competitiveness of OECD countries. This impact and
its influence on structural adjustment requires closer analysis than is
currently available.

An international dialogue held at the OECD discussed and defined
industrial competitiveness, and reviewed 17 official reports issued on
this topic in OECD countries. This publication summarises that
dialogue and sheds new light on these important issues.

(70 96 06 1) ISBN 92-64-15314-4, November 1996, 136pp.
FF180 £23 US$35 DM53 ¥3,800

Globalisation of Industry
Overview and Sector Reports

Globalisation of industry is increasing rapidly. More firms from more
countries and more industries engage in a wider variety of interlinked
activities outside their home countries.This raises sectoral industry and
trade policy issues, as well as general liberalisation and business
issues.

Globalisation emphasises the importance of economic efficiency
and competitiveness, thereby diminishing the effectiveness of narrow
industrial-support policies and the rationale of national identity
underlying some policies. At the same time, liberalisation and
non-discrimination emerge as particularly important for trade, industry
and investment policies. International co-operation should be promoted
in such areas as R&D, technology development, and competition
policy.

Seven sectoral reports illustrate long-term globalisation trends and
sectoral policy issues.

(70 96 05 1) ISBN 92-64-14688-1, November 1996, 350pp.
FF450 £58 US$89 DM13 ¥9,500
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A New Role

as Technology

n the early 1980s I had the privilege of

holding two important portfolios in the
[federal government of Canada— Science
and Technology, and Economic and
Regional Development. Addressing the
role of government in those days was even more
complex than today as we struggled with the
legacy of the ‘government knows best’ mental-
ity still supported by many active politicians and
the reality of limited resources and a mouni-
ing inventory of disastrous interventions. Where
was the proper balance to be found between
private-sector research and development and
public-sector support?
Now there is a pronounced and evident lean-
ing to less and less government intervention,
but that does not mean it has no role. On the
contrary, [ see a significant role for government
today, as I did then, in ensuring the diffusion
of technologies developed anywhere on the globe
[from which domestic industries could benefit.
This is especially true of small and medium-
sized enterprises which have limited knowledge
of such new technologies. National govern-
ments in the OECD have the capacity, through
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Donald J. Johnston,

their science and commercial experts in

Joreign capitals, to follow these technological

developments and ensure in turn that in-

Jormation systems are in place to permit their

diffusion to domestic industries.

Direct subsidies to domestic industries, by
contrast, will enjoy a progressive and justified
demise as global free trade becomes a reality.
And although government procurement is
nonetbeless a very effective way of stimulating
resedarch and development, it too must be
opened up to foreign competition. We are
seeing this happening but it will take time.
Otherwise we will lose the ‘magic’ of the
market-place— that unending spiral of the con-
version of goods and services to capital and the
latter, usually married with innovation, to more
goods and services in what we call economic
growth.

As free trade truly becomes free and global,
technological innovations will become increas-
ingly important, offering consumers more and
more options at cheaper prices all over the globe.
We will see Schumpeter’s theory of ‘creative
destruction’ on a scale never before imagined



Editorial

for Government
and Trade Evolve?

Secretary-General of the OECD

as the producers of goods and services compete
for the choices of consumers. We have alreacdy
seen many examples of it. Several come to mind
as personal recollections. When I was a stu-
dent the Wilkinson Sword hit the market; to our
astonishment one could have more than one
shave with a razor blade. The industry has

never been the same since. The same is true of

the influence of Japanese car-makers on the
products of the United States and Europe.
Cameras, sound systems, television sets: the list
may seem endless, but it is nothing compared
to what lies abead in a true global market-place.

In this new world, what is the role of govern-
ment to be? I have offered a few thoughts based
on my own experience and observation, and
this edition of The OECD Observer offers some
rich material from some of our experts who dare
pursuing these important questions. The explo-
sion of free trade bas dramatically shifted the
paradigm. In the past governments saw them-
selves as helping domestic industry to compete
in the rough and tumble of international trade.
Today, and more so tomorrow, governments
must recognise that it is individual firms which

are competing in an international market
place, not one country’s industry against that
of another. Support programmes [o industry
must be designed accordingly. They cannot be
allowed to prejudice the concept of ‘the level
playing-field'. The first two articles in this
issue, treating the role of technology in indus-
trial performance and examining the extent
of state support to industry, should be read in
this light.

The old saying ‘Butild a better mouse-trap and
the world will beat a path to your door’is truer
than ever. But to what extent should the siate
help you build that better mouse-trap? If any
help is appropriate, what form should it take?
In the age of globalisation these are important
questions.

~ g
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George Papaconstantinou

Designing appropriate policies for innovation and technology requires an understanding of
how technology is generated and diffused. The OECD has examined this process across industries
and countries, its impact on productivity, on employment and skills, and the role of technology
in shaping international competitiveness.’

he capacity of firms to innovate

depends on a multitude of factors,

not least the efforts they make to

create new products or improve pro-

duction processes, the extent of skills
in their work force, their ability to learn, and the
general environment within which they oper-
ate. Of all the innovation-related activities of
firms - research and development (R&D), design,
marketing, ‘tooling up’, acquisition of patents and
licenses, hiring of skilled personnel - R&D ex-
penditures are particularly important, and their
volume and intensity help determine both gains
in productivity and success in international
markets.

In the OECD economies, more than half of
all R&D spending is financed by industry, and
two-thirds of all R&D investment is performed
in the business sector. Although the services
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sector is responsible for an increasing share of
R&D. most new technologies are developed in
the relatively small number of high-technology
manufacturing industries, not least computers,
semiconductors, pharmaceuticals and aerospace.

Yet it is less the invention of new products
and processes and their initial commercial ex-
ploitation which generate major economy-wide
benefits than their timely and widespread diffu-
sion and use. The economic performance of most
manufacturing and services industries depends
on putting technology to work by adopting and
using ideas and products developed elsewhere.
Of all sectors in the economy, it is the services

George Papaconstantinou is an economist in the Eco-
nomic Analysis and Statistics Division of the OECD
Directorate for Science, Technology and Industry.

E-mail: dsti.contact@oecd.org

that are the heaviest users of technology
(Figure 1): services industries as diverse as social
and personal services, finance and insurance,
transport and communications are the main
acquirers of technologically sophisticated
machinery and equipment.

The rapid increase in the international trans-
fer of technology reinforces the importance of
understanding the process of technology diffu-
sion. The share of technology obtained through
imported intermediate and capital goods has in-
creased over time in most OECD countries. In
general, larger countries obtain less of their tech-
nology from abroad than smaller ones, which
depend on imports for more than half - although
some large countries, such as Canada and the
United Kingdom, also obtain more than 50% of
their acquired technology from abroad. For most
countries, the United States is the main source



of imported technology (especially for computers
and aerospace); for the United States, the
dynamic Asian economies and Japan are the most
important (Figure 2, p. 8).

The bulk of technology acquired in OECD
countries comes from the information techno-
logy (IT) “cluster’ of industries (computers, com-
munication equipment and semiconductors,
electrical machinery, instruments), although the
materials cluster (chemicals, basic metals, rubber,
plastics) is also important (Figure 3, p. 8). The
role of IT has increased over time, and it is the
fastest-growing cluster.

specific types of technology tend to gravitate
to specific sectors: 1T to advanced manufactur-
ing, communication services, finance, insurance
and real estate; consumer-goods technology to
wholesale and retail trade; materials technology
to agriculture and to less advanced manufactur-
ing; and fabrication technology (metal products,
non-electrical machinery) to mining, utilities and
construction.

What Effects
on Productivity?

The development of new products and pro-
cesses is crucial for improvements in product-
ivity. But innovating firms are not the only ones
to profit from successful innovations; instead, as
these advances are diffused, they ultimately con-
tribute to higher productivity, competitiveness,
employment and standards of living in the
economy as a whole. Diffusion shapes product-

ivity through several channels: the purchase of

technologically sophisticated machinery, equip-
ment and components; the acquisition of licenses
or patents that enable one to use ideas devel-
oped elsewhere; or the simple borrowing of ideas
and expertise. But at the same time an innova-
tive effort of one’s own is important to allow the
benefits of outside technology to be enjoyed,
since one of the functions of R&D is to help
firms learn.

Empirical results on the import-ance of R&D
and of technology diffusion for productivity

I Technology and Industrial Peyformance. OFCD
Publications. Paris. forthconing 1997

growth in manufacturing and serv-
ices during the 1970s and "80s in
ten OECD countries - the G7 group,
Australia, Denmark and the Nether-
lands — show a contrasted picture.
In manufacturing, growth in pro-
ductivity can be traced mainly to
the R&D expenditures made by in-
dustries themselves, in particular in
the machinery sector of manufact-
uring. In contrast, for the services,
it is technology diffusion that
matters. Productivity growth in serv-
ices, and in particular in the inform-
ation and communications techno-
logies (ICT) segment (comprising
transport and communication serv-
ices, finance, insurance, real estate
and business services), benefited
considerably from the purchase of
technologically sophisticated inter-
mediate and investment goods from
the manufacturing sector.

Analysis of these results also
confirms the importance of foreign
R&D for productivity growth. Gains
in the ICT segment of services can
be traced to the increasing inter-
national procurement of electronic
investment goods and to the
world-wide process of technology
diffusion. Domestic technology
flows are more important for pro-
ductivity growth in large countries
such as Japan and the United States
and, to a lesser extent, Germany.
In countries such as Australia,
Canada, Denmark and the Nether-
lands, technology obtained through
imported intermediate and capital
inputs is more important.

Rapid technological advance has
for some time now in OECD countries co-existed
with lower productivity growth, as measured
from aggregate statistics. This apparent incon-
sistency has given rise 10 the so-called ‘Solow
paradox’ (named after the American economist
Robert Solow, who coined the phrase ‘we see
computers everywhere but in the productivity

Germany

United Kingdom

Analysis

Figure 1

Technology Diffusion in the G7 Countries, 1993
% of total embodied technology in different sectors

United States lapan

France

Canada

Haly Sector
- Services

- Low-technology manufacturing

|:| Medium-technology manufacturing
]:l High-technology manufacturing
l:l Primary

Source: OECD

statistics’). The aggregate data sit uneasily with
increasing evidence from firms in a number of
countries that it is the companies which develop
new products and processes or which adopt ef-
ficiently new technologies developed by others
that enjoy the fastest growth in productivity. Such
evidence suggests that perhaps the key to the
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Technology
and Industrial
Performance

Figure 2

Imported Technology by Country of Origin, 1993
%
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paradox is the mismeasurement of both produc-
tivity and of the impact of technology in the larg-
est segment of the economy, services. The
OECD's analysis goes some way in remedying
this inaccuracy: it shows that the impact of tech-
nology diffusion in services is large and expand-
ing, and thus suggests that technology has
growing benefits for the economy as a whole.

Employment
and Skills

The impact of technology on employment in
firms, industries or whole economies is the re-
sult of a complex set of relationships. The direct
displacement of jobs because of new techno-
logies is compensated by indirect offsetting fact-
ors through higher wages, incomes, profits and

The OECD OBSERVER No. 204 Febwuary March 1997

investment. But the adverse and beneficial effects
do not coincide in time or space; the costs tend
to he concentrated in the short term and affect
particularly certain workers, industries and
regions, while the benefits tend to be more
medium and long-term and also more diffuse.”

Technology both destroys and creates jobs.
But, bevond net gains or losses in employment,
it is increasingly apparent that workers with dif-
ferent characteristics are affected differently.’ In
most OECD countries, the employment of
high-skilled workers has increased faster than
that of low-skilled workers, at an average rate of
2-3% during the 1980s (Figure 4). White-collar,
high-skill occupations (officials, managers. pro-
fessionals, technicians and the like) have tended
to grow the fastest. In practically all countries
where jobs in manufacturing declined in the
1980s, those in white-collar high-skill manu-
facturing increased. In the services, by contrast,
the employment increase in most countries
entails increases in both high- and low-skill
white-collar jobs.

The decline in the wages or emplovment
opportunities of unskilled workers as well as
improvements in the pay or opportunities of
skilled or *knowledge’ workers have been at-
tributed largely to technical progress.' An ex-
amination of the role of technology in explaining
the growth of the skill-base in the G7 countries
in the 1980s shows a direct relationship between
‘upskilling’ and technical change: industries
which invested more in research and were more
innovative tended to acquire more human capi-
tal during the period examined. This suggests
that accumulation of skills and innovative effort

2. George Papaconstantinow, Technology and Jobs', The
OFECD Observer, No. 194, funefuly 1995

g Grabam Vickery and Gregory Wwrezburg, Flexible
Firms, skills and Employment’. The OECD Observer.
No. 202, OctoberNovember 1996

4. Candice Stevens, The Knowledge-based Fconomy', The
QFECD Observer. No. 200, funefuly 1996

3. fecn Guinet and Hiroko Kamata, ‘Do Tax-incentives
Promote Innovation?. The OECD Observer. No. 202,
Cctaber November {996,

O, Rigl Miller and Gregory Warzburg, ‘Investing in Human
Capital’, The OECD Observer, No. 193, April May 1995,
T fean-Clande Paye, Strategies for a Learning Society,
Fewin Levwven and Albert Tuifnomen, Life-long Learning:
Who Pays?, and Abrar Hasan and Albert Tuifnman,
Linking Education and Work, The OECD Observer.
No. 199, April’May 1996,

Figure 3
The Size of the Information-technology
Cluster,1993
45 % of all acquired technology .45

Source: OECD

act jointly to raise economic performance. More-
over, technology affects the accumulation of
human capital uthu directly through R&D in-
vestment or indirectly t]uoug,h technology diffu-
sion. In the high- tu.hnolo;,} sectors, which by
definition have a higher intensity of R&D ex-
penditure, direct R&D plays a major role.
Human-capital formation in low-technology
manufacturing sectors, by contrast, benefits
considerably from imported technology.

International
Competitiveness

International trade has been transformed in
recent vears: new patterns of specialisation, in-
creasing intra-industry and -firm trade and com-
plex patterns of international sourcing are all
characteristic of the globalisation of industrial
activities and trade. Technology is central to this
process; it is both what has allowed many of
these developments to take place, and it is a
competitive tool in itself, since innovation and
the successful adoption of technology are
essential for success in international markets.

High-technology exports now constitute about
a quarter of OECD manufactured exports, a share
that increased considerably during the 1980, at
the expense of low-technology products
(Figure 5, p. 10). Individual products which made
impressive gains were computers and
semiconductors, telecommunication equipment,
pharmaceuticals and scientific instruments; air-



craft have also made important gains in market
shares since 1930.

There is little empirical evidence on how R&D
and technology diffusion affect the contribution
of individual industries to national shares in ex-
port markets. Empirical analysis of the impact of
changes in price (such as movements in ex-
change or wage rates) and non-price or techno-
logy-related factors (such as R&D or technology
diffusion) on the export performance of given
industries indicates that an initial presence in
high-growth markets is important and self-
sustaining, This result draws attention to the
importance of managerial decisions on the choice
of geographical markets and of medium-term
investments in export networks.

But the main conclusion of such analysis is
that the determinants of export per-
formance vary substantially from one
industry to another. R&D helps com-
petitiveness in high-technology in-
dustries but also in many others.
Non-technology variables (low

property rights and standards.” This approach
has slowly been complemented by a parallel con-
cern for an economic environment conducive
to the diffusion of innovation. Several countries
have instituted measures aimed at encouraging
firms to adopt new technologies efficiently,
either by removing regulatory and other ob-
stacles, or by using the tax system and fiscal
measures to encourage investment in new
machinery or in assimilation of knowledge de-
veloped elsewhere. Practically speaking, this ap-
proach implies diversity in policy measures aimed
at diffusing best practices — for example, through
technology-extension centres which provide
advice and information to firms (and which cover
services as well). It also points to an important
role for government in encouraging the diffusion

Figure 4
Employment Growth of High-skilled' and Low-skilled” Workers
Average annual growth rates (%)

Industry

Analysis

of new technologies in services that are publicly
provided, not least education and health care.

Another policy issue concerns the importance,
for realising the social returns to innovative acti-
vity, of competitive pressures, both on the in-
dustries that supply new technologies and on
the main users. Monopoly allows industries
which develop new technologies to charge prices
that enable them to capture most of the benefits
of innovation: productivity gains in user indus-
tries are then lower than where supplier markets
are competitive. Similarly, lack of competition
and excessive regulation in service industries will
blunt incentives to modernise by adopting new
technologies, and will certainly not spur inno-
vation, Further liberalisation of service industries
as diverse as wholesale and retail trade, telecom-
munications, electricity and even
some aspects of health and education
will encourage product innovation
and variety, as well as higher produc-
tivity, lower prices and increased de-
mand for these services.

Policies to promote technology dif-
fusion should be co-ordinated with
those that promote the development
of adequate human capital.” In an en-
vironment where technology can
quickly change the skills that are in
demand, systems that rapidly provide
adequate new skills to workers are
necessary. Countries are presently in
a period of experimentation and flux,
testing ways to link education and
learning more closely to work require-
ments, while they also try to provide
the broader skills that will underpin
continuous learning.” In preparation
for the closer connection between

Canada
wage-growth, say, or favourable ex- 1981-91
change-rate movements) play an
important role in industries where figah
substitutability between products is 1980-90
high and/or which export low-
technology products (such as text- Germany
iles, metal products or non-metallic 126630
minerals). A country-by-country
analysis suggests that technological — United States
factors were the driving force behind s
the export competitiveness of Japan
and, to a certain extent, the larger  France
European economies. Export com- e
petitiveness in Canada and the
United States, by contrast, benefited 193:_‘;'{
principally from favourable develop- . : i : | | : : :
ments in wage and exchange rates. R Sl ST U T e 1 I o

What Change
for Policy?

Technology policy used to con-
sist almost exclusively of incentives
for R&D investments through subsi-
dies and tax credits or through strong

[. High-skilled - Low-skilled

1. *High-skilled" workers are defined as those in the following occupational groups:
legislators, senior official and managers (ISC0-88 Group 1); professionals (ISCO-88 Croup 2);
technicians and associate professionals (ISCO-88 Group 3). For Germany, 1SCO-88 Group 1
covers legislators and senior officials only and 1SCO-88 Group 3 excludes teaching associate
professionals so that high-skilled workers are underestimated.
2, All others.

Source: OECD

35 learning and work, public education
is exploring work-based learning
opportunities for students. Public-
sector training programmes have re-
cently come under scrutiny. and more
effort is required to determine which
training programmes work well, and
which do not.

The predominance and increasing
importance of the IT cluster for tech-
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Education systems now have to bring
workers new skills to respond to new
demands - rapidly.

nology diffusion and the growing weight of
high-technology products in international trade
both imply that technology policy has to pay

Figure 5

Total OECD High-technology Exports, 1970-93

% of total manufacturing exports
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particular attention to the network characteris-
tics of 1T and to the potential for realising
economy-wide gains from its widespread appli-
cation. Governments could therefore stimulate
the creation of networks of firms and encourage
public institutions to facilitate the generation of
future IT applications, endorsing market-driven
rules for standards, and liberalising product mar-
kets, in manufacturing as well as in services, so
asto increase the incentives for widespread adop-
tion and diffusion.

Rapid industrial globalisation and the wide-
spread international sourcing of technology
suggest that for most countries the option of de-
veloping an exclusively national capacity in
certain technology areas does not really exist.
Attempts to stimulate the development of new
products or processes in domestic manufactur-
ing industry through discriminatory trade pract-
ices will simply mean higher costs to other
domestic firms that rely on access to the best

10

available components, machinery or materials
technology, whether from domestic or foreign
sources. The costs of trade protection will then
include, in addition to traditional welfare costs
borne by consumers, those incurred by manu-
facturing and services producers who import
technologically advanced equipment and com-
ponents. An open regime for trade and invest-
ment is thus also important for productivity
growth because the international spill-overs of
high-technology products benefit both importing
and exporting countries. m
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Public Support

to Industry

Marian Murphy and Udo Pretschker

The OECD has recently completed the third
phase of a project which aims to increase
the international transparency and
comparability of government support to
The results point
to the persisting importance of
subsidies as an instrument of structural
policies in the OECD area. Can such sub-
sidies still be justified, particularly in view
of their distortion of trade and competition?'

manufacturing industry.
clearly

ubsidies have long been associated

with economic inefficiency. They

hamper the efficient allocation of re-

sources and can distort international

trade and competition. They also place
a heavy burden on public budgets which now-
adays are increasingly stretched.

Government support and industrial subsidies
are defined by the OECD to cover all measures
of financial support from central or sub-central
government to manufacturing industry which
result in a net cost to government (box, p. 12).
The financing instruments for which the net cost
can be calculated are grants, loans, guarantees,
infusions of equity capital and tax concessions.
Public support to manufacturing industry in the
QECD countries is delivered either directly,
through a vast range of programmes imple-

Marian Murphy and Udo Pretschker work in the In-
dustry Division of the OECD Directorate for Science,
Technology and Industry.

E-mail: dsti.contact@oecd.org

mented by central, regional or local tiers of gov-
ernment, or indirectly, by intermediary agencies
or institutions. Most of these programmes are
available exclusively to manufacturing industry.
although a few others are open also to non-
manufacturing enterprises.

To analyse government support, the OECD
classified it in ten categories, identified by their
objectives:

o sectoral policies

o crisis aid

* R&D and technological innovation
e regional development

e general investment incentives

» support to small and medium-sized enterprises
(SMEs)

e Jabour and training”

¢ exports and foreign trade

» energy-efficiency

* environmental protection.

The OECD analysis covers the major devel-
opments in public support to domestic industry
from 1989 to 1993, when the economic and geo-

11

Analysis

-I‘ ks

ﬂ"‘h‘
f/‘ i ﬂ I

_%ﬂ-!ﬂ

Carlo Borle

‘Sea and See

political environment was marked in particular
by:

¢ the accelerating globalisation of industrial
activities

¢ the conversion of military production after the
end of the Cold War

o deteriorating budgetary situations in almost all
OECD countries

* 4 changing pattern of industrial policies from
a sectoral to a more framework-oriented
approach’

f. Public Support to Industry, available free of charge
from the ndustry Division of the OECE Directorale for
Science, Technology and Industny

2. Programmes initially reported to the OECD project inder
this policy heading
database and represented in an annex, since meany of
the instrivments  involved  bave meinhy
obijectives; theve are also uncertainties ds (o the final
beneficiaries of such progranimes

were withdrauw from  the main

soctal-policy

v Rauf Goneng, A New Approach to Industriad Polic)
and Hanspeter Gassmann, From Industrial Policy to
Competitiveness Policies | The OECD Observer, No. 157,
ApriliMay 1994, See also Marto Cervantes, ‘Helping
Industry Help ftself”,  The OECD Observer, No. 204),

Juneduly 1996
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Public Support
to Industry

BACKGROUND

Whence the Data?

The OECD is collecting data on direct and indirect
programmes of government support to manufact-
uring industry. The primary objectives are to im-
prove international transparency and to compare
the trends and patterns of such support across the
OECD. The OECD publication Industrial Subsidies:
A Reporting Manual describes the definitions and
methodologies used.’

Beginning in 1986, three rounds of data collect-
ion have been carried out, covering 1982-86,
1986-89 and 1989-93.% To date, the OECD’s
database on industrial-support programmes con-
tains detailed information on approximately 1,450
support programmes applied in 24 OECD coun-
tries, as well as in the Slovak Republic, which par-
ticipated as an observer (Greece and Luxembourg
did not take part in the exercise, and Hungary and
Poland were not OECD members when the third
phase of the project was finalised). In addition to
the data on support programmes, information was
collected on public R&D contracts, intermediary
R&D institutions and civilian and military procure-
ment which can all serve as indirect means of
public support.

The figures in the OECD database refer
exclusively to manufacturing. Whenever actual
expenditure data relating to manufacturing were
not available, estimates were made jointly by the
OECD and national government experts.

* emerging international discipline on subsidies
in the final stages of the Uruguay Round nego-
tiations,

All of these trends suggest a shrinking role
for public subsidies directed to manufacturing
industry. And indeed the general expectation was
of a fall in support. Instead, government sup-
port in the OECD area grew by 25% in nominal
terms from 1989 to 1993 (Table 1) — an upward
trend that should be even more marked when
data from 1992 and 1993 for certain large tax-
concession programmes become available. In the
event, support declined only in a third of the 25
participating countries, and it grew in the other
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Public support was calculated in terms of Gross
Government Budget Expenditure (GGBE) and Net
Cost to Government (NCG). GGBE measures the
total amount of funds transferred to beneficiary
companies or the total amount of uncollected tax
liabilities from them per year by each programme.
NCG measures the difference between the cost of
funding a programme and the revenue generated
for the public budget by the same programme in
any given year.

The OECD's strict, programme-based, bottom-
up approach makes it the sole source of inform-
ation on support to manufacturing industry.
Figures in surveys published by other international
organisations are derived at least partly either
from national accounts or government statistics
which, in addition, do not isolate the share of total
support that goes to manufacturing. Moreover,
the information collected by the OECD undergoes
a ‘peer review’ to ensure that the data are inter-
nationally acceptable.

1. Industrial Subsidies: A Reporting Manual, OECD Publica-
tions, Paris, 1995.

2. Industrial Support Policies in OECD Countries, 1990;
Industrial Support Policies in OECD Countries, 1986-89,
1992; Public Support to Industry, 1996 - all available free
of charge from the Industry Division of the OECD Directorate
for Science, Technology and Industry.

two-thirds. The main reason for the increase
appears to be because of regional-development
policies, where spending almost doubled.

In real terms, public support increased
between early 1989 and late 1993 by 1%. The
manufacturing support rate, measured as the
share of nominal support in manufacturing GDP,
was 1.09% in 1989, and 1.15% in 1993 - a growth
rate of 5.3% overall - although the rise in this
indicator is likely to have been curtailed more
by the growth in manufacturing GDP than by
collective policy efforts to curb industrial support.

The trend as a whole masks considerable
diversity in spending under the range of policy
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programmes. Reductions in sectoral aid, invest-
ment incentives and SMEs were largely out-
weighed by stronger support in all other areas.

Support to regional development, exports and
trade, and R&D played a prominent role in net
spending. The large financial volumes and the
number of programmes in sectoral aid, crisis aid
and exports and trade promotion at the end of
1993 is a problem that in large measure has yet
to be tackled. In view of the structural adjust-
ment policies adopted and the stronger inter-
national discipline being brought to bear on
subsidies, a more marked shift away from sector-,
enterprise- and product-specific assistance
towards ‘horizontal’, interdisciplinary policy
areas would have been expected.

Almost 50% of sectoral programmes is con-
centrated on three ailing industries — steel, ship-
building and textiles (Table 2) — which account
for only 9% of manufacturing GDP in OECD
countries. Measured for both direct and indirect
support, the aircraft and space industries lead
other sectors (Tables 2 and 3).

Crisis-aid subsidies given directly to large
firms — whether publicly or privately owned -
are nonetheless likely to occupy a lower place
on the political agenda, since the emphasis in
crisis aid is shifting to SMEs that are experi-
encing difficulty, with the funds increasingly
provided by regional and provincial govern-
ments. Programmes providing support to SMEs
as either their primary objective (339) or
secondary goal (194) constitute more than a third
of all the programmes reported, reflecting the
growing recognition of the contribution of small
business to job-creation.

Concentration of support in a few pro-
grammes is particularly evident for R&D and tech-
nological innovation. The ten largest programmes
consumed more than 50% of total direct R&D
support reported for the years 1991 and 1992.
Most of these programmes are directed towards
general research objectives, such as funding of
technology parks or venture capital, international
co-operation or support for hiring personnel.
Almost 40% of all R&D programmes directly pro-
mote selected technologies, chiefly micro-
electronics and information technology,
energy-saving, new materials, space and aero-



Table 1
Reported Expenditures

and Programmes by Policy Objective, 1989-93

Al NCG' in current prices; million dollars
POH(}' Obj:cme rogrammes 1989 mm 1992 m

147
10.2

4,449
12.1

5,81
121

Sectoral
% share

4923
1.7

3

R&D and Technological
Innovation 269 6,369 7,864 9,102
9% share 18.7 17.3 18.7 19.0

4,014

2805 276

6.7

148
10.3

2,953
8.0

Investment
% share

7
5.8

Export
and Foreign Trade 118 6,883 8973 9,920
% share 82 [E7 2l 207

66
4.6

249
0.7

338
0.8

Environment
% share

1. Net cost to government.
Source: OECD

nautics, and biotechnology.

In addition to 148 schemes offering incent-
ives for investment, 96 programmes promoting
investment as a secondary policy-objective were
reported. particularly in regional development.
Indeed, 765 programmes of the 1,437 reported
to the OECD have the stimulation of investment
as their goal. They absorbed 37% of total public
support to manufacturing industry in 1989-93.
Such schemes appear to be a domain of sub-
central tiers of government and reflect intensi-
fied competition among them for creating new
businesses or attracting investment to their area.

Table 2
Support to Selected Industries, 1989-93
million §

[ [isws L ioso [ rswr | o2 | isws

Shipbuilding 2,114.6 1,957.1 2,304.0 1,815.0 13

276
0.6

37.7

5,194
11.1

3,388
74

Among programmes
supporting exports and for-
eign trade, export-credits
and guarantees appear (o he
the main means of channel-
ling public support to
manufacturing industry.
Export credits and export-
credit guarantees merit
further scrutiny in view of
their financial volume and
their uneven distribution
among countries.

The policy objectives of
energy-efficiency and envi-
ronmental protection as part
of the new paradigm of sus-
tainable economic develop-
ment may have been the
driving force behind the
shift towards programmes
supporting the use of
cleaner or renewable-
energy inputs and more efficient production tech-
nologies.

9,976
214

8,677
18.9

2,39
5

2,594
5.6

7,813
16.7

7,268
15.8

329
0.7

333
0.7

Qualitative
Features

Table 3

Analysis

no agreed methodology for measuring the
amounts involved, its relative importance as a
policy instrument has yet to be established and,
more particularly, how much support it chan-
nels to manufacturing industry.

Only 4.4% of all the support programmes
identified by the OECD limit access to these pro-
grammes to domestically owned enterprises.
Opening national support policies 1w foreign-
owned firms or even to enterprises from abroad
can be considered to be a reasonable policy
response o world-wide industrial globalisation.
The resulting international diffusion of national
spending raises new issues and complicates the
interpretation of national support figures and
rates,

Since only 16% of all support programmes
end within a five-year period, tum-over in the
stock of programmes is not very dynamic.
Indeed, almost two-thirds of them have a lifespan
of more than five vears. Yet, in a dynamic eco-
nomic environment, with rapidly shortening life-
cveles for products, often closely linked 10 the
lifetime of the investments required to manufact-
ure them, long-lasting programmes are ditficult
to justify. The rationale appears to be clear when
there are problems of structural adjustment to

Direct and Indirect Support

Defence procurement,
R&D contracts, contracts
awarded by space agencies
and intermediary R&D institu-
tions such as national indus-
trial research centres (which
can serve as indirect
means of public sup-
port) channel far more
financial resources to
manufacturing industry
than direct support
(Table 3). Even if the
support element in the

billion §

Textiles 1534 1017 950 854 458 panoply of indirect A

e 7 R STy TG measures is only a very -2-, “’d'c -

— e e s small percentage of the pacs

Total 2,9208 29214 2,831.8 2,450.1 1,762.4 perenage OLne: e
total, it is still substan-

Source: OECD Source: OECD

tial. Since there is as vet

13

Defence-procurement expenditures
209.7

169.1
289

to Manufacturing Industry, 1989-93

Reported Expenditure

I I T R M

Direct support (1,437 programmes)
36.9

Space agencies: contracts awarded by/procurement of
4.9

420  48.0 467  46.0 219.6

5.9 5.6 6.5 6.4 293

24 2343 2102 2073 10829
1782 1887 1689 1669 8718
300 284 290 295 1458
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Public Support
to Industry

be addressed. But the longevity of operational
support schemes established under guise of
crisis aid, R&D, and exports and foreign trade
deserves closer examination — normally, such
schemes should operate on a shorter-term
basis,

The role and the development of support from
sub-central strata of government are difficult to
analyse in view of the gaps in the data, especially
for the major federal countries. Moreover, there
is much less statistical information available for
sub-central support than for centrally managed
support, The figures in Table 4 therefore under-
estimate the amounts involved. Centrally man-
aged programmes represent 45.2% of the total
reported; and regional, local and other
sub-central programmes together account for
30.6%. The contrast in spending is much sharper
where, on average, centrally financed pro-
grammes account for 80% of the total and sub-
central programmes represent 6%, In addition,
public and/or private institutions managed 8%
of the total reported expenditure.

This OECD project will go on to develop
analysis that is more country-specific. Examina-

Table 4
Central and Sub-central Support, 1989-93

NCG" in current prices; million dollars
O b T O e o B

34,074 39,770 37,320 32,300

Central 650 31,076

Local 144 512 762

Sub-central 767 827

330

Public institution 124 1192 2,250

Unclassified 17 140

169

1. Met cost to government.
Source: OECD
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796
743
1,984

239

Figure

Nominal and Real NCG' Expenditure and the Manufacturing Support Rate

Sl

30

billion §

20

1989 90

. Mominal

1. Net cost to government.
Source: OECD

tions of individual countries are planned; these
will build on the existing and updated reportings
as well as on additional
hackground information,
thereby allowing for a
clearer understanding of
national support policies.
In addition, the analysis,
which is currently more
aquestion of fact-finding,
will in the future be more
policy-oriented and
thematic, addressing
questions related to the
efficiency of support pro-
grammes, A first category
in which such analysis
will be undertaken is
R&D and technological
innovation.

An improved evalua-
tion of support policy
would have several ad-
vantages. First, it could

876 896

981 696
1,771 2,503

551 279

14

— 5

% of manufacturing GDP

91

92 1993

el Support rate

increase the general awareness that industrial-
support policies should deliver the results de-
sired of them, and generate information on best
practice to this end. It could strengthen govern-
ment resistance to pressure from lobbies. And
in general, it could result in a more efficient use
of public resources. m

OECD BiBLIOGRAPHY

Mario Cenvantes, ‘Helping Industry Help ltself,

The OECD Observer, No. 200, June/july 1996
Industrial Subsidies: A Reporting Manual, 1995
Rauf Goneng, ‘A New Approach to Industrial Policy,

The OECD Observer, No. 187, April/May 1994
Hanspeter Gassmann, ‘From Industrial Policy to

Competitiveness Policies’, The OECD Observer,

No. 187, April/May 1994.




Managing
overnment Ethics

Sally Washington

Few, if any, OECD countries have escaped occasional headlines
pointing to government scandals, exposing anything from

inappropriate bebhaviour to full-scale corruption, on the part of

both politicians and civil servants. Politicians can be dealt with
at the polls, if not through the judicial system. But what can be
done to ensure integrity in the machinery of government?’

on-clected public servants exercise

an enormous amount of discretion-

ary power in their everyday work:

in their stewardship of government

resources, in their dealings with

citizens and in their influence on policy-making,
Ethical standards are a vital check against arbi-
trary misuse of that power. But are standards
falling? Or are misdemeanours, or even straight-
forward mistakes, simply more visible today?
Without some kind of barometer to measure
behaviour, it is difficult, if not impossible, to
measure changes in the relative frequency of
corruption in the public service. What appears
to be an increase in the number of scandals may
mean only that accountability and watchdog
systems are working well, and that misconduct
that was previously quietly overlooked or hidden
in bureaucratic secrecy is now publicly exposed.
Government employees are exposed to the
same range of incentives for personal gain as
are people in other walks of life, and there will
always be some ‘bad eggs’ in the public service
as there are anywhere else in society. But more
damaging than bad people are bad systems. The

Sally Washington works on policy systems and ethics
management in the OECD Public Management Service.

E-mail: pum.contact@oecd.org

OECD has conducted a study of ethics manage-
ment in nine member countries,” most of which
recognised public concerns about falling stand-
ards but indicated confidence that, in general,
standards of conduct are still high. They did, by
contrast, express disquiet about a seeming mis-
match between the traditional rules and systems
governing the behaviour of public servants and
the modern roles they are expected to fulfil.
With the continuing debate on the role of the
state and the resulting pressure for public-sector
efficiency, public servants operate in a changed
environment, particularly where management
techniques (risk management, managerial auto-
nomy, a focus on results rather than rules) have
been imported from the private sector.* They are
subject to more intense scrutiny (not least from
the media) and increased demands (for individu-
alised treatment, for better quality and quantity
of services) from citizens. These pressures are
sometimes fuelled by governments’ own attempts
to set standards of service and develop mechan-
isms for citizens to challenge decisions (such as
1. Ethics in the Public Service: Current Issues and
Practice, OECD Publications, Pearis, 1996.
2 Australian, Findand, Mexico, the Netherlands, New
Zealand, Norweay. Portugal, the United Kingdom and the
United States
3. Governance in Transition, OECD Publications, Paris,
1995,
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the Ombudsman of the Norwegian Parliament
and the Citizens’ Charters in the United King-
dom). In short, the public sector is having to
provide better and more responsive services but
with stricter limits on resources.

Many officials are also having to assume new
functions and responsibilities as a result of devo-
lution and increased managerial discretion, the
growing commercialisation of the public sector,
the changing relationship between the public
and private sectors (not least, the ‘revolving door
in employment, whereby recruitment from the
private sector into the public service is no longer
uncommon), and shifting arrangements for
accountability. Some of these reforms may have
had unintended impacts on ethics and stand-
ards of conduct.

Causes
of Conflict

When resources are short, there may be press-
ure to cut corners or to by-pass due process,
especially if public servants are feeling under-
paid, fatigued by constant change, or unsure
about job security. Having to meet minimum
performance targets (especially when pay or ten-
ure depends on it) may also create pressure for
results even at the expense of ethical behaviour.

A reduction of the size of the public sector
raises other issues, If, for example, public serv-
ants are shown the door, restrictions on where
they take their talents next raise questions of
fairness, complicated by any ‘inside information’
they may take with them that could be useful in
securing future government contracts.

Restructuring, sometimes establishing govern-
ment business corporations and executive agen-
cies (bodies which remain government-owned
but are relatively free from direct interference
and operated like private-sector firms), raises
questions as to whether employees should be
subject to the same ethical and behavioural stand-
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Government Ethics

FOCUS

Protecting the Whistle-blowers

Many countries in the OECD study reported new
procedures to encourage whistle-blowing (report-
ing wrong-doing committed by others), to appeal
against adverse decisions or to seek counse! (in
the United Kingdom, for example, there are inde-
pendent Civil Service Commissioners and in the
Netherlands ‘confidential officers’ in depart-
ments) when asked to perform a task they feel is
unethical or inappropriate. If procedures are also
open to the public (in the Netherlands members
of the public can report breaches of ethics to the
Internal Security Service), they can also help to
cultivate society at large as a watchdog over
official conduct.

But whistle-blowing raises a variety of prob-
lems. It conflicts with traditions of loyalty to
superiors and solidarity with colleagues. Indeed,
reporting wrong-doing often backfires: whistle-
blowers become victims; they are considered dis-
loyal and ‘not team players’ and their careers
usually suffer. Protection for whistle-blowers —
New Zealand has legislation pending which will
apply to both the public and private sectors — is
one way to encourage public servants to report
any suspected wrong-doing. Improved whistle-
blowing procedures are consistent with the em-
phasis on openness and transparency in modern
public management. They also help to avoid the
situation where public servants feel their only
option is to report outside, either openly or by
leaking information to the media.

ards as ‘mainstream’ civil servants or whether
this requirement is inconsistent with administra-
tive autonomy. Some countries are already taking
steps to clarify uncertainties: the United King-
dom, for example, has introduced a Code of
Practice for Board Members of Public Bodies.
Even in the ‘core’ public service, increased
departmental autonomy has raised concerns that
the traditional public-service ethos may be break-
ing down, as departments define their own
standards and ways of operating. This trend is
exacerbated by increased recruitment from the
private sector, into managerial positions in parti-
cular. Claims that private-sector attitudes might
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somehow ‘taint’ the public sector may be over-
stated in view of the parallel interest in integrity
in the private sector. But there are some areas
where behavioural norms between the two sect-
ors differ: giving gifts or offering hospitality in
business dealings, for example, is standard pract-
ice in the private sector but is frowned upon
and usually strictly regulated in the public sector.

The devolution of authority also has implica-
tions for public accountability and sometimes
leads to confusion about who is ultimately
responsible when things go wrong: ministers,
chief executives, individual bureaucrats or
private-sector contractors? The recent Cave Creek
incident in New Zealand — where a group of
voung people were killed when a poorly con-
structed viewing platform erected by the Depart-
ment of Conservation collapsed - shows the
difficulty of determining who is ‘responsible’ and
who should be blamed for mistakes in a highly
devolved management environment. (In this case
the minister involved eventually resigned from
his portfolio but not from the cabinet.)

A corollary of managerial autonomy is that a
reduction in detailed rules could allow more
room for misconduct and mistakes. More direct
contact with public money - coupled with fewer
controls over its use — may increase the tempt-
ation and the opportunities to indulge in cor-
rupt or fraudulent practices and make conflicts
of interest more likely, Some risks are obvious
(in procurement, contracting-out, managing pri-
vatisation programmes, for example) and others
less so: the use of corporate credit-cards, fre-
quent-flyer credits, cellular phones, abuse of the
Internet.

But where public-sector operators are in direct
competition with the private sector - in, for ex-
ample, the supply of information technology
services, public transport, airport operations, and
even childcare or health services — there are
questions as to whether ethics and procedural
rules applying to the public sector are an im-
pediment to competition. Should the ‘rules of
the game’ be equalised either by loosening the
rules for public-sector operators or by including
those specifications in contracts with the private
sector? Indeed, governments may have to decide
if there is an implicit trade-off between ethics
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and efficiency and, if so, where the appropriate
balance lies.

Public-management reforms over the past
decade or so have realised clear efficiency gains.
But they may place public servants in situations
where there are few guidelines as to how they
should act. Yet systems characterised by com-
plex administrative rules may also foster unethi-
cal conduct, since people may be forced to break
or bend them just to get the job done. Likewise,
cumbersome and complex rules make unethical
conduct easier to disguise. And when numer-
ous approvals are required for an administrative
action, the opportunities for individuals to ex-
tract a rent for giving approval (a ‘gate-keeper
toll') are increased.

An ‘Ethics
Infrastructure’?

So how do countries ensure standards are
maintained in the public service, especially in
the face of change? Governments employ a range
of tools and processes to regulate against undesir-
able behaviour and to provide incentives to good
conduct. Such an ‘ethics infrastructure” has a
number of elements.

The first is political commitment: without clear
messages from government leaders that unethical
conduct will not be tolerated, initiatives to im-
prove public-sector ethics will fall on barren
ground. Indeed, recent attempts to improve pub-
lic-sector ethics in OECD countries have been
sponsored at the highest tiers of political life,
such as the Committee on Standards in Public
Life set up by the British Prime Minister in 1994,
the Portuguese Deontological Charter launched
by the Secretary of State for Administrative Mod-
ernisation in 1993, the integrity measures spon-
sored by the Dutch Minister of the Interior (1995),
and directives issued by the United States Presi-
dent’s Council on Integrity and Efficiency (1991).
Of course, leaders also provide important role
models: public servants are no more likely than
children to respond to ‘do as I say, not as I do’.

A second element is an effective legal frame-
work. Countries must first take stock of existing
criminal codes, which apply to all citizens, as
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well as civil-service laws, conflict-of-interest stat-
utes and regulations, which apply to public ser-
vants, This framework should, at the very least,
be clear and consistent, and new rules should
not add to the volume and complexity of legis-
lation, particularly since the current trend is to
streamline it. Moreover, there are drawbacks to
over-reliance on legislation to ensure ethical
conduct: it tends to encourage minimum com-
pliance because it is designed to punish undesir-
able behaviour rather than promote good
conduct. In short, the law is an inflexible tool
for the day-to-day management of ethics, but it
provides an important safety-net.

Third, there should be efficient accountabi-
lity mechanisms, setting guidelines for govern-
ment activities, for checking that results have
been achieved and that due process has been
observed. They can include internal administra-
tive procedures (requirements that activities or
requests be recorded in writing) and compre-
hensive processes such as audits and evalua-
tions of an agency's performance. They might
also be external to the public service, in the form,
for example, of legislative or parliamentary com-
mittees. Provisions for whistle-blowing are also
important (box, left). Ideally, accountability
mechanisms encourage ethical behaviour by
making unethical activities hard to commit and
easy 1o detect,

A fourth element is workable codes of con-
duct. In spite of the trend towards a less rules-
based regime for public management, five of
the nine countries involved in the OECD study
have implemented new codes of conduct over
the past five vears and a sixth is in the process
of designing one, suggesting that governments
still see the desirability of defining explicitly,
although not necessarily in minute detail, the
behaviour expected of public servants. Indeed,
Australia and New Zealand now have a broad
code of conduct covering all government em-
ployees which individual agencies draw on to
design a purpose-built code to reflect their parti-
cular objectives. In other countries (for example,
the Netherlands and Norway) codes are all
agency-based: the ethical issues confronting an
employee of a defence ministry might vary con-
siderably from those facing social-security offi-

cials. And those that are not enshrined in legis-
lation are easier to create and amend to cope
with changing circumstances. But they can also
be too specific or too general, unworkable, un-
used, unknown or simply too simplistic.

A fifth requirement is the professional pro-
cesses by which public servants learn and in-
culcate ethics, standards of conduct, and
public-service values. There does indeed seem
to be some convergence on what countries
define as key values: both traditional standards
of probity, lovalty and honesty and newer notions
of value-for-money, efficiency and service to the
citizen. Training - both induction and refresher
courses — is essential, not least o make entrants
aware of the importance of ethical behaviour.

Supportive conditions are another important
factor: if public servants are feeling underpaid.
overworked and insecure, or if there are regular
industrial-relations disputes, they are less likely
to embrace initiatives to improve performance
including in the ethical domain. Too much
security, by contrast, can result in complacency.

There is also a role for ethics co-ordinating
bodies. They take various forms — parliamentary
committees or central agencies, for instance —
and assume a variety of functions: they can be
watchdogs, counsellors and advisors, or overall
promoters of public-sector ethics. But the exist-
ence of such a body should not allow depart-
ments and managers to absolve themselves of
responsibility for ensuring ethical conduct within
their jurisdictions.

Countries emphasise different elements of this
ethics infrastructure depending on whether they
manage conduct primarily through guidance and
management incentives or through controls and
sanctions. If a country has been plagued with
corruption or scandals, it will probably want, in
the short term at least, to emphasise punishment
rather than prevention. The balance between the
different components of an ethics infrastructure
will depend on cultural, political and admini-
strative traditions, and its historical record in pro-
moting ethical behaviour.

The tensions between traditional notions of
public administration (doing things by the book)
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and new forms of public management (seeking
results through innovation and risk-management)
are starting to emerge, most evidently in consid-
erations of ethics, Where should the balance lie
between too much and too little control? Coun-
tries will draw their own conclusions. But they
must be aware of the inherent trade-off, includ-
ing those between the administrative costs of
trying to catch every misdeed, minor misdemean-
our or genuinely corrupt action versus the po-
litical costs of allowing some mistakes to occur.
New risk-management strategies based on these
costs and benefits are required.

In any case, how a country handles ethical
issues should be consistent with its approach 1o
public management in general. Recent trends —
reducing detailed rules in favour of broad guid-
ance (defining values and disseminating codes
of conduct) and more transparency (whistle-
blowing and requiring public servants to disclose
their financial and other interests to uncover any
potential conflicts) — suggest that countries are
indeed striving for more consistency.

In spite of, or perhaps because of, the changes
occurring in the public sector in OECD coun-
tries, good and ethical conduct is imperative. The
success of public-management reforms, and
indeed overall confidence in government, will
depend on it. That requires an effective infra-
structure, It also means that ethics should no
longer be seen as a separate and distinct con-
cern but as an integral part of all management
systems. w
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Digital Audio-Visual
Finds New Markets

Jeremy Beale

The advent of a global information infrastructure will have
dramatic effects on the production and supply of audio-visual

services.

he development of a global inform-

ation infrastructure (GI) will radically

reduce the cost of delivering audio-

visual information and entertainment

to markets around the world, whether
conventional film, enhanced services such as
video-on-demand or new Internet-hased multi-
media services, The digital computing and com-
munications technologies underlying the GII are
changing how services can be delivered — also
how they are produced, as computers and com-
puter networks become basic tools for creating
and packaging visual, audio and data content.
But not only are many of the technologies the
same or similar for production and delivery; con-
tinuous communication (or interactivity) between
creators, programmers and consumers of con-
tent is increasingly central to the production of
services,

The restructuring of content production and
delivery is particularly important for audio-visual
products such as film, where traditionally heavy
capital investments and high personnel costs
have required large economies of scale to achieve
adequate returns. Production of audio-visual
programmes for large media companies is already
often sub-contracted to small and medium-sized
enterprises (SMEs), and SMEs are often seedbeds
of digital content-creation. In addition, though,

Jeremy Beale works in the Science, Technology and
Communications Policy Division of the OECD Direct-
orate for Science, Technology and Industry.

E-mail: dsti.contact@oecd org
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SMEs may increasingly be able to deliver pro-
grammes to broad audiences over the Internet
as easily as large enterprises can. The once-vital
economies of scale may thus give way to more
widely dispersed forms of production if appro-
priate market and regulatory frameworks exist.

But a diverse set of obstacles hampers the
job-creating and growth-generating potential of
the emerging new services; the ability of com-
panies to produce and deliver content to ex-
panding global markets requires regulatory and
policy reform. A regula-
tory framework better
adapted to the new envi-
ronment could support
the growth of creative
new enterprises and
global content markets,
while promoting the cult-
ural identities and diver-
sity that often concern
governments and thus
have sometimes disrupted
trade negotiations.

Table

Population (millions)

per screen

Admissions (millions)

Delivery
and Content

Average ticket price
(ECU)

Number of inhabitants
¢ 20,400

Japan in 1994 reached a little over $11 billion
(Table), and broadcasting revenues for the OECD
countries reached approximately $122.87 billion !
A large number of jobs have been created in
these media. The motion-picture industry in the
United States has since 1985 created over a
quarter of a million, most of them in production
or distribution and video sales. In Europe, 100,
employment has grown in all countries in
audio-visual and related sectors, with the big-
gest increases occurring in countries that have
allowed an expansion of private broadcasters.*

Improvements are being made in the deliv-
ery of audio-visual content in both cinemas and
broadcasting. ‘Multiplex” cinemas, which com-
bine a number of screens with different film
showings alongside shops selling related items,
food, and other forms of entertainment, are

Cinema Exhibition, 1994

United States Australia

¢ 17

Europe’
383 c. 257

Japan
¢ 125

¢ 9,700

¢ 71,000 ¢ 16,500

¢ 688.7* 1,210 123 63.6

. 4.44° 3.55 10.23 4.42

a. Not including Ireland and Portugal.

Audio-visual markets
are already large. Gross I

1. Austria, Belgium, Denmark, Finland, France, Germany, Greece, Iceland, Ireland, Italy,
bourg, the Netherl
- L}

ds, Norway, Portugal, Spain, Sweden, Switzerland, the United

box-office revenues for Kingdom.

2. ECU values 31 December 1994: 1 ECU = 1.223 USS.

films in Europe, North
America, Australia and
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making movie-going 4 broader-based and more
rewarding experience for consumers. Although
the number of screens has increased, the number
of seats per screen has decreased in virtually all
OECD countries (though large screens are often
retained for ‘blockbusters’). Similarly, wide, flat,
high-quality digital screens promise improve-
ments in domestic viewing. New digital satellite,
cable and terrestrial networks will allow for hun-
dreds of new channels, as well as more indi-
vidually responsive services, such as video-
on-demand.® This compares to the handful of
one-way channels traditionally offered over-the-
air, or the 20-30 currently offered by cable TV.

As well as improving and expanding deliv-
ery techniques which offer economies of scope
by meeting more particular audience tastes, digit-
isation has also added value to the production
of audio-visual content. Following the establish-
ment of the Industrial Light and Magic (ILM)
company in 1975 by George Lucas (director of
Star Wars), a growing number of firms have
started developing digital special effects, includ-
ing Silicon Graphics, Digital Domain, Rhythm &
Hues, and Pixar. Warner and Sony, two of the
world's big music-and-entertainment conglom-
erates, have also set up facilities to produce digital
effects. An increasing number of Hollywood
epics now rely upon digital techniques to stimu-
late sales.

Initially, these possibilities spurred a rise in
production by Hollywood studios. Twentieth
Century Fox, for instance, went from producing
15 to 30 films a year. But although the number
of releases rose by 9% (10 420) in 1995, product-
ion and marketing costs grew hy 10%, and

I OECD Ci niceations Outl
lications, Paris, 1997,

ke 1997 OFCD Pub-

2. Envopean figures include all andio-visial activities,
as e large propostion of content production in Europe
1s cetrvied ot by broadcasters; figares for the Uniited Stetes
der nwor include broadcasting, as wntil recently a legal
harvier prevented comtent prochiction by broadcasiers
there. This discrepancy mekes divect comperison difficudt
3oAn Bteresting fiinre possihility wonld be defivery of
movies o cineme screens by satellite or fibre-opltic cable,
Once network operctors can distribide video o o netional
Basis, there wonldd seem nwo reason why neational cinema
chains could not pse such a service.

i Figures fromThe Financial Times. 18 frne 19096; Wired,
Fobruary 1996 the Motion Picinre Association of Americe,
The Wall Street Journal. 24 fune 1996,

Mare screens, fewer seats per screen — the
trend has been the same in virtually all
OECD countries.

demand in the North American market rose only
by 1%. As the number of box-office failures has
increased, most of the major studios have an-
nounced cutbacks in the number of future re-
leases. Fox, along with other studios. has
concentrated on maximising value by focusing
upon either expensive digital blockbusters (such
as the recent Independence Day. which cost

§71 million to make), or on low-cost films of

around $15 million, cutting out films with a mid-
range budget of $30~40 million.'

Digitisation can be expensive, and the cost
of visual effects for blockbusters has risen from
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on average S5 million five vears ago to $24 mil-
lion today. Although the United States is the
largest consumer and producer of films and
music, media companies in other OECD coun-
tries may fear further international concentration
of production, given existing market shares and
the increased use of digital technologies in audio-
visual production.

But digitisation can help reduce costs through
standardisation and reduction of some of the
heavy capital and labour inputs traditionally asso-
ciated with movie-making - such as for hand-
made scenerv, stunt work and large casts of
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Several of the larger studios have concentrated on maximising returns from expensive digital block-
busters — such as the recent Independence Day, which had production costs of $71 million.

extras. In the film Forrest Gump, for instance,
1,000 extras were digitally copied to appear as a
crowd of 50,000 in an anti-war demonstration,

The technical labour involved in such digital
production is at present also costly. But the new
media which use them are still a source of eco-
nomic growth and jobs, According to a recent
study, for instance, total employment in new
media in the metropolitan New York area was
71,500 workers in 1994, up by 28,500 since 1992;
the other leading centre in the United States,
San Francisco, had over 2,200 new media com-
panies, emploving 62,000 workers.” The study
also estimated that employment in new media
in the New York area would increase by 39,000
emplovees between 1996 and 1998, The average
annual pay for workers in this sector. at $31,421,
was also well above the national average. The
study also estimated that the size of the new-
media industry in the New York area had more
than doubled in the last vear. to become a
§3.8 billion-a-year business: there were 70,000
employees in new media, compared with 17,000
in television and fewer than 14.000 in book
publishing.

Some analysts argue that multi-channel broad-
casting has eroded the previously relatively
closed structure of content markets in traditional
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media, and will bring down production costs
through increased competition. Other observers
question whether the proliferation of channels
will itself alter market structures, as existing pro-
grammers may simply combine channels to offer
enhanced viewing of existing content (such as
‘near-video-on-demand’ whereby a particular film
begins transmission every twenty minutes or so),
while keeping programming a centralised broad-
casting activity, and restricting the scope of
content-creating possibilities.

In either event, new and extensive market
opportunities for the development of audio-visual
services exist in the interactive environment of
the Internet. Indeed, the packet-switched archi-
tecture of the Internet works against hierarchi-
cal forms of production and delivery. In addition,
with relatively little capital investment (mainly
in network servers, PCs and software), small-
scale, Internet-based enterprises can produce and
distribute content, thus encouraging both entre-
preneurial activity and the development of dig-
ital authoring and networking skills. Though the
sheer volume of information becoming available
on the network has produced a counter-tendency
towards general programming sites, the indi-
vidual ability to search for and distribute cus-
tomised content is being reinforced by the
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development of “intelligent agents’, software
which can be loaded onto a PC and programmed
to go out and search network sites for specified
kinds of data in an ever-more precise manner —
and which can exchange information with other
‘intelligent agents’ they meet on the network.

The move towards network-based services
(particularly Internet) will reduce demand for
labour in traditional media systems. But a study
of multimedia producers for the Canadian gov-
ernment found that, although employment in
retail sales channels would be reduced, network-
based distribution of content was expected to
increase demand for technical, creative, man-
agement/administration and direct-marketing
staff.” Whether this occurs depends in turn upon
whether governments put in place regulatory
frameworks which support new forms of finance,
pricing, employment, and consumption of net-
work-based services.

Financing, Pricing
and Consumption

The financing of audio-visual production and
delivery is already undergoing fundamental
change. Most movies make little or no direct
profit on cinema showings but rather through
sales of other goods in multiplex cinemas, or
associated items such as clothing, toys and
videos. Video sales, for instance, accounted for
49% of Hollywood's worldwide revenues in 1995,
But the reception of a movie in the cinema is
considered vital to the success of video sales
and TV viewing. Cinemas thus become a
marketing or advertising tool for downstream acti-
vities, which makes the marketing and advertis-
ing of movies increasingly important to their
initial reception at the box office. In addition,
movies advertise or promote other goods which
are used as props: the sharp distinction between
advertising and media content is being eroded.

The financing of audio-visual broadcasting is
also changing fundamentally. In many OECD
countries broadcasting traditionally relied upon
license fees to pay for terrestrial over-the-air
delivery of programmes. During the 1970s and
'80s, the entrance of private broadcasters made



advertising more important, and the develop-
ment of cable and satellite delivery in the "80s
and 905 introduced monthly subscriptions and
pay-per-view. In the United States the broadcast
media have traditionally relied on advertising as
a source of finance for programme-making.
Advertising spending on broadcasting remains
buoyant. Nonetheless, the market is fragment-
ing as new delivery media develop. and it seems
likely that marketers will increasingly shift ad-
vertising from the broadcast networks to other
media such as to cable television, direct mail,
interactive media and computer online services
as traditional broadcasters lose viewers.

Internet-based interactive network services
reinforce these trends. Spending for advertising
on the World Wide Web in the first quarter of
1996 was $26 million, up 110% from $13.6 mil-
lion in the last quarter of 1995, though few web
sites charge fees for access at the moment. The
wraditional arm's-length relationship between the
‘producer’ and the ‘consumer’ is becoming one
in which the consumer is increasingly involved
in defining content production, with consumpt-
ion becoming less of a one-off event and more
a continuous process of definition.

What Change
for Policies?

Existing regulations for audio-visual product-
ion and distribution are ill suited to these devel-
opments. In the past, many OECD countries have
sought to stimulate domestic production through
various forms of government sponsorship.
National public broadcasters in particular have
often been dedicated to promoting and carrying
a given quantity of domestically produced audio-
visual content. But many countries have also had
recourse to cultural protectionism by restricting

5. Coopers & Lybrand, New York New Media Industry
Survey; Opportunities & Challenges of New York's
Emerging Cyber-Industry, New York New Media Asso-
ciation, April 1996,

6.The New York Times, 16 April 1996

ZIMAT: Survey of the Multimedia Industry in Canada,
DIC Research, Toronto, 1995

8. Flgures from USA Today, 5 fune, 1996; The New York
Times, 22 April 1996; 1UsA Today, 30 Aparil 1996,

imports of foreign-produced audio-visual
material: advertising, too, is often restricted.

Most, if not all, OECD countries view the GlI
as a means of promoting the domestic product-
ion and export of content in order to maintain
and encourage economic growth and job
creation. But the attempts to exclude foreign pro-
ducers — through quotas on the broadcast of for-
eign and domestically produced content, or
restrictions on foreign ownership of broadcast-
ing entities - are being increasingly undermined
by this very development to which countries are
committed for their future economic well-being.
The development of multi-channel transmission,
and the subsequent dedication of individual
channels to particular ‘thematic’ programming (in
sports, news, films or quiz and talk shows) makes
such policies increasingly difficult to maintain
across the range of programme categories.
Indeed, the interactive and international creation,
packaging and delivery of content in new
Internet-based services makes even halfway
measures relatively ineffective. With increasing
proliferation of delivery channels and service
providers, restrictions on advertising also have
to be relaxed in order to both open diverse reve-
nue sources and to stimulate audio-visual con-
tent creation in the increasingly grey area
between services and advertisements.

The key to ensuring that every country has
the chance to increase production and trade in
growing global markets is through policy and
regulatory reforms which encourage rather than
restrict the development of on-line audio-visual
services by firms in international markets. In
general, OECD governments are reducing direct
subsidies of content production, and are increas-
ingly relying upon a range of measures or frame-
works which positively support domestic
production. France, for instance, sponsors the
production of film-making from box-office re-
ceipts, provides special social-security benefits
for artists so as to keep them dedicated to their
crafts, and offers loans and subsidies for the
development of digital special effects. Canada
provides for financial transfers to producers from
hroadcasters on the basis of traffic flow. Ireland
offers tax write-offs to film producers. Such
measures can support the rapid and easy growth
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of firms developing network-based services while
respecting diverse social and cultural values, if
developed within a reasonably straightforward
and transparent framework of commercial pract-
ices. But agreement will have to be reached on
the outlines of an international framework for
such content promotion measures if they are not
to result in anti-competitive practices and trade
friction.

The detailed definition of a framework for
domestic promotion of network-based content
production would be premature. It would also
be inappropriate for governments to dictate its
nature, since the private sector should, and will,
play a leading role in deciding the framework
conditions, Instead, policy-makers should begin
to focus on how the new products, services and
means of distribution will affect the traditional
regulatory issues concerning audio-visual ser-
vices. They have, after all. made a policy com-
mitment to the development of a global
information infrastructure and society which
fundamentally challenges the restrictive
national market and regulatory structures of the
past.m
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Jean-Philippe Barde and Stephen Smith

Over the last decade the OECD countries have made increasing
use of so-called ‘economic instruments’ — ‘ecotaxes’, charges
and tradable permits chief among them — in environmental
policy. What bave been the achievements of this approach? Do
economic instruments deliver what was hoped of them, both in
protecting the environment and promoting economic

efficiency?

conomic instruments aim to use

market forces to encourage producers

and consumers to limit pollution and

avoid the degradation of natural

resources, A typical approach is to

put a ‘price tag' on emissions so as to discourage

water pollution, or to charge access to natural

parks so that they are used more rationally (box,
right).”

Theoretical arguments suggest that there

should be substantial gains, in the form of more
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flexibility, lower costs and increased innovation,
if environmental policy uses these devices rather
than conventional ‘command-and-control’ (CAC)
regulations. Typically, emission taxes, if fixed at
an appropriate figure, should minimise the cost
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of the OECD Environment Directorate; Stephen Smith
is Deputy Director of the Institute for Fiscal Studies,
London, and Reader in Economics at University Col-
lege, London and a consultant 1o the OECD.

E-mail: env.contact@oecd.org
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Do Economic
Help the

of reducing pollution across polluters by moving
the reduction in emissions to where marginal
abatement costs are lowest; the same holds true
for tradable permits. Several studies have simu-
lated the effects of policies using economic
instruments in reducing air pollution in differ-
ent areas of the United States; a review of the
results from 11 of them found that, on aver-
age, the cost of achieving a given environ-
mental objective through CAC policies was
six times higher than for cost-minimising
instruments such as emission taxes and
tradable permits.” Thus, economic instru-
ments ought to bring about considerable cost-
savings.

But simulations are not enough to say whether
these gains are made in practice - and few ex
post studies have been performed so far. That is
far from unusual: systematic evaluation of en-
vironmental policies — or of government policies
in general — is relatively rare. And with economic
instruments there are particular reasons for the
lack of evaluation, a major one being that in
most instances they are used in combination with
other policy measures, such as standards, vol-
untary agreements, and information and educa-
tion campaigns. Disentangling their specific
contribution is thus a complex, and sometimes
impossible, task.

Second, the data necessary to perform evalu-
ations of their effectiveness are often lacking,
simply because they are often implemented with-
out forethought being given to the collection of
such material. The OECD has therefore drawn
up general guidelines for ‘in-built evaluation sys-
tems', whereby provision should be made for
1. Evaluating the Efficiency and Effectiveness of

Economic Instruments in Environmental Policy,
OFECD Publications, Paris, forthcoming 1997,

2. fean-Philippe Barde and Jobanes Baptist Opschoor,
From Stick to Carrol {n the Environnment’, The OECD
Observer, No. 186, FebruaryMarch 1994
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Instruments
Environment?

collecting and processing data from the moment
a policy is implemented (through, for example,
the specification of the type of data for each
type of economic instrument, definition of a
haseline, and the clarification of the institutional
setting for collecting and processing the data).

Other factors in the lack of evaluation include
the relatively recent introduction of many of these
instruments, which means that their effects may
not yet be fully apparent; and there are institu-
tional obstacles, which arise from the division
of responsibility between different government
departments — for environmental taxes, for in-
stance, the finance and the environment depart-
ments.

The potential benefits from evaluation are
nonetheless increasingly being recognised. And
it provides feedback which can help to improve
the design and performance of environmental
policies.

Three
Goals

There are several reasons for introducing eco-
nomic instruments, Sometimes they are intended
to provide incentives (to reduce polluting emiss-
ions, for example). In other instances, or in ad-
dition, they may have been designed to provide
resources to finance specific pollution-abatement
programmes. With tradable permits, the primary
aim may be to reduce the overall abatement cost.
Although these various aims are often conjoined,
it is useful to differentiate economic instruments
with reference to their main or primary purpose.

Aim: Financing

Water-effluent Charges

lhe well-established systems of charging for
water effluents in France, Germany and the
Netherlands have proved to be effective in

Analysis

BACKGROUND

The Types of Economic Instruments

Charges and taxes

* Emission charges or taxes are direct payments on
the quantity and quality of pollutant discharged.
They are applied to cope with many environment-
al concerns, such as air and water pollution and
noise, in most OECD countries, although with
varying intensity. Charges on effluents in water,
for example, form the backbone of the water-man-
agement systems in france, Germany and the
Netherlands but are also used to a varying degree
in many other countries. Charges on waste dis-
charge are also quite common, but with different
degrees of sophistication and coverage (and ap-
plying to industrial waste in only a few instances).
Air-pollution charges and taxes are increasingly
implemented in a number of countries, including
charges on SOx emissions in France and on NOx
emissions in Sweden. Noise charges are applied to
aircraft in a few countries, in systems that range
from the crude to the more elaborate.

* User-charges are payments for the cost of
collection and treatment services, and are com-
monly used by local authorities for the collection
and treatment of solid waste and sewage water.
Their primary purpose is to raise revenue.

* Product charges or taxes are applied to products
which create pollution either when they are manu-
factured, consumed or disposed of. There are, for
example, taxes on fertilisers, pesticides and batter-
ies. ‘Green’ taxes on energy (carbon and sulphur
taxes on fuels, for example) are one of the main
categories. Such levies are intended to modify the
relative prices of the products and/or to finance
collection and treatment systems.

Marketable (tradable) permits

The rationale of tradable permits for polluting
emissions is to allow polluters more flexibility in
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allocating pollution control across different
sources, while permitting government to retain a
firm limit on total polluting emissions. An increase
in emission from one source must be offset by the
decrease of an equivalent, sometimes larger,
quantity from other sources. When, for example, a
statutory ceiling on pollution is fixed for a given
area, a polluting firm can set up or expand its
activity only if it does not increase the total pollu-
tion load. The firm must therefore buy ‘rights” or
permits to pollute from other firms located in the
same control area which are then required to
abate their emission by an equal amount (this is
‘emissions trading’). The objective of this
approach is two-fold: first, to achieve cost-mini-
mising solutions (by encouraging firms which
would find it costly to reduce their emissions to
purchase the right to pollute from companies
where the cost was lower); and, second, to recon-
cile economic development with environmental
protection by allowing new activities to set up in a
control area without increasing the total volume of
emissions within it.

Deposit-refund systems

These are widely applied in OECD countries, for
drinks containers in particular. A payment is made
when purchasing a product contained in a desig-
nated type of packaging. The payment (deposit) is
reimbursed when the packaging is returned to the
dealer or a specialised treatment facility.

Subsidies

Subsidies are also an important economic instru-
ment and are used in many OECD countries,
although to a limited extent. The main forms of
financial assistance are grants, soft loans and
accelerated depreciation.
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Do Economic Instruments

Help the Environment?

FOCUS

Seven Criteria
for Policy Evaluation

The relative success of environmental-policy
instruments should be evaluated by reference to
a set of well-defined criteria. Seven of them are
particularly important.

* Environmental effectiveness: does the instru-
ment succeed in reducing pollution?

* Economic efficiency, judged by the extent to
which the instrument has enabled a more cost-
effective achievement of policy objectives than
some alternative measure. Economic theory
suggests that the main advantage of economic
instruments is their potential for minimising the
aggregate abatement-costs across polluters
(‘static efficiency’). Whether or not economic
instruments provide real cost-savings is a central,
though complex, issue.

» Administration and compliance costs including
those of the administrative bodies responsible for
applying the instrument as well as those subject
to it. The individual characteristics and relative
complexity of policy instruments will influence
this cost burden substantially.

* Some economic instruments, charges and taxes
in particular, provide government with income.
This revenue could allow other taxes to be re-
duced, or government spending to be increased,
on, for example, specific environmental
meastures.

* There are wider economic effects which include
the impacts on aggregate prices, income distribu-
tion, employment and trade.

* Dynamic effects and innovation: economic
instruments are generally expected to be more
effective than others at stimulating innovation in
pollution-control technologies (‘dynamic
efficiency’).

* There are ‘soft effects’ in the form of, for
example, changes in attitudes and awareness,
capacity building (for example, through the
creation or improverent of expertise and man-
agement capacity of the economic instrument)
and the generation and diffusion of information.
These effects may be important, though they are
difficult, if not impossible, to quantify.
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reducing discharges of waste water, although the
specific contribution of the charges is sometimes
difficult to isolate as they operate in combina-
tion with regulations and discharge permits.

In France, the water-management system, in
operation since 1968, is a complex combination
of direct regulations and economic instruments.
Water-effluent charges play a major role in
financing pollution-control facilities: the total
revenue of the French water agencies rose from
FF2.2 billion in 1975 to 9 billion in 1995. As a
consequence, between 1980 and 1992, the
municipal waste-water treated as a percentage
of total waste-water emissions rose from 30 to
42%; for industrial pollution, discharges of
oxydisable substances decreased by 28%, sus-
pended solids by 38% and heavy metals by 39%.
A sizable share of these achievements can be
attributed to the use of revenue raised by the
charges, although the impact of the charges as
an incentive not to pollute is unclear; it is
probably low.

The German system of water-effluent charges
has been in operation since 1981, Not much in
the way of data is available as to their effective-
ness — although, interestingly, a survey carried
out after they were announced but before they
came into force found that three-quanters of the
private enterprises and two-thirds of the munici-
palities surveyved had increased, accelerated or
modified their abatement-measures for water
pollution in anticipation of the charge, That seems
to indicate how even the threat of charges can
be instrumental in inducing pollution-abatement.

The Dutch system of water-management has
been very effective. The percentage of water
effluent treated increased from 51% in 1980 to
74% in 1991. During that period, waste-water
discharge from the manufacturing sector de-
creased by 80%. Effluent charges. in place since
1970, have risen sharply over time (a 115-31%
increase in real terms between 1975 and 1994).
No fewer than 54% of companies interviewed in
one survey attributed a decisive influence on
their decision to invest in pollution-control to
the charges and the announcement that they
were going to go up, against 20% which indi-
cated that discharge permits were a stronger in-
centive to change. The same study also estimates
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that a rate increase of 1% vields a pollution re-
duction of 0.5-1%. Although it is again difficult
to disentangle the effect of the charge from the
full package of policies involved, it is clear that
the charges have had a substantial impact on
behaviour. As in France, their primary purpose
was 1o raise revenues to finance water-treatment
facilities, but in practice they have turned out to
have an important incentive function, too.

Aim: Incentive

When the revenue from ecotaxes is not ear-
marked for environmental purposes, but rather
paid into the general government budget, such
taxes are usually intended to provide an incent-
ive for improved environmental performance
(unless the purpose of the tax is purely to provide
revenue).

Taxes and charges on air pollution

There is increasing evidence of the effectiveness
of taxes and charges in reducing air pollutants,
Sweden introduced a charge on nitrogen-oxide
(NOx) emissions in 1992. It was designed to
accelerate and stimulate investment in advanced
combustion and pollution-abatement technolo-
gies and as a supplement to existing regulatory
measures, Nonetheless, 4 35% reduction in NOx
emissions was achieved within 20 months after
the implementation of the charge. And, as with
the water-effluent charges in Germany and the
Netherlands, reductions in emissions followed
rapidly after the government announced its
intention to introduce the charge in 1990, The
charge is levied at 40 crowns per kilo of NOx,
since initial estimates of the cost of reducing NOx
emissions ranged between 20 and 80 crowns
per kilo. Instead, the charge stimulated industry
to develop cheaper. more efficient technologies,
as low as 10 crowns per kilo.*

A tax on sulphur emissions in Sweden was
introduced in 1991 to stimulate further reduct-
ions in sulphur oxides (SOx) emissions above
those already achieved by regulation. The result
was a reduction of the sulphur content of fuel
£ The Swedish  Experience: Taxes and Charges in

Environmental Policy, Swedish Ministry of Environment,
Stackbolm, 19094



oils by almost 40% beyond the legal require-
ment. The sulphur content of light oils is now
below 0.1% on average (less than half the legal
limit of 0.2%). The tax also stimulated emission-
abatement measures in combustion plants. It is
estimated that the tax alone has reduced annual
emissions of sulphur by around 6,000 tons (about
6% of total sulphur emissions).

In 1991, Sweden also introduced a tax differ-
ential between three types of diesel fuels used
for motor vehicles. The cleanest diesel fuel

(class 1) is taxed at 35% less than diesel fuels of

class 3 (the dirtiest). In 1990 less than 1% of the
diesel sold in Sweden was designated ‘clean’; in
1996, 76 % of the diesel used in transport was of
the cleanest type. The result has been a reduct-
ion in sulphur emissions from diesel vehicles by
75% on average.

In Norway, an SO, tax on oil products has
been in force since 1970 as part of a mix of
policy instruments comprising individual emiss-
ion standards for industry and product stand-
ards on the sulphur content of fuel oils. Between
1973 and 1992 this set of measures led to a 67%
reduction in sulphur emissions from industrial
sources and between 1980 and 1992 to a reduct-
ion of emissions from heating installations of 86%.
The contribution of the SO, tax is thought to be
small because of its low rate during that period
(some 1-2% of the price of oil products). But
since 1992 the tax rate has considerably increased
(up to 14-15% of the oil price). As a result, the
price of heavy fuel oil (that is, oil with a high
sulphur content) has become so high as to re-
move it from the market.

Tax differentiation between leaded and
unleaded gasoline offers another instructive ex-
ample. It has been introduced in most OECD
countries, together with a series of regulations
requiring petrol stations to sell unleaded gaso-
line and a range of new emission standards for
motor vehicles mandating, in particular, catalytic
converters. The result has been a strong reduct-
ion in the use and market share of leaded gaso-
line. In Germany and the Netherlands, for
example, the market share of unleaded petrol is
now more than 75%. In Sweden, where the tax
differential increased from 0.10 crowns in 1980
to 0.51 in 1992, the share of leaded gasoline

Environment
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The main goal of water-effluent charges in France and the Netherlands is to raise money to pay for
treatment - though they also have a considerable effect on behaviour.

decreased from 100% in 1986 to 40% in 1992
and is now no longer sold on the market, as has
happened also in Austria, Denmark and Finland.
Again, it is difficult to disentangle the effect of
the tax differential from the other contributing
factors, although it is widely acknowledged that
the tax was successful in accelerating the move
from leaded to unleaded petrol. This is a typical
case of an eco-tax providing an additional incent-
ive to reduce and/or accelerate the reduction of
pollution.

Waste charges

Charges and taxes on waste are applied in many
QECD countries, either as user-charges levied
by municipalities or as charges on specific types
of waste (hazardous waste from industry, agri-
cultural waste, for instance). Most of these charges
are intended purely to raise revenue, with no
additional incentive function, although some
specific incentive schemes are operated in a
number of states or municipalities,

Since household wastes are commonly sub-
ject to flat-rate charges, often based on the size
of the household or dwelling and included in
the residential property tax, there is no incent-
ive to reduce the volume of refuse collected.
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But in a number of countries, refuse-collection
charges are based, totally or in part, on an esti-
mate or actual measurement of volumes
discharged. ‘Per bag’ charges, for example, are
applied in several US cities. These schemes re-
quire households to pay for the number of bags
or bins collected or to purchase special marked
bags or stickers to place on refuse bags. The
evidence available indicates that such systems
have proved quite effective. In High Bridge, New
Jersey, for instance, the volume of household
waste was reduced by 23%, and in Seattle, Wash-
ington, by 5% between 1970 and 1988, despite a
general increase in the volume of waste through-
out the United States during this period. Such
charges also increase the participation of house-
holds in recycling schemes since they are en-
couraged to sort out recyclable materials (paper
and glass, for example) and dispose of them in
special sites or containers,

Aim: Reducing Costs

Tradable Permits

The primary purpose of tradable permits is eco-
nomic efficiency. Just as markets drive resources

to their most highly valued use, trade in permits
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Do Economic Instruments

Help the Environment?

Table
Emissions Trading Activity, 1974-86

- 5,000-12,000 None
- & %
_ Under 100 Under 20

25-300 Insignificant
in permitting costs; in individual cases
500-12,000 and probably

in emission-
control costs

‘not easil

estjmatedv L)
probably hundreds
of millions of dollars’

in aggregate

Probably insignificant

300 Insignificant
135 Insignificant
Small Insignificant

1. Allows a source, subject to modifications, to compensate increased emissions by using emission-reduction credits attributed to

another source within the same plant.

2. Allows new emitters to obtain emission credits from other existing firms in a given area.
3. Multisource plants are enclosed in imaginary ‘bubbles’, allowing firms to adjust their emission controls to the different sources
of emission within the bubble, provided the aggregate limit for the bubble is not exceeded.

Source: R. W. Hahn and G. L. Hester, ‘Marketable Permits: Lessons for Theory and Practice’, Ecology Law Quarterly Vol. 18, 1983

(which are purchased and have monetary value)
allow the emission of a given volume of pollut-
ant. They should thus be acquired by the users
for whom they are most valuable, stimulating
pollution reductions by those for whom the costs
of abatement are lowest. If those holding the
permits can find ways to reduce the amount of
pollution they produce (through technology, for
example), they are able to sell their unused per-
mits in the marketplace,

The US system of trading in permits to man-
age air pollutants is the most prominent such
undertaking in OECD countries. Its primary pur-
pose is to provide cost-savings as polluters with
high abatement-costs can buy pollution permits
from polluters with lower abatement-costs, thus
providing industry with increased flexibility,
while continuing progress towards improved air-
quality. Once more, as trade in such entitlements
co-exists with other regulatory requirements, it
is difficult to determine how much improvement
in air quality, if any, can be atributed to the
trading system as such. Yet there is ample evi-
dence on the cost-savings realised (the Table
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summarises evidence on the performance of the
US programmes over their first decade or so of
operation — 1974-80).

The 1990 amendment of the US Clean Air Act
aims at reducing by 40% annual emissions of
SO, from 1980 volumes. It also implements a
‘sulphur emission trading programme’ in two
phases (1995-2000 and 2000-10). Substantial cost
savings (20-50%) are expected. It is too early to
obtain a comprehensive assessment of the pro-
gramme, initiated in January 1995, although the
data available provide some interesting results.
The volume of trade in the permits has been so
far much lower than expected, but substantial
savings in cost have been already generated. In
particular, increased flexibility in the regulatory
system has prompted many firms to develop less
costly emission-abatement measures and to rely
more on trading permits. The Environmental Pro-
tection Agency initially retained a figure of $750
per ton as the basis for estimates of allowance
prices. In 1995, the price of traded allowance
was about $170 and fell by $100 by the end of
the year. Some utilities have switched to low-
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sulphur coal, the price of which has decreased
substantially, thanks to reduced transport cost
and productivity increases.

The few examples presented here combine
with the other evidence available to suggest that
economic instruments perform well. But not all
cases are success stories: there are instances
where poor performance has resulted in the in-
strument either being dropped or being sub-
stantially reformed and redesigned. Evaluating
the record of economic instruments is a com-
plex business, and no black-and-white picture
of their general success (or otherwise) emerges -
although this is true also of more traditional com-
mand-and-control policy measures. Indeed, ex-
cept in a few countries, the real outcomes of
policies are rarely evaluated on a systematic
basis. Governments therefore have to undertake
regular evaluations of the effectiveness of their
policies. A first step would be to institute a frame-
work proposed by the OECD whereby data are
collected and analysed as the policy in question
is implemented. And the systematic evaluation
of policies is crucial if environmental policy-
instruments are to be understood and, as
necessary, adjusted. m
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Entrepreneurship

and Local Development

Sergio Arzeni and Jean-Pierre Pellegrin

The adaptability of entrepreneurship to changing conditions is
one of the major factors in the adjustment of economies to a
new competitive environment, in line with a general trend
towards decentralisation, both of business organisation and
of government. The growth of small, independent but inter-
dependent firms — a phenomenon based on local clusters and
networks — has proven a vital element in this process.’

ver the last two decades, with the

shift from mass to flexible

production, the link between

local development and the role of

small firms has become increas-
ingly clear. Rapid economic change requires
adaptability and flexibility. Centralised govern-
ment and large firms, with specialised skills and
economies of scale, have often been slow in
making the necessary socio-economic adjust-
ments, leaving these unwieldy institutions ill-
prepared to tackle high unemployment and meet
the advent of global competition. The response
lies in stimulating the development of entre-
preneurship and decentralising decision-making.
Institutions aimed at promoting entrepreneur-
ship - local ones in particular — have grown in
importance, with organised services and partner-
ships involving public authorities, the private
sector and local communities.

Large firms, now taking their lead from smaller
ones, have embarked on a process of re-organi-
Sergio Arzeni and Jean-Pierre Pellegrin work in the Co-
operative Action Programme on Local Econamic and
Employment Development of the OECD Territorial

Development Service,

E-mail; territory.contact@oecd. org

sation and decentralisation towards a flexible
model of production, with lean manufacturing
processes, vertical disintegration and the reali-
sation of the value of local systems.* Regions
and cities have similarly come to be regarded
not as passive hosts relying purely on geographi-
cal advantage but as active structures themselves
capable of generating innovative processes. The
industrial districts of Emilia Romagna and Veneto
in Italy, Juten in Denmark or Baden-Wiirttemberg
in Germany are the best known of these struct-
ures and thus the more widely analysed, but
many similar areas exist in other OECD coun-
tries. Within these local systems, competitors,
customers, suppliers and specialised research and
training programmes concentrated in a geo-
graphical area offer a propitious climate for
improvement and innovation. In the Emilian
ceramic tiles district, for example, the close inter-
action between mechanical-engineering activi-
ties related to production and local manufacturing
customers, together with applied research and
vocational training support centres, has encour-
aged technological development and diffusion,
including new, integrated production lines.
The local business environment has thus
acquired an important role, particularly in the
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support it brings to the creation and growth of
small and medium-sized enterprises (SMEs).
Furthermore, economic-development strategies
defined in terms of geographical area have
proved more flexible and more comprehensive
than sectoral and national policies, their value
becoming clearer still when the issues of entre-
preneurship and job-creation are addressed
because they provide services directly tailored
to firms.

A century ago, Alfred Marshall drew atten-
tion to the concentration of specialised textile
and engineering industries, capital, technical and
commercial expertise in the North of England,
leading him to point to the existence of ‘exter-
nal economies’. Since then the defining charact-
eristics of these economies have been identified:
the active presence and the strong interaction
between a community and a population of firms
in a specific area, and a new, flexible, decentral-
ised and efficient model of socio-industrial or-
ganisation. Another basic feature is the division
of production into different phases, with the co-
existence of a large number of interdependent
SMEs or a network of such firms,

Localised systems of SMEs are groupings of
firms specialised in various complementary funct-
ions, interacting and collaborating by pooling
services, training, technology-diffusion and ex-
port-promotion among themselves, Firms can co-
operate within these clusters and through formal
and informal networks to use the resources pro-
vided by these services in their business envi-
ronment and markets to maximum benefit. Other
elements are of equal importance: the degree of
skills at hand, the educational attainment, avail-

1. Networks of Enterpirises and Local Development
OECD Publications, Paris, 1906

2. Grabam Vickery and Gregory Warzhurg,  F Jir
Firms, Skills end En The OECD Observer.
No. 202, October/November 199G
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Entrepreneurship
and Local Development

Networking allows SMEs to overcome their physical isolation — their main problem - and to benefit from the
synergies of the local environment. This kitchen-accessories business is based in the ceramic-tiles district of Emilia

Romagna.

ability of adequate supplies of sites, finance and
the existence of informal relations and trans-
actions based on trust and convention.’

The creation of networks of firms as self-help
devices for SMEs is based on the idea that con-
tacts and co-operation with other firms are the
best way for an SME to solve its problems and
that this mutual learning process could be facili-
tated by some kind of external assistance and
brokerage. For example, a programme has been
set up in Denmark, based on an independent
analysis of the inter-firm linkages in the Italian
and German local systems, to encourage firms
to co-operate in order to enforce their competi-
tiveness and allow them to gain access o new
markets through networking, the development
of common projects, and the provision of broker
support (by a financial ‘veteran’ or technical
expert), financial incentives to cover the cost of
an initial feasibility study and up to 50% of the
costs of running the network. Such joint projects
can concern the development of a new line of

3 .Mario Pezzind, Entrepreneurial Touns', The OECD
Observer. No. 197, December 1995 January 1996
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new project, or the launching of some
new activity, Other networks work
vertically and consist of different firms,
sometimes from different sectors, aim-

ing to find complementary activities in
the development of a new product, for
instance. A third type is the ‘knowledge’
network: an association geared to solv-
ing a common problem or exchange
technology or market information. New

-

-y

_A

products, the access to a new market or the
development of new productive processes that
a firm could not achieve on its own,

The network system is based not only on
economies of scale but also on a system of learn-
ing and organising that arises rhmugh inter-
dependence and mutual exchange between
firms. A firm that wants to derive an advantage
from local external economies so as to improve
its competitiveness must itself participate in these
collective learning processes and establish roots
in the community,

The Fruits
of Flexibility

There are considerable differences between
networks and co-operation projects within such
networks. Some horizontal networks regroup a
few similar SMEs which aim at exporting their
goods or occupying a new market. They share
the R&D burden, the costs of expensive equip-
ment, may co-operate in the conception of a
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Zealand, for example, has developed
flexible knowledge networks' - asso-
ciations of SMEs in the same export sect-
or as well as ‘hard networks™ of firms
that develop innovative projects jointly.

The creation of such networks is not
an easy task. Many have a short life-
span; some, promoted by the public
sector, depend heavily on public finance
and have only a passive role within
firms. Nevertheless, evaluations carried
out in Denmark in 1992 show that,
among 3,000 firms involved in the pro-
gramme menliuncd earlier, 82% have
created jobs, 75% have improved their
competitiveness and 42% their sales; and a total
of 94% state their readiness to pursue co-opera-
tion with the network. The co-operation that
these networks allow is not a goal in itself but a
way of enabling the local environment and the
development of firms to interact, of tackling the
main problem of small firms, which is not their
small size but their isolation. It is dramatically
different from strategic alliances between large
firms whose goal is almost always to enforce
dominant positions.

Localised economies, of course, are no safer
than national ones from cyclical fluctuation and
structural change but their organisation gener-
ally remains flexible and decentralised. The co-
operation that is characteristic of firms at the heart
of networks set up by regions or the firms them-
selves facilitates adjustment and allows them 1o
keep or enforce the competitive advantages that
play a central role in their success. A well-known
example can be found in the semi-conductor
firms in Silicon Valley, in California. After having
been hard hit by the aggressive marketing stra-
tegy of Japanese chip-makers, the region was



able to recapture a large market share by re-
defining its own strategy through networking and
interaction, placing more emphasis on new,
customised chips and diversifying into other
products associated with personal computers,
peripherals and software.

This success is apparent in strong production
growth and in the above-average tendency to
retrain workers, renew flagging firms and
generate dynamism in job-creation. Successful
local productive systems can attain full employ-
ment patterns and some are facing skills short-
ages. Furthermore, they constitute flexible local
labour markets, with the part-time or temporary
working and sub-contracting which allow the
adaptability that nascent enterprises require.
Moreover, the instability of employment within
firms and high inter-firm mobility seems to be
compensated for by the stability of local labour
markets.

Two characteristics should encourage support
policies for local systems. The first is that these
enterprise networks diffuse information on pro-
duction techniques and on markets, and thus
create and enforce an atmosphere of reciprocity
and trust. Second, they develop a continual pro-
cess of innovation that neither the market nor
public authorities could have accomplished
individually.

Polic
Particuf;rs

Some of the characteristics of these local sys-
tems can lead to a redefinition of the guidelines
of industrial and labour-policy instruments that,
implemented on a territorial basis, can assist
SMEs. The main goals of these policies are to
help entrepreneurs and other economic agents
adopt more flexible forms of organisation, to
encourage them to intensify their exchanges, co-
operate within networks and tighten the links
between them and the public or private organi-
sations that supply the various services (train-
ing, research and so on) that are necessary to
develop the externalities that help firms inno-
vate, step up their competitive advantages and
SIOW,

Some countries have implemented a single
policy towards local systems and networks, in-
cluding assistance programmes to the creation
and the development of SMEs. This approach
avoids duplication and rivalry between services
of patchy quality and poor relevance and allows
a more comprehensive view for potential users
who are otherwise often unaware of the help
available or may be confused by the number of
different initiatives. As a response to this poten-
tially confusing multiplicity, the UK Business
Links Programme was established in 1992. This
scheme aims at providing a unified service of
‘one-stop shops' of around 600 teams of per-
sonal business advisors acting as network brokers
who encourage local companies to set up joint
ventures and strategic alliances, and improve
both the skills of their labour force and their
performance.

One of the goals of assistance policy is
avoid excessive centralisation and the implement-
ation of services without consulting clients. The
knowledge of what enterprises require can be
generated only locally. Furthermore, services to
firms should be capable of adapting to changing
demand.

A precondition for such assistance is the de-
centralisation of power to tiers of governments
that are close to the firms in question and that
can delve into the local environment to help
resolve problems that vary from region to region.
Such a decentralised system has existed in Spain
since the 1980s, when the development of the
Spanish state was based on the principle of auto-
nomy for the regions. It allowed regions to man-
age their own economic activities through full
powers or legislative development of executive
powers in industrial promotion, The Institute for
the Small and Medium-Sized Firms (IMPIVA), for
instance, set up in Valencia in 1985 as a regional-
development agency with the task of co-
ordinating the autonomous industrial policy of
the region, works as a public company whose
relationships with third parties are governed by
private law. An essential part of the Institute’s
work has been to promote infrastructural services
and investment projects to support firms and
stimulate diversification. IMPIVA also employs
its own technical, organisational and financial
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resources to achieve interaction between the
firms and the network, The latter is made up of
11 specialised Technology Institutes and other
bodies such as businesses and innovation centres
set up as private associations and managed by
the business community — around 20,000 firms
with an average size of 11 emplovees and located
in the three main cities and rural nuclei,

The strength of firms that make up local pro-
ductive systems are often dependent on the
specific characteristics of their immediate envi-
ronment. It is a paradox of globalisation that the
creation of international, interdependent net-
works and an increased mobility of factors of
production and of products have contributed to
the enforcement of regional specialisation and
the strong interaction of firms in a local economic
setting which tends to act as a stepping-stone
for their global activities. In the uncertainty of
an international context, with its increased com-
petition and more volatile markets, the proxim-
ity of competitors, of clients and suppliers as
well as training organisations and support
activities, creates a favourable climate for the
response to change and innovation. m
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Investment
in Ukraine

Barbara Peitsch

Since Ukraine gained its independence in 1991, there has been
a substantial improvement in its framework for foreign direct

investment.’

ike most of the other former Soviet
republics, Ukraine is on the path from
being a centrally planned economy to
one based on market principles. It has
recently made sweeping changes to its
legislation in order to promote reform. With a
new law on foreign direct investment (FDI),
adopted in 1996, the implementation of an am-
hitious privatisation programme, and several new
commercial laws regulating foreign trade, tax-
ation and banking, the legal and regulatory frame-
work for investment, and for commercial activity
in general, is now much more transparent than
it used to be and should facilitate FDI.
Between 1991 and 1995 hyperinflation,
political instability (there were two presidents
and seven cabinets in those four years) and
volatile regulations were strong disincentives to

investment in Ukraine. Up to the beginning of

1995 Ukraine had attracted only $150 million.
The stock of FDI in Ukraine nonetheless
doubled by the end of 1995, to over $300 mil-
lion, thanks largely to improved economic per-
formance and a more reform-oriented
government. As of the beginning of September
1996, the cumulative stock of FDI is estimated
to have reached $900 million. Although this in-
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crease is an indication that the climate for in-
vestment is improving, FDI in Ukraine remains
low, particularly when measured on a per capita
basis (Table).

By country of origin, companies based in the
United States account for 22.8% of the total
amount invested, followed by those based in
Germany (17.3%), the Russian Federation (7.0%),
the United Kingdom (6.2%), Cyprus (5.1%) and
Switzerland (4.7%). Most FDI was channelled into
commerce (26.4%), agricultural processing
(14.5%), machine building (12.8%), transportation
and communications (4.1%) and the chemical
sector (3.7%). Geographically, the cities of Kiev,
Lvov, Odessa, Dnipropetrovsk, Donetsk and
Zakarpattya have attracted more than 70% of total
investment to date.

The Legal
Framework

The legal framework for FDI in Ukraine has
improved over time, A first ‘Law on Foreign In-
vestment’, passed in 1992, provided extensive
tax ‘holidays’ (up to ten years for some sectors
and investments of a given size) but did not
stimulate substantial inflows of FDL? In 1993,
the initial law was superseded by a decree from
the Cabinet of Ministers, which introduced the
notion of ‘qualified foreign investment’. This
decree was also based on tax-incentives but set
conditions which had to be met before the in-
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Energy is a priority sector for the
Ukrainian government, although export
restraints and other factors limit its

attractiveness to foreign investors.

vestor would qualify for any of them. In 1995,
the Ukrainian Parliament passed a new law on
the taxation of profit, which applies equally to
all enterprises, both domestic and those with
foreign participation. The new foreign-investment
law followed shortly thereafter and eliminated
all automatic tax incentives previously granted

I Investment Guide for Ukraine, OECT Publications,
Paris, forthcoming 1997
2. David Holland and jeffrey Owens, “Tax, Transition

anel nvestment’, The OECD Observer, No. 193, Apwil
Hay 1995,




to foreign investors, since it had been found that
incentives alone were not effective in attracting
FDL

In 1996, Ukraine revised its legislation on FDI
for the third time in four years, Unlike the previ-
ous legislation, which was focused on incent-
ives for enterprises with FDI, the new legislative
approach is to strengthen the national-treatment
regime — that is, to set up non-discriminatory
legal conditions for both foreign and domestic
investors.

The attraction of additional FDI is a top policy

Economies

in Transition
Analysis

priority for the Ukrainian government and the
reason for the establishment, in 1996, of the
National Agency for Reconstruction and Devel-
opment (NARD). The NARD has the status of a
ministry and is responsible for promoting invest-
ment and improving the legal framework by
streamlining existing rules and regulations. The
Ukrainian State Credit and Investment Company
was set up in 1995 to finance investment projects
and to oversee implementation of the govern-
ment's investment programme. Although it tends
to focus more on domestic investment, to the
extent that foreign investment is required to sup-
port particular projects, it co-ordinates closely
with the NARD and relevant ministries. In
addition, there are departments within a number
of governmental bodies (for example, the Cabinet
of Ministers, the Ministry of Finance, the Minis-
try of Economy, and the Ministry of Foreign Eco-
nomic Relations) that deal with issues related to
FDIL

To enjoy the guarantees and benefits provided
by the foreign investment law, an investment
must be registered with the appropriate authori-
ties (usually the regional or city administration)
within three days after it has been made. The
investor will be notified that registration has
occurred within three working days from receipt
of all required documentation.
The registration office also re-

cial permission, which has to be granted by the
Cabinet of Ministers of Ukraine or its authorised
body. As in most of the other former Soviet re-
publics, the production of drugs, weapons and
ammunition, and explosives is restricted to
state-owned enterprises only and is therefore
closed 1o foreign investment. Restrictions also
affect other activities, but the lists change often
and do not always promote liberalisation.

Those exceptions apart, national treatment for
foreign investors is provided by the current legis-
lation, which states that foreign investors are to
be treated no less favourably than Ukrainian
nationals.

Investment
Protection

The law adopted in 1996 protects FDI in sev-
eral ways. It allows for the full repatriation of
profit, invested capital and wages of expatriate
employees in hard currency - once all taxes and
outstanding debts have been paid. In the event
of nationalisation or expropriation, the 1996 law
guarantees prompt compensation in hard cur-
rency equal to the present value of the amount
initially invested. In addition, it provides a ten-

quires that it be notified if and
when an investment is termi-
nated (it is no longer necessary
Lo register commitments 1o in-
vest). All companies, including
those with foreign participation,
must also register with the local
tax-authorities, the local social-
security office and with the
national pension fund within ten
days from the date of their state
registration.

There are still some sectors
in Ukraine - including banking,
insurance, and heavy industry
where damage to the environ-
ment could result - in which
neither foreign nor domestic in-
vestors can invest without spe-
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Table
FDI in Nine Economies in Transition

5 : v

| 1ssr | 1992 | 1993 | 1994 [ 1995

Bulgaria 38,524 56 171 196 150 17

Hungary 1,459 1,471 2339 1,147 4,400 426
Romania 42 80 94 342 400 17
Slovak Republic - 234 350 516 200 36
Ukraine G i 2 150 300 6
.. not available.

a. 1991-94,

Sources: OECD (1991-94), Economist Intelligence Unit (1995), CIA (population statistics)
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Investment
in Ukraine

year guarantee against changes in legislation that
would adversely affect a foreign investor.

Ukraine has signed bilateral investment
treaties with 15 countries, eight of which are
members of the OECD - Canada, the Czech
Republic, Denmark, Finland, France, Germany,
Poland and the United States. Such treaties
enhance the guarantees provided in the 1996
law, provide for national treatment and/or
most-favoured-nation status for FDI. Investment
from those countries which have a treaty may
thus be able to import machinery and other
equipment duty free, or at concessional rates,
with possible exemptions for investment in
selected sectors of the economy, such as bank-
ing, insurance and heavy industry, and pro-
cedures for international arbitration in the
settlement of disputes that arise between foreign
investors and the state.

Some Incentives
Remain

Although in general tax incentives to attract
FDI have been abolished, Article 7 of the 1996
law does allow for their provision on a case-
by-case basis if the investment has been made
in a priority region or sector. Priority sectors in-
clude energy (especially energy conservation),
food-processing, shipbuilding, aviation, chemi-
cals, electronics and light industry while the
regions targeted for development through FDI
include Odessa and the eastern industrial regions.
But it is still not clear which government agency
will authorise the incentive(s), and under what
circumstances.

FDI in the form of an ‘in-kind contribution’ is
exempt from customs duties and VAT A new
mechanism for the customs clearance of non-cash
investment was introduced in 1996. Such invest-
ment will be cleared by the customs against a
promissory note issued by the investor. The in-
vestment will be exempt from customs duties if
the promissory note is settled within 30 days
and the investment is recognised as an asset on
the balance sheet of the company.

Products manufactured by an enterprise with
foreign participation are exempt from export
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FOCUS
Ukraine and the OECD

The OECD has been working with Ukrainian
authorities in revising the country’s FDI and re-
lated legislation. If adequate funding is available,
a group of experts, under the auspices of the Com-
mittee for Investment and Multilateral Enterprises
(CIME), will meet later this year to assist in the
drafting of legislation on production sharing and
concession agreements. Legislation on the
sharing of production would improve conditions
for investment in energy by allowing all invest-
ors, both domestic and foreign, to provide the
government with an agreed amount of product
in lieu of taxes, while allowing the government
to maintain ownership and control of the re-
source. Ukraine participates, moreover, in the
Network of Co-operation between Investment
Promotion Agencies established by the OECD
Istanbul Centre in 1996, which allows Ukrain-
ian officials to regularly consult their peers on
policy, promotional techniques and other
matters. This network is especially important for
a country like Ukraine, which to date has
relatively limited experience in investment
promotion.

licensing and quotas. But this benefit does not
apply to all goods. The most important of them
is energy (despite its priority status), which is a
deterrent to investors in that sector.

Foreign investors are also exempt from the
50% mandatory sale of hard-currency export
revenue, which applies to local companies, who
must exchange half of all hard-currency revenue
from exports for local currency with the National
Bank upon receipt, at the official rate set on that
day. But this exemption is authorised only if the
hard currency was obtained through the sale of
the foreign investor's own production in Ukraine
(goods or services). Foreign investors are not
exempt from the mandatory sale if they
re-export goods manufactured elsewhere and
imported to Ukraine for assembly.

In October 1992, preferential conditions for
economic activity undertaken by both foreign
and domestic investors were established in ‘free
economic zones'. At present, only two such
zones exist, one in Odessa and one in Uzhgorod.
Although both have been established from a legal
point of view, no investment has entered since
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their creation. Other free economic zones are in
the process of being created. Since each zone
has the right to set its own conditions, some are
likely to be more concessional than others.

Ukraine has made considerable progress over
the past 18 months in stabilising its economy.
The political leadership is clearly committed to
reform. The legal framework is now more lib-
eral and transparent, but more work is required,
particularly in legislation outside of the FDI law
that applies to both foreign and domestic invest-
ors, such as taxation, property rights and ex-
change controls. In addition, existing legislation
must be more effectively implemented. Tax
evasion remains a problem among entrepreneurs
and small and medium-sized businesses, which
has led the Finance Ministry to tax trade and
investment excessively, since the revenue is
easier to collect. Legislation that would stimu-
late investment in energy and natural resources,
on production sharing and concession agree-
ments, is still missing. The recent increase in FDI
has made Ukrainian officials realise that the bene-
fits of FDI - not least the creation of jobs, the
transfer of technology and access to new man-
agement techniques and expertise — far outweigh
the costs of foreign ownership and control of
assels. m
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A New Approach

to Development

James H. Michel

The relationship between developed and developing countries
is changing. Aid donors are now reformulating their policies so
as to respect the ideas and opinions of developing countries
and their peoples. This new approach is characterised both by
ambitious goals and a realistic view of how they can be

achieved.’

he world has changed radically in the

past decade. The confrontation

between Fast and West is a thing of

the past. And, more gradually, the

divide between North and South is
being bridged in a globalising world - though
some countries face a widening gulf and the
danger of marginalisation. Differing views of
government priorities and international respon-
sibilities — together with a long legacy of corro-
sively bad press - have meant that aid budgets
in the majority of OECD countries have faced
even more severe tests of political accountabil-
ity than most other areas of policy.

The last two vears in particular have seen
some intensive scrutiny of earlier development
practices. In 1995 a meeting of development
ministers from the member countries of the
OECD Development Assistance Committee
(DAC)* committed themselves to an intensive,
year-long process of reviewing past experiences
and planning policies for the next century. The
resulting report, published in May 1996, has
since been the subject of wide international dis-
cussion and is beginning to form a framework

James H. Michel chairs the OECD Development Assist-
ance Committee,

E-mail: dac.contact@oecd.org

for the co-operation of DAC countries with their
partners in the developing world, with inter-
national organisations and, not least, with one
another.

The new strategy — based on a partnership
between donor and recipient — draws upon what
has been learned in half-a-century of success
and failure in development co-operation. At its
core lies a pragmatic approach to a global com-
munity of shared interests, and the necessity of
solidarity and concerted action to advance those
interests in the future,

The demands of the new approach upon the
conduct of development co-operation will be
considerable. There are deeply entrenched gaps
between theory and practice, contradictions
which contribute to the uncertainty in public and

1. Development Co-operation Report for 1996: Efforts
and Policies of the Members of the Develofiment
Assistance Committee, OECD Publications, Paris, 1997,
2. Themembers of the DAC are Australia, Austria, Belginom,
Canada, Denmark, Fidland, France, Germany, Ireland,
Ttaly, Japet, Luxembonrg, the Netherlands, New Zealand,
Nonway, Portugal, Spain. Sweden, Switzerland, the United
Kingdom, the United States and the Evvvopean Commission,
Other OECD conntries porticipate in DAC deliberations
of fntevest to them. The hternational Monetary Fund,
United Nations Det elopment Programme and World Banlk
dare permaneit observers

3. Shafring the 21st Century: The Contribution af
Development Co-operation, OECD Publications, Paris,
1906, reprinted in Develofpment Co-opieration Report
Sor 1996, op. i
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political support for the funding of aid, and
ambivalence about its importance. If these incon-
sistencies are not overcome, the prospects for
existing patterns of co-operation will become
increasingly bleak.

There are a number of anomalies that have
indeed to be ironed out;
* both developing countries and external part-
ners acknowledge the value of local control of
development policies and programmes, and yet
patterns of donor activism and recipient passiv-
ity continue to be found, characterised more by
paternalism than by relations of partnership
* donors regularly proclaim the importance of
development, and vet many of them have im-
posed disproportionately large cuts on already
reduced aid budgets in their attempts at achiev-
ing fiscal restraint; concomitantly, concerns about
aid as a whole should focus not only on its vol-
ume but also on its effectiveness in contributing
to the desired outcomes
e it is increasingly evident that a comprehen-
sive approach, employing coherent policies
across a range of government activities, is
essential, and vet officials in aid agencies and
trade ministries (for example) often act independ-
ently of one another as if aid and trade were
independent or even competing policy
instruments
e there is general agreement of the importance
of better co-ordination between donors, multi-
lateral organisations and developing countries,
and vet the principal focus is often still inward,
mncmrr;ning on one's own p:'njuclh' and pro-
grammes
o efficiency is universally demanded in the ex-
penditure of public funds, and yet practices like
tied aid (which makes assistance dependent on
procurement only from sources in the donor
country) continue, even though international
competition is becoming the norm in govern-
ment procurement for purposes other than aid.

Measurable
Goals

The most widely noted feature of the new
development partnerships strategy is its proposal
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A New Approach
to Development

Some 30% of the population in developing
countries — more than 1.3 billion people -
live in extreme poverty.

for a global effort to achieve a limited number
of specific goals within a foreseeable time. Based
on the experience of many years and the con-
clusions reached at a series of global conferences,
and focused on conditions in the developing
world, these selected goals aspire to an improved
quality of life. All of these goals are based upon
commitments agreed to at the 1992 Rio Confer-
ence on the Environment and Development, the
1994 Cairo Conference on Population and De-
velopment, the 1995 Copenhagen Summit on
Social Development and the 1995 Beijing Con-
ference on Women; the developing countries
participated actively at all of these meetings. The

4. Human Development Report 1990, United Nations
Development Programme, New York, 1996,
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quantitative goals identi-
fied in the strategy are few

profound significance for
the kind of world that
future generations will
inhabit.

The first, and undoubt-
edly the most ambitious,
goal is to reduce by at
least one-half by 2015 the
proportion of people liv-
ing in extreme poverty in
the developing countries.
Based on a standard an-
nual income of $370 per
capita, the World Bank has
estimated that 30% of the
population in developing
countries — more than
1.3 hillion people - live in
extreme poverty.' Re-
ducing that number to
15% would be a major
step forwards.

The second category of
goals involves social de-
velopment and identifies
four areas in parti-
cular: primary education,
gender equality, basic
health care and family
planning;

* universal primary education in all countries
by 2015

» elimination of gender disparity in primary and
secondary education by 2005

o reduction of infant and child mortality rates
by two-thirds and reduction of maternal mortal-
ity by three fourths, all by 2015

o access through the primary health-care sys-
tem to reproductive health services for all indi-
viduals of appropriate ages, including safe and
reliable family-planning methods, by 2015.

The third measure of progress identified in
the strategy is to have national strategies for sus-
tainable development in operation in all coun-
tries by 2005, so as to ensure, by 2015, a reversal
of current trends in the loss of environmental
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in number, but they are of

resources — covering, for example, forests, fish-
eries, fresh water, climate, soils, biodiversity,
stratospheric ozone — and the accumulation of
hazardous substances.

The goals are not intended as a prescription,
but as a proposal. They represent a global vision
and a basis for dialogue with developing coun-
tries, who have to set their own national goals
in the light of circumstances. No outside party
can draft the agenda for any developing coun-
try, and no single set of goals could adequately
address the enormous variety in the difficulties
faced by very different countries in very differ-
ent circumstances.

Moreover, some central elements in develop-
ment are extremely difficult, if not impossible,
to measure. In particular, issues of democratic
accountability, the protection of human rights
and the rule of law are increasingly recognised
as important to sustainable development. The

One of the goals of the new development
strategy: universal primary education in all
countries by 2015.




strategy of the DAC reaffirms the conviction that
these qualitative aspects of development are
essential to the attainment of more measurable
goals and that they must remain a part of the
agenda for development co-operation.

Genuine
Partnerships

The new strategy also places stronger em-
phasis on the developing country itself as the
starting point for co-operation efforts that reflect
local circumstances, encourage local commitment
and participation, and foster the strengthening
of local capacities to manage development them-
selves, and with growing self-reliance. It sug-
gests that locally controlled strategies and targets
should emerge from participatory processes in
which developing countries engage local authori-
ties and their people and their external partners
rather than bring about a situation in which each
donor and multilateral agency has its own de-
velopment strategy for a particular country.

A number of activities underway in the DAC
can contribute to the implementation of this stra-
tegy. Work is underway on a pilot review of de-
velopment-co-operation based on the experience
of a single developing country in dealing with a
large number of donors and multilateral organi-
sations. A series of five further pilot studies is
examining progress in country-based co-
ordination of participatory development and
good governance. Efforts (using amongst other
means, an informal network on technical co-
operation) are continuing with the aim of en-
hancing capacities for economic management,
social development, environmental sustainability
and good governance.

Growing budget constraints on many donors
are making it increasingly difficult for them to
maintain a presence in the field and to delegate
authority (the usual reaction in such circum-
stances is to centralise), exactly when those
capabilities are most pressingly required 1o
facilitate co-ordination in the countries them-
selves and to foster increased local control over
the development process. In order to help de-
veloping countries to assume increasing respon-
sibility for their own development, DAC countries
and the multilateral agencies, as well as other
external partners, must also be able to carry out
their part of the partnership agreement.

The new DAC strategy will necessitate both
adequate staffing and adequate funding. There
should be a stronger effort to sustain and in-
crease official development assistance to help
reverse the growing marginalisation of the poor
and more toward realistic goals of human de-
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Another aim: access to reproductive health
services, including safe and reliable family-
planning methods, by 2015.

: A N

velopment. That will require an increase in aid
budgets, a concentration of available resources
on countries where their absence is most
desperately felt. They have also to be used
effectively; here, the sharing of experience would
help, as would enhanced co-ordination among
donors and improved monitoring and evalua-
tion of the results of different kinds of approaches
and instruments.

Aid policies should also recognise the increas-
ingly diversified composition of development
finance and the importance of domestic savings,
efficient local financial systems, sound economic
policies and private foreign investment in
fast-growing developing economies. Con-
cessional resources should be used in ways that
help countries build their capacities to create and
mobilise domestic resources, attract private
capital and gradually eliminate their dependency
on aid.

Finally, the policies of the OECD countries in
areas other than development co-operation can
have profound implications for development
objectives (agriculture and trade are obvious
examples). A concerted effort should ensure that
the entire range of policies in the industrialised
world will support development. m
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Globalisation
and Development

Ebba Dohlman and Raundi Halvorson-Quevedo

Most of the industrialised countries are already deeply enmeshed
in globalisation and are taking steps both to maximise its benefits
and to ease the adjustments it demands. But there are wide
differences in the readiness of developing countries to face global
economic integration: they are increasingly heterogeneous in
their degree of development, productive capacity, human-
resource base and competitiveness. Some, particularly in South-
east Asia and Latin America, are moving into mainstream global
trade and investment flows. Others bave the potential to
panrticipate more actively in world trade but must persevere with
their growing efforts to improve local conditions for
entrepreneurship and expand domestic capacities to produce

and export.!

any of the developing countries
are a world apart from global-
isation. Global trade and invest-
ment flows largely pass them by,
despite the often considerable
progress they have achieved in liberalising and
deregulating their economies and opening their
borders to international trade and investment.
In the past decade, for example, net foreign direct
investment (FDI) from OECD countries to the
developing world increased by 270% — but the

lion's share of it was attracted by a handful of

Asian and Latin American countries. Developing
countries similarly have a growing share in trade,

Ebba Dohlman works in the Economics and Environ-
ment Division and Raundi Halvorson-Quevedo in the
Financial Policies and Private Sector Division ol the
QECD Development Co-operation Directorate,

E-mail: dac.contact@oecd.org
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currently accounting for a quarter of world
exports — but Africa’s share is a meagre 1.8% of
the total, and has been falling steadily.

These imbalances give cause for broad con-
cern. Evidence from recent World Bank studies
show that integration in global markets through
FDI and trade flows creates economic growth
and employment. Trade and investment are the
principal mechanisms for the transmission of
innovative ideas, marketing networks, more
effective management practices, new production
and packaging techniques, and consumer-
friendly design - all prerequisites for competing
in global markets.

The successful integration of the developing
countries into a globalising world economy is
logically a direct concern for the development
co-operation efforts of OECD countries. Donors
and their public in OECD countries are recog-
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nising that they have a stake in helping the less-
advanced countries and their populations find
their place in the global economy. Poverty,
misery and marginalisation in large parts of the
world threaten the prospects of rich and poor
alike.

In the poorest developing countries (for in-
stance, Sub-Saharan Africa and South-west Asia),
human, institutional and industrial capacities are
not adequate to produce on the demanding terms
required by the global market-place. Trade and
investment flows — essential for stimulating the
growth necessary to absorb burgeoning labour
forces — have considerable scope for expansion
across the developing world. Yet many of them
may find integration very difficult unless there
are strong catalysts in the form of international
support and co-operation.

OFECD donors are committed to work with
their partners to reduce by half the number of
people living in poverty in the developing
world - currently 1.3 billion - by 2015." Strength-
ening the trade capacity and investment appeal
of these countries is an important means to this
end. Donors are increasingly turning their attent-
ion to how development co-operation can spread
the benefits of globalisation to a larger proport-

1. Development Co-operation Report for 1996: Efforts
and Policies of the Members of the Develofanent
Assistance Committee. OFCD  Publications,  Paris
forthcoming 1997,

2 Milane Brabmbhatt and Urt Dadush, ‘Disparities in
Global Integration’, Finance and Development. Vol. 33,
No. 3, September 1996

3. Shaping the 21st Century: The Contribution of
Development Co-operation. OFCD Publications, Paris.
1996, See also pp. 33-35

i, Michel Courcelle and Anne de Lattve, "The Enterprise
Impulse in West Africa . The OECD Observer, No. 203,
December 1996 January 1997 See alsoSuppont of Private
Sector Development, Development Co-operation Gride-
lines Series), OECD, Paris, 1995, available free of charge

Srom the Financial Policies and Private Sector Division

of the OFECD Development Co-operation Diveclorate



ion of the world’s population, by, for example,
promoting joint ventures, stimulating technology
acquisition and building trade capacity.

The obstacles are substantial. Many poorer
developing countries are characterised by an
undiversified export base limited to commodi-
ties (Ghana, for example, is heavily reliant on
cocoa, Honduras on bananas, and Zaire on
copper). They have limited or inefficient indus-
trial capacity. Their infrastructure (transport, tele-
communications and energy) is inadequate or
dysfunctional. Their entrepreneurial forces are
nascent or weak. They have a shortage of man-
agers, engineers and technicians, Their institu-
tions are weak, and human capital is poorly
developed. Many of them also still face high pre-
vailing tariffs and non-tariff barriers from OECD
countries for their agricultural, textile and metal
exports — the very sectors wherein their com-
parative advantage lies.

Yet the current context for drawing poorer
countries into the global system is nonetheless
extremely propitious:

+ most developing countries are well-advanced
in implementing structural adjustment and eco-
nomic reforms geared to strengthening market
forces through liberalisation and deregulation
* the basic conditions for good governance are
receiving more attention from their governments,
often under popular pressure for democratic
reform

o the Uruguay Round of trade discussions has
created new export opportunities, especially in
agricultural, textile and metal products

e information and other technologies are
spawning new services and products with lower
barriers to entry

« strengthened regional integration/co-operation
efforts among developing countries will help lock
in reforms, create larger markets that allow
economies of scale, and provide an intermedi-
ate step to the highly competitive global
market-place.

Efforts must continue to help developing
countries improve local business conditions’ and
modernise/diversify their export sectors. Of equal
importance are investment policies that are trans-
parent, non-discriminatory and contain adequate
safeguards for currency convertibility, the repatri-

Veeint Pinopes i

The developing
countries which are
beginning to move
into mainstream
global trade and
investment flows are
mainly in South-east
Asia and Latin
America,

ation of profits and dividends and intellectual
property rights. Indeed, a more strategic ap-
proach geared to creating and deepening global
links is now necessary, including such elements
d5: I

* developing new market and product niches,
such as intra-regional and inter-developing
country trade, agro-industry, and information
services

* promoting access to and use of modern com-
munications and information technologies more
broadly in poorer developing countries
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e establishing national centres for promoting
product quality, diffusing information on inter-
national standards, and testing locally made
export products

* encouraging local entrepreneurs, especially
small- and medium-sized enterprises, to “think
globally and act locally’, producing high-quality
and attractive goods that can be marketed in both
domestic and international markets

» helping local business associations and learn-
ing networks develop an international ‘window’
using outward-looking personnel who can share

The OECD OBSERVER MNo. 204 Febrary March 1997



FOCUS

From Ideas to Action
in Biotechnology

Some promising examples are emerging in Africa
of the promotion of links between research activi-
ties and production. One North-South partner-
ship has triggered the development of intra-Afri-
can co-operation with the potential to accelerate
the diffusion of biotechnology and its application
in production. The initiative came from
Monsanto Corporation, a large American chemi-
cal firm which had diversified into agro-biotech-
nology. It began a search for an African plant
pathologist, an African country where a new
technology could be readily disseminated, and
third, an African crop with specific characteristics
(it had to be part of the staple diet of that coun-
try, to be produced by peasant farmers so as to
maximise its development impact, to have a
problem which could not be solved through trad-
itional methods; furthermore, given Monsanto’s
commercial interests, it had to be preferably a
root or tuber crop in which they had little expert-
ise). The learning implicit in the partnerships
would thus be two-way. USAID was enlisted to
help find a researcher and fund part of the cost of
training. In 1991, a woman plant-pathologist on
the staff of the Kenya Agricultural Research Insti-
tute moved to Monsanto. She had been doing
research on the aphid that transmitted the
sweet-potato disease which had destroyed nearly
half of Kenya’s yield. At Monsanto she undertook
the research required to create a new transgenic,
virus-resistant variety of sweet potato using
Monsanto’s technology and a gene identified by
the International Potato Research Centre in Peru.
After this success, she went on to set up Afrinet,
the Africa branch of the International Service for
the Acquisition of Agri-Biotech Applications, a
non-profit international organisation sponsored
by a number of foundations and corporations
and working to facilitate partnerships within
Africa for the transfer and development of bio-
technology.'

An earlier initiative by the International Insti-
tute for Scientific Research for the Development
of Africa (ISDA), supported by Canada, France
and the Ivoirian government, focused on the im-
provement of yam varieties and the treatment of
malaria, in close collaboration with the Inter-
national Institute for Tropical Agriculture in
Nigeria, which is active in tissue culture for
germplasm conservation and the in vitro distri-
bution of disease-free planting material for yams
and other crops.’

1. Lynn K. Mytelka, ‘The Future of Networking in Biotechno-
legy', in International Journal of Technology Management
(Biotechnology Review), special issue, 1995.

2. Genetic Engineering and Bio-technology Monitor, No. 40,
UNIDO, Vienna, December 1992

information and pursue links to encourage global
partnerships (alliances, sub-contracting and sup-
plier contracts, for example)

o accelerating privatisation operations

s fostering new forms of private public partner-
ships (concessions and sub-contracting, for ex-
ample) for creating/maintaining infrastructure and
public services (toll roads in Indonesia and the
Philippines and electricity generation in Pakistan,
for instance)

Support
for Trade and Investment

Support for the promotion of trade and in-
vestment has always been central 1o develop-
ment co-operation. But now donors and
developing countries alike are beginning to re-
think their approaches and priorities - not least
because of the pressure of globalisation and a
commitment to results-oriented, sustainable de-
velopment assistance. As a result, measures 1o
support trade and investment are becoming even
more important. Donor governments increasingly

take the view that building trade capacity re-
quires simultaneous action on two fronts; the
strengthening of productive capacity for selling
on global markets has to be accompanied by
measures to expand and deepen market access.
The World Trade Organization (WTO), the United
Nations Conference on Trade and Development
(UNCTAD) and the International Trade Centre
(ITC) are therefore joining forces with a view 1o
streamlining, re-focusing and better co-ordinating
their technical assistance activities. As part of a
new initiative. the ‘Integrated Programme for
Technical Assistance’, they can cover the full
spectrum of trade-related technical co-operation
issues, from legal and analytical questions to trade
and trade-related policy formulation, the strength-
ening of institutional and human capacities, and
trade support and promotion.

More attention is also being given to helping
developing countries make their voices heard in
fora that deal with trade and investment. For
example, donors can help strengthen the nego-
tiating capacity of developing countries in multi-
lateral fora and rule-making bodies and work as
honest brokers for developing countries in trans-

Information and other technologies are spawning new services and products with lower barriers
to entry.
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A more strategic approach to globalisation should promote national centres for improving product quality, diffusing
information on international standards and test locally made export products.

actions between public and private sectors (in
privatisations and divestitures, for example).
Donors also stand ready to help developing
countries bring their laws, policies and technical
capacities into line with Uruguay Round agree-
ments and international investment standards,
including those to be established under the pro-
posed OECD Multilateral Agreement on Invest-
ment (the MAD.

Both donors and recipients are seeking to
improve the qualitative participation of devel-
oping countries in the international economy,
one that is in line with sustainable human de-
velopment. Development strategies for trade and
investment should therefore take account of re-
sidual potential for creating employment, allevi-
ating poverty, bringing women into the
mainstream of economic development and pro-
tecting the environment (box, left).

5. See Willicon H. Witherell, ‘An Agreement on Investiment’,
The OECD Observer, No. 202, October November 1996

These new approaches are being translated
into operations in the field. Many innovations
take their cue from lessons of best practices dis-
tilled by the donor community from three
decades of seeing what works and what doesn't
Several principles emerge:

» enterprises must share in the cost of services
provided and in the risks that must be borne

» promoting local identification and involvement
with, and commitment to, assistance efforts re-
quires a response to locally defined demands
through locally created channels and instruments
» encouraging the spread of best practices re-
quires the support of knowledge-networks (like
the Internet, video-conferencing) linking research
and academic institutions to exchange experi-
ence, on a regional and global hasis, between
entrepreneurs, institutions and authorities

« reinforcing the partnership between govern-
ment and entrepreneurs calls for a strengthen-
ing of the institutions (chambers of commerce
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and professional associations, for
example) through which a dialogue
on policy issues and related con-
cerns can take place. Such consult-
ations inform government of the
concerns of the business commu-
nity while simultaneously building
up in the private sector a sense of
commitment to the government's
reform agenda.

Globalisation, to achieve its
promise, will have to maximise the
constructive interdependence
among all nations — industrialised,
developing and poorer alike.
Marginalisation will impose avoid-
able costs, in human suffering, re-
duced choices and opportunities,
excessive migratory pressures,
damage to the global ecosystem or
the spread of conflict. It is the
actions of people in the develop-
ing countries themselves that will
determine in large part the pace at
which they can benefit from
globalisation. But the policies and
tools of the industrialised countries, including
development co-operation, have their contribu-
tion to make, m
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Spotlight

Japan

Corporate Governance:
A System in Evolution

Randall S. Jones and Kotaro Tsuru

he divergence of interests between

managers and share-holders which

arises from the separation of owner-

ship and control in modern joint-

stock companies can adversely affect
the performance of the corporate sector and
thereby the economy at large.! Since the
1950s, Japan’s approach to the problem of
corporate governance has differed from that
in other countries.*

There are broadly three mechanisms of
corporate governance. The first is to moti-
vate managers to carry out efficient man-
agement by linking their pay or promotion
to the performance of the firm. In many 50
countries, this approach has meant high
managerial salaries and schemes such as
share options for executives. In Japan, ex-
ecutive pay is on average lower than in
other OECD countries and stock options
have not generally been used because of
restrictions on the ability of companies to
buy back their own shares and because
the income-tax treatment of such packages
has been unfavourable. As a result, direct
incentives for managers are lower in Japan.

The second method is to use indirect
means of corporate control such as that
provided through the discipline of the capi-
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Randall 5. Jones and Kotaro Tsuru work in the Coun-
try Studies 1 and Economic Prospects Branch of the
OECD Economics Depanment,
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tal market. A take-over market is presumed to
be the ultimate weapon against managerial mis-
conduct. But in Japan take-overs are relatively
rare compared with the United States and the
United Kingdom, though not because of legal
impediments. Rather, given the prevalence of

Figure 1
Distribution of Share-holders by Category, 1949-94
%

== Financial companies
Business

- IIvEstment houses, trusts
Individuals
Non-residents

-1 60

-150

1950 55 60 65 70 75 80 85

Source: Annual Securities Statistics, Tokyo Stock Exchange

1990

stable shareholding, it is quite difficult for an
external buyer to purchase a sizable portion of
shares in a company through the Japanese
market. Indirect control by take-overs is there-
fore limited.
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The third mechanism, direct control, involves
giving more power to shareholders, creditors
or other interested parties, either by strengthen-
ing their ability to monitor the performance of
the company or through their institutional rights,
such as the power to replace management. The

legal structures of corporate control in
Japan are very similar to those in other
countries. But the ownership structure,
where nearly 70% of all stocks are owned

e by institutions and corporations (Figure 1),
is rather different. Moreover, the concen-
tration of ownership is much higher in
Japan than in the United States and the
United Kingdom," reflecting both the fact

that financial institutions are allowed to own
stocks in Japan and the tendency for com-
panies with business relationships to hold
each other's stocks (‘cross-shareholding).

The Main
Bank

In Japan, a few important institutional
shareholders exercise direct control, aided
by stable and concentrated shareholding.
Among them, the so-called ‘main bank'
plays an important role in corporate gov-
ernance. Although a company usually does busi-
ness with several banks, it often has a special
relationship with one of them. This main bank
performs five important functions: it makes loans,
and is usually its major creditor; it helps place



the bonds issued by the firm; it owns shares,
often, indeed, as the main shareholder; it
offers payment settlement facilities; and it
supplies information and management per-
sonnel,

These functions enable the bank to inte-
grate three types of monitoring: ex ante -
basically, screening the company’s
applications for loans; interim - gathering
information on the continuing performance
of borrowers; and ex post - intervening in
the affairs of firms in difficulties. It is not
entirely clear why banks have an incentive
to carry out such extensive monitoring on
behalf of other bank lenders and share-
holders. Nevertheless, it seems to have re-
sulted in a number of advantages for other
financial institutions.

One of the most important features of the
Japanese main-bank system has been that it pro-
vides a type of contingent governance. When
performance is good, corporate affairs are left to
the incumbent management. When it deterio-
rates, the main bank, using its power as a lender
and shareholder, intervenes in the management
of companies to supervise downsizing and re-
organisation where necessary.

Such interventions often occur through the
appointment of bank directors to the board of
the company. There is substantial evidence that
the influence of directors placed by banks on
client firms’ boards is much stronger than their
numbers would suggest, reflecting the import-
ant role of the main bank. Moreover, the prob-
ability that a bank will send additional directors
to a board is directly related to poor perform-
ance, particularly in comparison with other com-
panies in the same industry, Other large

1. 5ee also Peter farrett, “The Dnited States— Corporate
Governance: The Market as Monitor, The OECD Ob-
server, No. 203, December 1996 January 1997

2. OECD Economic Surveys: Japan, OECD Publica-
tions, Paris, 1990

3 The top five share-holders own an average of a third
of outstanding sheaves in a Japanese company, compared
with abowt a guarter in the United States and a fifth
in the United Kingdom.

4. Peter Hicks, “The Impact of Aging on Public Policy,
The OECD Observer, No. 203, December 1990 Janiary
1997

than other banks

Figure 2
The Perceived Role of the Main Bank
9% of responses to a survey in 1991

Lessening
in all areas
Not changing —

Lessening
for loans only

mm Large companies

Expanding :
=3 Small companies

Mo different

I L I I (I I I
0 5 10 15 20 25 30 35 40 45

Source: Research Reports, No. 75, Nihon Keizai Research Centre

shareholders also exercise an important but sub-
sidiary influence. In addition, business partners,
such as suppliers and clients, also monitor the
performance of companies.

The main-bank system worked well in the
past, but strains are now beginning to emerge
as a result of the impact of financial liberalisa-
tion in Japan. The demand for bank loans has
fallen as companies have reduced their fixed
capital formation and financial investment after
four vears of sluggish economic growth. In addi-
tion, financial deregulation has both eased access
to capital markets and reduced bank profits. In
the current environment, the banks may not be
able to afford to undertake such extensive moni-
toring services (Figure 2). The severe bad-loan
problems faced by the major banks have made
them reluctant to take risks and have reduced
their capital. These changed circumstances may
impair their ability to provide aid when their
clients face financial distress, which has hitherto
been a key aspect of their ex post monitoring
role.

Although the capital position of banks may
recover in the current upturn, more financial insti-
ttions other than banks may have to become
involved in corporate governance. In particular,
stiffer competition in life insurance and in fund
management could force these institutions to take
a more active role. Deregulation of these two
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sectors should therefore be accelerated. The
fund-management market could be further
liberalised, and reform of the investment rules
governing life insurance and pension funds
pursued with new vigour. New accounting
procedures, based on market prices, would
be another welcome step.

Another way to encourage diversity in the
provision of corporate governance would be
to allow the creation of holding companies
with financial stakes in a wide range of firms.
Such companies could provide ‘their’ firms
with central management skills. And a change
in the tax disincentives and legal restrictions
which limit stock options would tie the re-
wards to management more closely to the
performance of the companies which they
run.

These liberalising measures would allow
the governance system to evolve in a
manner appropriate to the structural changes in
the economy, including a lower growth poten-
tial, an aging population,® deregulation and
changes in other markets, such as labour. The
strengths of the bank-based system of govern-
ance could be simultaneously reinforced by
improving the banks’ own disclosure and
accountability, and by strengthening supervision
of the banks. m
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Definitions and Notes

Gross Domestic Product  Volume series, seasonally
adjusted except for
Czech Republic and Portugal
Leading Indicator A composite indicator,
based on other indicators
of economic activity
- (employment, sales, income,
etc.), which signals cyclical
n an O?S movements in industrial
production from six to nine
months in advance
Consumer Price Index Measures changes in

average retail prices
of a fixed basket
of goods and services
Current Balance 3 billion; not seasonally
adjusted except for
Australia, the United
Kingdom and the United
States
; = Unemployment Rate % of civilian labour force ~
AUSTRALIA ‘ AusTria R ILO standardised
. e ‘ hchange s
period from previous period from previous Czech Republic, Iceland,
_ perkd _|__yewr N pemd | __yer Mexico, Switzerland
Gross Domestic Product Q3 96 12 38 Gross Domestic Product Q4 95 0.0 03 and Turkey; seasonal
Leading Indicator Nov.96| 03 29 Leading Indicator Oct.96| 14 6.2 adyusted apart from Turkey
Consumer Price Index 0396 03 21 Consumer Price Index  Nov. 96 0.1 23 Interest Rate Three months, except for
: it Greece (twelve months)
current | same period current | same period
period last year period last year A,
Current Balance Oct. 96 -1.42 -1.61 Current Balance Oct.96 | -1.15 -1.01 ; N B |
Unemployment Rate  Oct. 96 88 86 Unemployment Rate ~ Oct. 96 41 39 ?&f&fﬁaﬂiﬁ? Ecg%a}?mlc Indicators, OECD Publications,
Interest Rate Nov. 96 6.42 74 Interest Rate Dec. 96 3.35 4.06
BELGium CaNADA “ Czech Repustic
% change % change % change
period from previous period from previous period from previous
- period year period year period year
Gross Domestic Product 1994 22 Gross Domestic Product Q3 96 0.8 1.6 Gross Domestic Product Q3 96 42 36
Leading Indicator Nov. 96 0.0 5.1 Leading Indicator Oct. 96 0.2 4.1 Leading Indicator o 5
Consumer Price Index  Dec. 96| 0.2 26 Consumer Price Index  Nov.96| 0.4 20 Consumer Price Index  Nov. 96 0.5 8.6
current | same period current | same period current | same period
period last year period last year period last year
Current Balance Q494 3.87 4.07 Current Balance Q39% 139 -0.38 Current Balance Q29 -1.16 -0.51
Unemployment Rate ~ Oct. 96| 9.6 101 Unemployment Rate  Nov.96 |  10.0 94 Unemployment Rate  Nov.96| 33 28
Interest Rate Dec, 96 3.00 380 Interest Rate Dec. 96 3.08 583 Interest Rate Oct.96 | 12,69 11.15
DENMARK FINLAND France
- ) % change % change % change
 Sl¥ period from previous period from previous period from previous
period year period year period year
Gross Domestic Product Q2 96 1.0 22 Gross Domestic Product Q3 96 19 38 Gross Domestic Product Q3 96 0.9 14
Leading Indicator 0.9 0.1 6.6 Leading Indicator Jul. 96 12 52 Leading Indicator Nov.96| -0.2 38
Consumer Price Index  Nov. 96 0.2 24 Consumer Price Index  Nov. 96| 03 07 Consumer Price Index Nov. 96| -0.1 16
current | same period current | same period current | same period
period last year period last year period last year
Current Balance Q3 9% 0.99 1.08 Current Balance Nov. 96 0.83 0.63 Current Balance Aug. 96 031 0.3
Unemployment Rate ~ Oct.96 | 5.6 6.7 Unemployment Rate ~ Oct.96 | 150 163 Unemployment Rate ~ Oct. 96 | 125 17
Interest Rate Dec. 96 3.60 470 Interest Rate Dec. 96 3.08 4.54 Interest Rate Dec. 9% 3.44 5.56
GERMANY GREECE [cELAND
% change % change % change
period from previous period from previous period from previous
period year r - period year period year
Gross Domestic Product Q3 96 0.8 1.9 Gross Domestic Product 1995 20 Gross Domestic Product 1995 21
Leading Indicator Nov.96| -0.2 4.1 Leading Indicator Nov. 96 0.9 14 Leading Indicator 5 4
Consumer Price Index  Nov. 96| 0.1 14 Consumer Price Index  Nov.96| -03 1.7 ‘Consumer Price Index Dec 96| 04 21
current | same period current | same period current | same period
period last year period last year period last year
Current _Balan:e Oct. 96 -0.88 -3.44 Current Balance Jul. 96 -0.51 012 Current Balance Q396 -0.02 0.04
Unemployment Rate  Oct. 96| 9.1 84 Unemployment Rate o Unemployment Rate  Nov. 96 43 50
Interest Rate Dec. 96 3.3 3.94 Interest Rate Dec.96| 11.20 14.20 Interest Rate Dec. 96 7.10 7.30

o for Higan. Korod and Pl aree iy repermtion
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[RELAND
% change
period from previous
period year
Gross Domestic Product 1995 10.7
Leading Indicator Nov. 96 11 10.2
Consumer Price Index Q3 96 05 15
current | same period
period last year
Current Balance Q29 0.16 0.51
Unemployment Rate  Oct.96 | 12.0 124
Interest Rate Nov. 96 5.68 5.69
LUXEMBOURG
% change
period from previous
period year
Gross Domestic Product 1995 38
Leading Indicator Nov. 96| -0 8.0
‘Consumer Price Index  Oct.96 | 03 15
current | same period
period last year
Current Balance - -
Unemployment Rate  Oct.96 | 3.2 29
Interest Rate
.
’i NEW ZEALAND
% change
) period from previous
: period year
Gross Domestic Product Q2 96 0.0 0.5
Leading Indicator - 5
Consumer Price Index Q3 96 0.6 24
current | same period
period last year
Current Balance Q296 -0.57 -0.56
Unemployment Rate Q39 63 6.1
Interest Rate Nov. 96 8.97 831
* SeaIN
% change
period from previous
period year
Gross Domestic Product Q3 96 0.6 22
Leading Indicator Oct. 96 0.6 3.0
Consumer Price Index  Now 96| 0.0 32
current | same period
period last year
Current Balance Oct. 96 0.95 0.75
Unemployment Rate ~ Oct. 96 | 223 27
Interest Rate Dec. 96 6.36 9.21
.
* TURKEY
% change
period from previous
period year
Gross Domestic Product Q1 96 8.4 10.3
Leading Indicator r o
Consumer Price Index Dec. 96| 3.4 798
current | same period
period last year
Current Balance Q19 0.72 0.43
Unemployment Rate Q296 6.3 72
Interest Rate Jul. 96 95.58 66.98

[TALY
] % change
period from previous
“f period year
Gross Domestic Product Q2 96 -04 0.7
Leading Indicator Nov. 96 0.9 26
Consumer Price Index Nov.96| 0.3 26
current | same period
period last year
Current Balance Aug. 96 440 274
Unemployment Rate  [ul. 96 122 120
Interest Rate Dec. 96 7.25 10.61
Mexico
% change
period from previous
period year
Gross Domestic Product Q3 96 14 74
Leading Indicator Nov. 96 08 3.
Consumer Price Index  Nov. 96 15 278
current | same period
period last year
Current Balance Q3 9 -0.71 -0.27
Unemployment Rate  Nov.96| 5.2 64
Interest Rate Nov.96| 28.94 5419
)
NORWAY
% change
period from previous
period year
Gross Domestic Product 03 96 25 51
Leading Indicator Nov. 96 1.0 35
Consumer Price Index  Nov. 96 0.0 18
current | same period
period last year
Current Balance Q396 297 135
Unemployment Rate Q296 50 52
Interest Rate Dec. 96 4.14 543
SWEDEN
% change
period from previous
_ period year
Gross Domestic Product Q3 96 0.7 0.7
Leading Indicator Nov. 96 1.9 103
Consumer Price Index  Nov.96| 0.2 -0.6
current | same period
period last year
Current Balance Oct. 96 1.05 0.65
Unemployment Rate ~ Oct. 96 9.9 9.2
Interest Rate Dec, 96 3.88 8.62
% 4 Unitep Kingbom
% change
period from previous
period year
Gross Domestic Product Q3 96 04 22
Leading Indicator Nov. 96 0.0 48
Consumer Price Index  Nov. 96 0.1 27
current | same period
period last year
Current Balance Q396 0.1 -2.76
Unemployment Rate  Oct. %6 79 8.7
Interest Rate Dec. 96 6.35 6.49
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“b. Japan
’J % change
=, i period from previous
T period year
Gross Domestic Product Q3 96 0.1 32
Leading Indicator Nov. 96 0.0 1.5
Consumer Price Index  Nov.96| 03 0.5
current | same period
period last year
Current Balance Oct. 96 3.27 4.54
Unemployment Rate  Nov. 96 3.2 34
Interest Rate Dec. 96 0.52 0.52
NETHERLANDS
% change
period from previous
_ period year
Gross Domestic Product Q3 96 0.7 29
Leading Indicator Nov96| 0.0 3.1
Consumer Price Index  Nov.96| 0.1 23
current | same period
period last year
Current Balance Q296 6.14 448
Unemployment Rate  Sep. 96 6.7 6.8
Interest Rate Dec. 96 3.08 3.66
PoRrTUGAL
% change
period from previous
period year
Gross Domestic Product Q4 95 5.0 3.7
Leading Indicator Oct. 96 -19 -19
Consumer Price Index  Nov. 96 0.2 3.0
current | same period
period last year
Current Balance 0495 0.12 -1.04
Unemployment Rate  Oct. 96 7.1 13
Interest Rate Dec. 96 6.42 8.92
SWITZERLAND
- % change
period from previous
period year
Gross Domestic Product Q3 96 02 0.7
Leading Indicator Nov. 96 0.5 34
Consumer Price Index  Dec. 96 0.1 0.8
current | same period
period last year
Current Balance Q396 434 5.04
Unemployment Rate  Nov. 96 5.1 42
Interest Rate Dec. 96 200 1.95

UniteD STATES

period

Gross Domestic Product Q3 96
Leading Indicator Nov. 96
Consumer Price Index  Nov. 96

Current Balance Q396
Unemployment Rate  Nov. 96
Interest Rate Dec. 96

% change
from previous

period year

0.5 22

0.6 6.7

0.2 33
current | same period
period last year
-47.96 -37.69

54 5.6

5.44 5.62
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For the Record

The OECD Economic

Outlook
Highlights

he convergence of cyclical con-

ditions in the OECD area is likely

to continue in the coming year,

with robust and sustainable

arowth in the United States and
a continuation of the expansions in Japan
and Europe, following a pause in 1996
(Table 1). At the same time, substantial out-
put gaps suggest that the risk of a resurgence
of inflation will remain low in Japan and con-
tinental Europe, at least for the next year or
two (Table 2). And in Europe, high unem-
ployment will remain a major problem
(Table 3). In some other countries, particu-
larly the United States, where unemployment
is low, and the United Kingdom, where it
has fallen significantly, there may be a risk
of inflationary pressures although, as yet,
there are no convincing indications that in-
flation is rising. Short-term macro-economic
policy requirements for achieving and en-
hancing non-inflationary growth therefore
differ according to country- or region-specific
situations. In a nutshell, judicious use of mon-
etary policy, together with credible, sustained

The OECD OBSERVER No. 204 Fobruary March 1997

fiscal consolidation over time without heavy

concentration of restraint in a short span of

time would contribute to faster growth of
output and employment without compro-
mising the objectives of inflation control.’
In the face of this short-term situation,
growth of output and living standards over

the 1990s is likely to fall well short of

post-war achievements in all major OECD
areas. Improving on this relatively weak
performance would raise material living
standards as well as provide the resources
to meet long-standing social goals, includ-
ing an acceptable distribution of income, the

elimination of poverty and the protection of

the most vulnerable members of society;
such resources will be required all the more
as populations age.

Considerable progress has been made in
reducing fiscal deficits in most OECD coun-
tries, with the notable exception of Japan,
where output is still depressed (Table 4).
But ratios of public debt to GDP remain high
and pressures on public finances will inten-
sify over the coming decades with popula-
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tion aging. Continuing the process of fiscal
consolidation over the medium-term is thus
the key macro-economic policy challenge
facing virtually all OECD countries, Cutting
fiscal deficits further to stop and reverse the
build-up of public debt that has occurred in
the past two decades would reduce long-term
real interest rates and stimulate productive
investment, growth and employment opport-
unities.

Enhancing the credibility of medium-term
fiscal consolidation programmes could pay
immediate dividends in terms of economic
performance, thereby reducing the short-term
risks attached to deficit reduction. If finan-
cial markets, businesses and households are
assured that necessary fiscal corrections will
actually be carried out, the short-term adverse
aggregate-demand effects of consolidation
would be mitigated. Financial markets, anti-
cipating that the pressures associated with
the requirements of government financing
will recede, will tend to reduce real interest
rates, even in the short run, thereby stimu-
lating private-sector investment. Confidence
that the long-term benefits of fiscal consoli-
dation would be forthcoming would further
raise investment demand and, in addition, it
could boost household consumption. Some
of these effects appear to have operated in
Denmark and Ireland, both of which experi-
enced sharp reductions in fiscal deficits in
the late 1980s along with buoyant private-
sector domestic demand. In the past year,
the progress made in reducing deficits in Italy

1. OECD Economic Outlook, No. 00, OFECD Publications
Paris, 1996



has helped to reduce interest-rate different-
ials significantly vis-a-vis Germany. Moreover,
in the absence of inflationary pressures,
credible fiscal-consolidation plans can allow
a cut in policy-controlled interest rates to
offset the negative short-run demand effect
of fiscal consolidation without compromis-
ing the primary goal of achieving and main-
taining price stability. In such a context, it
should be possible to lower short rates with-
out increasing pressure on long-term inter-
est rates which would be detrimental to
growth and increase the cost of deficit
financing.

To be credible, such programmes should
be concrete, sustainable and transparent.
Building a fiscal programme on concrete
measures would mitigate the risk that timely
action on taxes or expenditures might not
be taken and, consequently, that fiscal targets
will not be met. The sustainability of a fiscal
programme depends to a large extent on the
‘quality’ of the measures actually taken.
Where tax burdens are already high - as is
the case in many European countries -
further substantial increases in taxes necess-
ary to close budget deficits may be too costly
in terms of the economic distortions they gen-
erate, as reflected in poor labour-market or
productivity performance. In such cases,
expenditure reductions may prove to be eco-
nomically more efficient and, therefore, sus-
tainable in the long run. Reliance on one-off
measures, such as capital transfers from pub-
licly owned enterprises, or on measures that
may have to be reversed, including some
public-sector wage freezes and deferrals of

For the Record
Table 1
Growth of Real GDP in the OECD Area
%
Share in
Change from previous year

public investments, only delay

the necessity of more funda- Japan

mental fiscal adjustments. The Germany
Bl e : il France

consolidation process can be il

made more transparent by es-
tablishing overall fiscal prin-
ciples and goals, as well as by
clarifying the budget concepts

Canada

relevant to those goals, the ~ Australia

: : Austr
economic assumptions that —
Belgium

underlie medium-term budget
forecasts and government

Denmark
accounts. In some cases, bind- Finland
ing fiscal rules may reinforce Greece
credibility, although in many Hungary
cases they may prove difficult Iceland
to enforce and there is a risk ~ 'eland
: s . Luxemb
that the loss in flexibility of fis- i ieiiall
cal policy could at times a kil
& Reuey = . a8 Netherlands
gravate economic cycles. _—
Sustainable improvement in Norway
economic performance will, Poland
however, involve much more Portugal
than fiscal consolidation: it will Spain
also require that structural re- i
, - Switzerland
forms be undertaken ona wide
Turkey

front in order to increase the
efficiency of the use of scarce
resources as well as to enhance
innovativeness and the adapt-
ability of OECD economies to
changes brought about by
globalisation and new technologies. In pro-
duct markets, preliminary research suggests
that there could be significant long-term gains
to regulatory reform in both Japan and con-
tinental Europe, where regulation is more
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United States

United Kingdom

Czech Republic

total OECD

1991 | 1995 | 1596 | 1997 | 1998

36.36 20 2.4 2.2 2.0
14.56 0.9 36 1.6 3.7
8.34 1.9 1.1 2.2 2.6
6.37 2:2 1.3 2.5 2.6
5.97 3.0 0.8 122 2.1
5.54 24 24 33 3.0
3.2 %3 1) 33 ]

1.70 3.2 4.1 33 3.0
0.83 1.8 1.1 1.4 2.3
1.06 1.9 1.3 2.2 2.6
0.55 4.3 4.8 4.6 5.3
0.55 2.8 1.9 2.9 31
0.48 4.2 25 3.5 3.6
0.62 2.0 2.2 2.5 2.8
0.38 1.5 0.5 1.7 3.2
0.03 2.1 5.4 3.3 2.9
0.26 10.3 7.0 6.2 6.8
0.06 3.7 24 31 3
2.70 -6.9 4.0 5.0 4.5
1.52 21 ZF 2.7 3.0
0.28 1.9 1.2 2.9 29
0.49 33 5.1 3.0 23

0.99 7.0 5.5 5.0 5.0
0.62 24 2.6 23 3.2
3.04 2.8 2.1 2.7 3.0
0.89 3.6 1.7 2.2 2.1
0.91 0.1 -0.3 0.8 2.0
1.69 7.3 7.5 57 5.0

Figures in italics are provisional.

pervasive and reforms have not yet been as
comprehensive as those in the United States
and the United Kingdom (although the re-
search suggests that the latter would also
benefit substantially from further reform). The
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Table 2
Private Consumption Deflators in the OECD Area

%
Change from previous year

_m 1998

United States 24 2.1 22 23

|apan -0.5 0.0 0.6 0.3

Germany 1.9 1.7 1.5 1.5

France 1.6 1.8 1.3 1.2

laly S R measures to ensure the re-integration of
United Kingdom 6 e the unemployed, especially youth and the
Canada (R ¥ R S long-term unemployed, into the labour

market, reductions in disincentives to hire
and work, policies to increase skills and

Australia 2.5 2.1 2.5 2.8

oo L dL‘l‘@ng!a[IOH to increase flexibility and
Belgium AR A I R dynamism.
Czech Republic GRS In addition to the challenge of raising
Denmark o R [ AR longer-term growth, the governments of
Finland 0z 06 17 21 OECD countries are also facing the prob-
Gigecs L i s lems associated with poverty and exclu-
HRGely ko sion. In many countries, particularly in
. £ ot i 5 Burope, these problems have been aggra
Ireland 2000 18 e R pl ‘b | LR ' Im ld
Luxembourg 0.7 14 18 20 vated Dy the rise In stru;lura an
Mo 91 350 170 100 long-term unemployment during the past
Netherlands 3R 25 years. In other countries, particularly
New Zealand 2 T R the United States and the United King-
Norway 24 1325 24 dom but also some continental European
Poland i countries, there are concerns that rising
v o i e 1 wage and income inequality have had
Spain 47 0 35 Hy 25 : : <R
adverse social consequences. These issues
Sweden 24 1.5 28 e linked p ol ik he | ]
Siltzeiting s et flre inked to fiscal re .orm. The increase
65.0 in government outlays in the past 30 years
ey

Turkey 946  78.0 730

S 2 = & has, in most countries, been driven by
rising social expenditures, including, in
many countries, those related to rising un-
employment. While these programmes
Pk have alleviated poverty, some of them
Figures i italics are provisional. have distorted economic incentives,

1. High-inflation countries are defined as those which have had artienlarl in 1- sopsalenta e N
10% or more inflation in terms of the GDP deflator on average pai [IU.ILII'I} in labour-markets, rt:duung

during the 1990s on the basis of historical data. Consequently, the (jmp]()\,.'men[ and ou[pu[_ C{)I’l\-’{f]‘.‘iﬁ']‘g’.
Czech Republic, Greece, Hungary, Mexico, Poland, Portugal and : t - : o
Turkey are excluded from the aggregate. pressures for fiscal consolidation and

labour and product market reforms have
blueprint laid out in the OECD Jobs Study*  raised concerns about the public sector’s
provides the best way forward for sustainably  ability to deal with social problems.
reducing unemployment and raising employ- The relationship between growth and in-
ment: a stable macro-economic framework,  equality is complex, and the usual assumpt-
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ion of a ‘trade-off between the two is not
necessarily correct. A concern about the de-
regulation of labour markets is that higher
employment will come at the expense of a
wider distribution of wage rates. However,
increased employment - in terms of both jobs
and hours worked - that would result from
appropriate labour-market reforms might
more than offset a wider wage-rate distribu-
tion. Evidence from the United States and a
few European countries, for which compar-
able data on labour-earnings distributions are
available, suggests that labour-market reforms
do not have to increase labour-earnings
inequality even if they increase wage-rate
inequality. But it is important to emphasise
that changes in the distribution of labour
earnings may not be reflected in distribu-
tions of disposable income, which depend
also on the redistributive effects of taxes and
transfers, and are central to the questions of
poverty and the distribution of economic
resources.

More generally, the relationship between
equity and growth will depend on the specific
policies in place. For example, redistributive
measures that heavily distort economic
decisions are likely to blunt growth, whereas
those that encourage the formation of human
capital are likely to raise growth and, if
2 The OECD Jobs Study: Facts, Analysis, Strategies,
QECD Publications, Paris, 1994: The OECD Jobs Study:
Evidence and Explanations, OECD Publications, Paris,
1994; The OECD Jobs Study: Investment, Productivity
and Employment, QECD Publications, Paris, 1995; The
OECD Jobs Strategy: Technology, Productivity and
Job Creation. OFCL Publications, Paris, 1990, The
QECD Job Strategy: Enbancing the Effectiveness of
Active Labour Market Policies, OFCD Publications,

Pearis, 1990, The OECD Jobs Strategy: Pushing Abead
with the Strategy, OFECD Publications, Paris, 1096,



Table 3
Unemployment in the OECD Area'

% of labour force

T
United States? 8,927 56 4 84 58
Japan 1,645 320 83 32 3
Germany 3,419 94 103 104 101
France 2946 N7 124 125 1210 ceed to empirical analysis
Italy 2,335 12.0 12.2 12.2 11.8 ()f Speciﬂc po}ic)r Op[ions_
United Kingdom 2,884 8.2 7.6 74 7.0 Finding ways to manage

1,649 2 S B

Canada

8.6

Australia 944

8.1

8.4

Austria 222 5.9 6.2 6.5
Belgium 512 130 129 126
Czech Republic 184 3.0 3.0 3.6
Denmark 349 10.3 8.9 8.6
Finland 444 172 16.4 15.5
Greece 398 10.0 10.1 10.3
Hungary 519 10.3 10.6 10.6
Iceland 6 5.0 4.3 3.9
Ireland 219 12.2 12.0 11.8
Luxembourg 4 3.0 31 3.0
Mexico* 516 6.3 6.0 55
Netherlands 415 7.1 6.6 6.2
New Zealand 157 6.3 6.2 6.0
Norway 127 4.9 4.2 3.9
Poland 2,427 13:3 12.5 12.0
Portugal 248 7.2 7.2 7.1
Spain 3,481 233 22.7 224
Sweden 356 7.7 79 7.4
Switzerland 179 4.2 4.6 4.8

1,601 7.5 72 6.8

Turkey

Figures in italics are provisional.

1. Commonly used definitions.

2, Break in series from January 1994,

3, Figures based on the national survey of urban employment.
4. Important revisions to data.

directed at those who now have relatively
little human capital, narrow the distribution
of income. Currently, however, much of the
discussion in this area remains theoretical,
and there is an urgent requirement to pro-

the social aspects of fiscal
and structural reform is thus

8.0 one of the most important
6.4 challenges facing policy-
123 makers. Effective design of
4.1 policies and programmes
bl can thus minimise the
145 ot o e

i potential conflict among
Vi policy objectives, but some
37 trade-ofts will certainly re-
1.6 main. The weight given to
2.9 competing considerations
53 must ultimately be deter-
5.8 mined by the political pro-
el cess. In practice, decision-
o making is complicated by
1.4 G e .
vl the difficulties of quantity-
217 ing the trade-offs involved,
72 as well as by the well
4.5 known political problems in
6.8 overcoming the opposition

of entrenched interests,
particularly in situations
where the government has
only a small majority, is split
owing to a coalition or 1o
internal divisions or faces a dif-
ficult election in the near
future. Such considerations
point to the importance of objective analysis
of economic-policy choices, including their
social consequences, and of clearly com-
municating the results in order the better to
inform public debate. Moreover, the equity

47

Canada

Turkey

For the Record

Table 4
Current Balances in the OECD Area
% of GDP
|| ses | 1596 | 1597 | 1998 |
United States -2.0 =2.1 -2.0 -2.0
Japan 2.2 1.4 1.4 15
Germany -0.7 0.7 -0.2 0.0
France 1.1 13 1.5 1.6
Italy 25 3.5 4.2 4.3
United Kingdom 04 -01 -02 -05
-1.5 0.0 0.4

0.4

5.4 4.1 -4.0 -39

Australia
Austria -2.0 =17 =13 -0.9
Belgium/
Luxembourg 5.6 6.1 6.0 6.1
Czech Republic -4.1 -5.8 54 49
Denmark 0.9 1.0 151 1.1
Finland 4.5 33 3.5 38
Greece -2.5 -3.5 -3.5 -3.7
Hungary -5.6 =39 =33 -3.2
Iceland 0.8 =2.1 =3.0 -1.5
Ireland 22 1.9 1.8 T
Mexico -0.2 0.0 -1.2 -2.2
Netherlands 44 44 4.5 4.6
New Zealand 44 -3.9 -4.5 -4.5
Norway 3.0 6.1 6.3 6.0
Poland -2.0 -5.2 =57 -6.6
Portugal 02 -04 -04 -05
Spain 0.2 0.1 =01 -0.2
Sweden 20 3.0 3.9 4.5
Switzerland 6.6 6.6 6.2 6.0
-1.6 =29 36 4.0

Figures in italics are provisional.

concerns raised by fundamental structural
reform are real. Dealing with them in a
constructive way will be easier if the public
decision-making process is — and is seen to
be — transparent and fair.

28 November 1996
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has had a profound influence on
Mexico's economic policy formulation.
This comprehensive review of Mexi-
can trade policies is particularly useful
for all economic and policy analysts of
the Mexican economy in the aftermath
of the financial crisis of 1994,
(22 96 05 1) ISBN 92-64-15316-0, 157pp.
FF120 £15 USS24 DM35 ¥2,500
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ECMT (European Conference of Ministers
of Transport)
Round Table 102

Changing Daily Urban
Mobility

Less or Differently?
November 1996

17596 06 1) ISBN 92-821-1216-0, 215pp
FF260 £34 LSS50 DMT6 ¥5.,430

ECMT (European Conference of Ministers
of Transport)
42nd Annual Report

Activities of the Conference
Resolutions of the Council

of Ministers of Transport

and Reports Approved in 1995
December 1996

(7590607 1) [SBN 92-821-1218-7. jil_lpp

FF200 £37 1USS37 DIMES ¥6,100

ECMT (European Conference of Ministers
of Transport)

Research on Transport
Economics, Vol. XXVIII
November 1996

(74 96 01 3) 15BN 92-821-0217-3, hilingual, 450pp
FF370 £74 USS112 DMIGT Y12.000
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Opportunities

OECD Headquarters, Paris

Vacancies occur in the OECD
Secretariat in the following
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 vears.

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 candidates
from OECD member countries.
OECD is an equal opportunity
employer and encourages
applications from female
candidates. Applications, in
English or French (specifying area
of specialisation and enclosing
detailed curriculum vitae), should
be marked 'OBS' and sent to:

Personnel Division

OECD
2, rue André-Pascal
755775 Paris Cedex 16
France
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