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THE CHOICE OF

INSTITUTIONS*

ALBERTO ALESINA**

Economics and political institutions

The “classical” economists, Adam Smith, David
Ricardo and Karl Marx clearly thought that

socio-political forces were important determinants of
economic development and change. In contrast, the
“neoclassical”, school starting with Jevons and Walras,
developed their economic theories in an institution-
free environment. Institution-free economic theory
has been the dominant school of thought at least until
the 1990s. There were, however, a few exceptions.

While the Anglo-Saxon School developed optimal
taxation theory in an institution free world, the
Italian Public Finance School of the late nineteenth
century embedded fiscal policy discussion and fiscal
theories into political considerations.

The classical constitutional theory of Hayek, set out
in his 1960 Constitution of Liberty and by Buchanan
and Tullock (The Calculus of Consent, 1960), pro-
vide a major normative pillar which greatly helps our
thinking today about the choice of institutions and
constitutions. The emphasis on the risks associated
with the tyranny of the majority remains one of their
major contributions.

The Public Choice School developed around the
work of Buchanan and associates. The key idea of
this school of thought is that politicians maximize
self interest fairly narrowly defined. The government
is viewed as a Leviathan to be restrained because its
goal is to “steal” from the private sector extracting
taxes, rents and bribes.

Unfortunately, the Public Choice School remained

largely outside the mainstream of post-war eco-

nomic theory. Both sides are responsible for lack of

communication. Mainstream economists had a ten-

dency to underestimate the importance of institu-

tions, and they were quite narrow- minded in their

approach to modelling policy making, refusing to

understand the importance of politicians’ motiva-

tions and constraints in choosing policy. Or if they

did, they felt that it was not the economist’s role to

incorporate them in models of policymaking. Public

Choice theorists refused to embrace the method-

ological innovations in economic theory, such as a

new way of thinking about expectations, new devel-

opments in game theory and more generally the

mathematical and statistical rigor that was becom-

ing the norm in the field.

In the meantime the field of political science devel-

oped an area that was later known as the Rational

Choice approach, in which researchers applied

mathematical tools borrowed from economics to

analyze voting behaviour and various issues of polit-

ical institutions. This field owes a lot to Arrow’s

paper of 1951 on the impossibility theorem (in Social

Choice and Individual Values). In fact the initial

impetus from the field was to overcome the “nega-

tive” result by Arrow. Thus, models have been devel-

oped in which voting could be understood in a pre-

dictive manner.

William Nordhaus formalized the idea of an elec-

toral business cycle in a traditional Phillips curve

model with a stable trade-off between inflation and

unemployment (The Political Business Cycle,

1975). Immediately after this contribution macro-

economic theory moved to rational expectations,

and his contribution remained a bit on the sidelines

of the field.

Gary Becker offered, in his path-breaking paper in

1983 (A Theory of Competition Among Pressure

Groups for Political Influence), an approach to

modelling lobbying pressure to buy policy from pol-

icymakers. This approach was widely applied to

international trade and protectionist policies.

CHOICE OF CONSTITUTIONS AND

ELECTORAL SYSTEMS

* This is a revised version of the CESifo Munich Lecture, held by
the author at 14 November 2006 in Munich.
** I thank Professors Hans-Werner Sinn and Raji Jayaraman for
their exceptionally kind hospitality in Munich, Guido Tabellini for
comments, and Carlo Prato and Maria Teresa Trenntinaglia for
research assistantship in the preparation of the lecture
(alesina@fas.harvard.edu).



The New Political Economics

In the late 1980s a new line of research emerged,
sometimes referred to as “New Political Econo-
mics”. Contrary to the previous experience of the
Public Choice School, this area of research became
immediately fully integrated within the field of
economics and adopted the same methodologi-
cal tools of the latter. This approach quickly devel-
oped applications in virtually every field in eco-
nomics: macroeconomics, development, interna-
tional trade and finance, economic growth, public
finance, etc.

Perhaps the timing is not surprising. The 1980s
were a decade of great turmoil and transformation
in the American economy. President Reagan was
at the centre of this “revolution”. There were large
budget deficits, taxes were being cut and the econ-
omy deregulated. In contrast continental Europe
was entering a long period of sclerosis, some coun-
tries in Europe (but not all) were accumulating
debts that were rising to almost war time levels.
The need for structural reforms and liberalization
in Europe was evident, but they were delayed. A
dozen European countries were moving towards
uncharted territories of monetary and some sort
of political union. Latin America was in the middle
of a huge debt crisis and of a “lost decade” with
very high or even hyperinflations, foreign debt
defaults and large budget deficits. Unavoidable
policy reforms were delayed increasing the eco-
nomic costs and leading to crisis. The Soviet
Bloc was about to collapse and when it did, it
opened a Pandora’s box of politico-economic
questions.

It was increasingly difficult to fit all of the above
complexities and varieties of experience into tradi-
tional models of economic policy in which benevo-
lent social planners maximize the utility of a repre-
sentative individual. Therefore the New Political
Economics acknowledged as a starting point that
economic policy should not be modelled as if it
were chosen by institutional-free social planners. If
one wants to understand how policymaking actual-
ly occurs and how to move towards optimality, one
needs to acknowledge that, instead, economic poli-
cies are chosen by politicians, facing elections in
democracies or with other political constraints in
non-democracies. More specifically, and this brings
us closer to my specific topic: different electoral
systems may lead to different strategic interactions

amongst political agents, such as elected represen-
tatives, the voters, or party organizations.

Electoral rules and economic policy

One of the topics that has received much interest –
including in a previous CESifo Munich Lecture by
Guido Tabellini and in the book that followed by
Torsten Persson and Guido Tabellini (2003) – is the
effect of electoral institutions on economics outcomes.

Electoral systems vary a great deal across countries,
from a first-past-the-post majoritarian systems of
Britain to an almost fully proportional system in
Sweden and to proportionality with thresholds like
Germany. In a proportional system the fraction of
votes cast by the citizens for a party translates more
or less exactly to the same fraction of seats in the leg-
islation. In majoritarian systems this is not generally
the case, and there is a prize for winning the majori-
ty in a district or plurality, depending on the system.
Some of the implications of these differences are
clear: in a proportional system without thresholds
even very small parties can gain representation,1

while with thresholds very small parties are not
viable but it is still possible to have a multitude of
parties if they overcome the threshold. In general, in
majoritarian systems (and there are various types),
parties have an incentive to form blocs. Thus, majori-
tarian systems tend to produce blocs of two parties
or at least of two coalitions, the so-called Duverger’s
law. Whether or not such coalitions or blocs remain
stable or squabble after the election varies across
countries.We also have presidential systems in which
presidents are elected by the people, as in the US
and France, and hold substantial executive power,
while in other countries the president is elected by
parliament and holds either a purely ceremonial role
or some executive and procedural power.

The key question is: Do different electoral systems
and various voting rules have different effects on eco-
nomic policy in general and fiscal policy in particular? 

In the literature we can find a few answers, not all in
agreement with each other. According to the
Chicago School, electoral laws really do not matter
that much. Lobbying pressure will determine poli-
cies regardless of the details of electoral laws. What
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matters is lobbies’ abilities to gain voice in the polit-
ical arena and this has very little to do with the
details of the electoral law.2

According to the line of thought of the Cultural-

Social Capital School, what really matters is not the
institutions of the polity per se but deeper variables
like different cultures, various anthropological vari-
ables, measures of social capital and trust.
Economists are (re)discovering the importance of
culture in explaining attitudes towards the economy
and economic policy. While I am not aware of a
paper that directly tests the superiority of “culture”
versus “electoral institutions”, the argument is “in
the air” so to speak.3

For the Institutionalist School, electoral laws matter
because they affect the political equilibrium, the
nature and structure of party systems and therefore
it has profound effects on policies. A vast literature
in political science – the extensive work by Persson
and Tabellini (e.g. 2003), the work by Milesi-Ferretti,
Perotti and Rostagno (2001) and many others in eco-
nomics – holds this view.

My view is somewhere in between. It is true that lob-
bies can manoeuvre around the intricacies of elec-
toral laws to buy favours. It is also true that deeper
cultural and social variables are critical. However,
electoral rules are relevant. But the question is how
to disentangle their specific effect.

How can electoral rules matter?

Electoral rules affect the nature of party systems, the
composition of legislature and the relationship
between the executive and the legislature. Thus rules
can have an impact on economic policy through their
effect on the structure of parties. Here are a few
examples discussed in the literature:

i) Proportional electoral systems with large coali-
tion governments produce larger budget deficits
and have difficulties in promoting fiscal stabi-
lization.

ii) In proportional electoral systems social spending
is higher and the welfare systems more generous
because of more diffuse representation of vari-
ous groups.

iii) Presidential systems are more pro-active; they sta-
bilize sooner and spend less in social expenditures.

iv) In US cities different voting rules for electing
representatives affect racial minority representa-
tion and policies in that respect.

These are only a few examples of the effects of elec-
toral rules on policy outcomes, but there are many
others.The critical question, however, is the following:
how can electoral institutions be considered explana-
tory variables, i.e. “exogenous” variables in economic
jargon? After all they are chosen by individuals in dif-
ferent societies, they are not randomly assigned. So
why do different societies choose different rules? 

Let me begin by reviewing the arguments in favour
of treating electoral rules as “primitive”, exogenous
courses of economic polities.

Electoral laws are costly and complicated to change

This is correct, and this consideration would make it
reasonable to use electoral rules as explanatory vari-
ables (predetermined or exogenous) as an explana-
tion for economic policies and outcomes. However,
the original introduction of the electoral law may
reflect stable historical characteristics of a society
that may be correlated with what one wants to
explain with the electoral law. For example, we will
discuss below how differences in social policies in
the US and continental Europe stem from deeper
variables ingrained in history than from different
electoral rules, or to put it differently: the choice of
electoral rules depends on those variables.

In other words, even though electoral rules may be
relatively stable over time, they may still be correlat-
ed with other stable characteristics of a society, and
the latter may be the true explanatory variable.
Stability of electoral rules is not a completely valid
explanation for regarding them as exogenous.

In addition, electoral laws are not always so stable.
In the first half of the nineteenth century and with
the extension of the franchise, they changed fre-
quently. But even after this turbulent period, elec-
toral rules were not cast in stone. In fact, in some
cases electoral laws changed frequently. France
after World War I, Italy after 1990, and Eastern
Europe after democratization are some examples.
Many former communist countries started with
very proportional systems and then adjusted them
in a more majoritarian direction. Countries where

2 For a recent example of this argument, see C. Mulligan and X.
Sole I Martin (2004).
3 See however G. Tabellini (2005).



Communist parties were still dominant stayed with
majoritarian systems and then slowly moved
towards proportionality. In Latin America there
were several movements back and forth from dicta-
torships to democracies. Often the electoral laws
that are chosen depend upon the nature of the pre-
vious dictatorship. For instance, stringent term lim-
its in that region stem from the fear of a return of a
one-person dictatorial rule common in Latin Ame-
rica in the fairly recent past.

France underwent 12 reforms of electoral laws from
1870 to 1988. Virtually all of the reforms can be tied
to the desire of whoever was holding power to
increase its expected electoral benefits – at least the
perceived benefits. Here are a few examples. In
1945 a proportional system was adopted for fear of
too much concentration of power. Christian
Democrats and Conservatives were afraid of a
Communist victory. In 1951 there were some modi-
fications introduced to favour the parties then in
office. In 1958 a constitutional reform towards pres-
identialism instigated by de Gaulle tried to avoid
the problems of political deadlock caused by pro-
portional representation and too many parties. In
1985 the Socialists realized that the chances of
maintaining power in the National Assembly were
low so they returned to presidential rule to limit the
size of the defeat.

In fact, electoral laws do not change that often, but a
higher frequency of changes increases future fre-
quency of changes.Why? There are two reasons. One
is that if a constitution makes it too easy to change
electoral laws then it is relatively easy for a govern-
ment to change the rules in its favour. The second
reason is that the longer rules remain unchanged, the
more they acquire a status of “focal point” and of
“tradition” so that the reputational costs of a gov-
ernment trying to strategically manipulate them may
become quite high.

Risk aversion and unpredictability of results of

changes

For a ruling group to change laws one has to be sure
about the outcome. A high degree of uncertainty
about the effect of a rule change might lead to a sta-
tus quo bias and low frequency of change. Even
when the institutional costs of changing the laws are
relatively low, risk aversion about not knowing what
the result would be may lead parties to keep the law
unchanged. An example is Germany in 1947. After

the war and after the Nazi period there was much
uncertainty about the distribution of preferences
across the population, with considerable uncertainty
about which party would have benefited from alter-
native rules. The result of this uncertainty was pro-
portionality, corrected with a relatively high thresh-
old to avoid the Weimar problems of excess frag-
mentation. A majoritarian system would have pro-
duced a clear winner and a clear looser; risk aversion
coupled with a large uncertainty made this prospect
too risky for everyone.

Thus risk aversion may increase the stability of rules,
but as we discussed above stability is not a synonym
for being exogenous.

Role of former colonizers

Former colonies often adopted the electoral rules of
former colonizers. For example, India adopted a
majoritarian system and never moved to full propor-
tionality despite the fact that a religiously fractional-
ized society may be prone to adopt more propor-
tionality. In this case then to some extent electoral
rules are exogenous to the country in question
because they are imposed from above.

Obviously however, not all countries were colonies,
and in fact much of the work on the effect of elec-
toral rules on economic outcomes is on OECD coun-
tries that have never been colonies.

Who chooses electoral laws?

Let us assume that electoral laws matter in the sense
that they seem to be correlated with different politi-
cal equilibria and party structure. The next is the
chicken or the egg question: what causes what? Let
me explain with an example. Duverger’s law suggests
that in a first-past-the-post system only two parties
emerge in equilibrium. But perhaps in systems
where we only have two dominant parties they
choose a first-past-the-post system because such
choice is in their interest to reduce the competition
of smaller parties. Conversely, proportionality of
electoral rules creates many parties and a system
that is sometimes accused of not being capable of
delivering fast and pro-active legislation because of
the veto power of even small parties in ruling coali-
tions. But perhaps multiparty fragmented systems
reflect fragmentation of society, and proportional
systems are chosen precisely because it is the only
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way to grant representation to all groups and avoid
social conflict.

In a narrow sense one may argue that electoral sys-
tems derive from the desire of ruling elites and rul-
ing parties to maintain their power. So electoral rules
change if the ruling elites are threatened by changes
of conditions that require a change in electoral
rules to maintain power. An obvious example of
changes in conditions is the introduction of univer-
sal suffrage. As we discuss below the introduction
of universal suffrage often leads to a move towards
proportionality if the ruling elites feel that they
cannot control growing socialist parties and believe
that maintaining a majoritarian system might lead
to a socialist victory. On the other hand sometimes
proportional electoral systems are in the interests
of the socialists and they obtain them as a result of
strikes and street revolts despite the opposition of
ruling elites.

In general, history, distribution of power within soci-
ety of various ethnic and religious groups, distribu-
tion of income and culture are determinants of elec-
toral rules. All of these variables also determine pol-
icy preferences. Therefore the correlation between
electoral rules and policy outcome may be overstat-
ed or simply be the result of third factors. Also the
initial level of income inequality may affect the
choice of electoral systems. Even culture may mat-
ter. Certain cultures may have a preference for
broad participation rather than delegation, propor-
tionality versus majoritarianism.

Normative versus positive models

Extensive work on normative models of constitu-
tions considers the question of how constitutions
should be written behind a Rawlsian veil of igno-
rance. But in reality constitutions and electoral
reforms are not chosen behind a veil of ignorance.
Those who change the rules generally know who will
benefit or at least they can form expectations. In this
case electoral rules are chosen strategically to bene-
fit (or at least attempt to benefit) the ruling coali-
tion. There are of course some more or less egre-
gious examples. In Italy in 2005, a reform of the elec-
toral law was introduced immediately before the
election, allegedly to make the system more propor-
tional and, by doing so, minimizing the expected loss
of the ruling majority.The ruling coalition did indeed
lose, by a handful of votes, and because of some tech-

nicalities, even though they were well behind in the
polls. A case in the opposite direction was New
Zealand in 1997, which witnessed a move toward
proportionality (a German type model) as a result of
the recommendation of a technical, non-partisan
commission that ruled against the stated interests of
the two major parties.

These two examples suggest that one can certainly
not assume that changes in the electoral rule are dic-
tated by a welfare-maximizing social planner, nor
can they be thought of as being chosen behind a veil
of ignorance. But often ruling majorities do not have
a completely free hand in choosing the rules that
maximize their narrow interests. In fact in some
countries electoral rule can be changed only with
qualified majorities, which is a good check against
excessive manipulation by narrow-minded ruling
majorities.

Summing up and two examples

Electoral laws are not irrelevant as determinants of
political equilibria and economic policy, but treat-
ing them simply as given, not changeable and ex-
ogenous, can lead to seriously misleading results.
Especially if one is interested in long-run phenom-
ena like the size of the welfare state, the evolution
of minority protection in voting rights and the
structure of groups of society’s representation in
the polity, one has to keep the endogeneity of elec-
toral laws in mind.

So what is left for the student of electoral laws and
economic policy? Unfortunately what is left is a dif-
ficult task that cannot simply be to look at electoral
rules as exogenous and look at the correlation
between such rules and economic policy. One has to
go deeper. Here are two examples.

Example 1: The choice of proportionality and the

effects of proportionality on welfare spending

Solid empirical evidence suggests a strong correlation
between proportionality of electoral systems and the
level of social spending. This is one of the major
themes of the book by Persson and Tabellini (2003).

There is indeed a strong correlation between the
generosity of welfare systems and the level of social
spending as a fraction of GDP. However, in many
countries the introduction of proportionality has a



lot to do with the strength of Socialists and
Communist parties, which, of course, were also in
favour of generous welfare states. So proportionality
of the electoral system may be only an intermediate
variable, not the original cause

A prime example of this relationship is a compari-
son between the United States and Western conti-
nental Europe, an issue addressed in a book by Ed
Glaeser and myself (2004). In Europe proportional-
ity was introduced as a result of the increase in the
power of Marxist parties after World War I and II.
Two forces were at play. First growing socialist and
communist parties demanded representation in
post-World War I. Before the war only Belgium,
Finland, Portugal and Sweden had some form of
proportional representation. Between 1917 and
1920 Austria, Denmark, France, Germany, Italy and
the Netherlands adopted various forms of propor-
tional representation, often in the aftermath of left-
ist insurgencies. In some cases the leftist movements
were peaceful (Switzerland, Netherlands, Sweden in
1907), in others violent (Belgium, Italy, Germany).
In the latter case conservative forces had to acqui-
esce to the demands of the leftists who dominated
the streets. That is, from the point of view of maxi-
mization of electoral advantages, ruling elites would
have preferred a majoritarian system but the pres-
sure from the protesters and the weakened armies
after World War I made it impossible for the ruling
elites not to concede proportionality to semi-insur-
gent movements. Second, when Marxist parties were
very strong it was even in the interest of ruling par-
ties to introduce proportionality to avoid defeat.
This was the case, for example, in Italy and France in
the aftermath of World War II. In Sweden in 1909 at
the time of the extension of the franchise, the con-
servative party, being afraid of losing against radical
and socialist parties, changed the laws to create a
proportional system.

Thus, the reason why the US did not adopt a pro-
portional representation system is because of the
lack of pressure from a socialist movement in this
country, contrary to most countries in continental
Western Europe. In the US, communist parties were
weak and could not impose on ruling elites the
choice of proportional representation. It was indeed
debated, and in some cases adopted. The state of
Illinois adopted proportional representation in 1860.
In the first thirty years of the twentieth century sev-
eral cities, especially in Ohio, did the same. But it did
not catch on because with the extension of the fran-

chise it became clear that proportional representa-
tion would have allowed the election of blacks and
representatives of the small Socialist or even
Communist parties. In the south not only propor-
tional representation was not adopted after the abo-
lition of slavery but a variety of measures were intro-
duced to disenfranchise blacks.

Why didn’t the US have a strong communist party as
in European countries? This is a question that
already received attention by Engels, and later by
Sombart in the early twentieth century. In my book
with Ed Glaeser, mentioned above, we discuss in
detail several reasons. First is the role of racial frag-
mentation of the American working class. As
already recognized by Engels and Sombart, ethnic
diversity made it more difficult to develop a unified
and cohesive, working class sentiment in the US,
more so than in continental Europe and this made
it more difficult for communist organizers in the
US. The open frontier to the west allowed some
respite from the social tension in eastern US cities
and the countryside. The low density and high dis-
tances between cities made it more difficult for
communist movements to organize. Finally, much of
the communist uprising in Europe came after the
devastation of World Wars I and II. The US did not
suffer such devastation.

The bottom line is that the effect of proportional
representation on welfare policies needs to be
understood in the context of the deeper historical
and sociological variables that led at the same time
to the choice of proportional representation and,
amongst others, the preferences of society for wel-
fare policies achieved by the strength of socialist
movements.

Example 2: Fragmentation of society and fragmen-

tation of party systems

Multiparty systems (the result of proportional elec-
toral rules) may make policymaking more difficult
because of veto power, weak and unstable coalition
governments, etc. In particular, a large amount of
evidence shows that coalition governments have
more trouble reacting quickly to budget deficits and
often allow them to grow too much. A good example
stems from a comparison of the United Kingdom
and Italy in the 1970s and 1980s. Both countries went
through difficulties. But in the UK, despite the peri-
od of decline until the early 1980s, there were never
budget deficits of great significance. In Italy, with its
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at the time strict proportional system and multiparty
coalition governments, deficits accumulated such
that in the early 1990s the public debt to GDP ratio
was more than 120 percent.

Are multiparty systems thus responsible for budget
deficits? Perhaps, but multiparty systems may be the
results of fragmented societies, so it is really social
fragmentation that causes difficulties in policy mak-
ing not the fragmentation of party systems per se.

Should we expect more diverse societies (ethnically,
linguistically, religiously) to have more parties? This
is the message of work carried out on OECD coun-
tries by political scientists like Lijphart (1977). In
fact, if we imagine a constitutional assembly whose
goal is to have representation of all societal groups,
more fragmentation of the population will lead to a
choice of party structures that enables many groups
to feel represented and to the choice of an electoral
rule that allows many parties to be represented, i.e.
proportional rule.Therefore, multiparty systems and
electoral rules that allow the existence of many par-
ties are not the cause of policy inefficiencies; they
merely reflect the cleavages of society. In fragment-
ed societies it is difficult to make polices, regardless
of the nature of party systems.

Therefore it would be incorrect to conclude that
proportional representation and multiparty sys-
tems are responsible for the breakdown of policy
making, delays in reforms, etc. Multiparty systems
may be the product of fragmented societies. This
fragmentation is what ultimately determines the
policy failures discussed above. In fact, one may
make an even stronger argument: proportional
representation and a multiparty system may be
the only feasible plan for a fragmented and diverse
society. Alternative rules that do not allow broad
representation in these types of societies may be
even worse, leading to social conflict, tension, even
violence.

Whether or not multiethnic societies generate more
parties and more participation of various groups
depends on the nature of who writes the constitu-
tion and determines the distribution of power. If a
group (be it religious, ethnic or linguistic) is domi-
nant at the constitutional table, it may choose rules
that allow it to rule the country without opposition,
in the extreme eliminating democracy, in less
extreme cases choosing systems that do not allow
the non-ruling opposition to interfere. Aghion,

Alesina and Trebbi (2004) show that in a vast sam-
ple including all countries in the world, less pro-
tection of minority rights can be observed in so-
cieties with greater ethnic fragmentation, another
indication that constitutions are not chosen behind
a veil of ignorance. There is then a difference
between advanced democracies and autocracies. In
the former more diversity in society leads to more
proportionality, in the latter more diversity may
lead to one group seeking power at the expense of
the others.

Conclusions

The study of the effect of electoral law on party for-
mation and policy outcomes is complicated because
electoral laws are endogenous, i.e. they respond to
socio-political economic forces. Especially in a long-
run perspective and for cross-country comparisons,
seeing electoral laws as predetermined or exogenous
may lead to misleading results, and it is essential that
the evolution of laws is carefully considered. The
same applies to institutions more generally, not only
electoral laws.

Do institutions in general and electoral institutions
in particular evolve towards optimality? Douglass
North (1990) argues that they do, since an evolution-
ary principle, namely only wealth or utility-maximiz-
ing institutions, survives. However, he then argued
that transaction costs (which are often not well-spec-
ified) may interfere with the move towards optimal-
ity of institutional design. The arguments developed
here serve as a clarification of what these transaction
costs are. They are due to the fact that institutions
are chosen endogenously by groups of society that
have power and intend to keep it. These groups are
not maximizing optimality for society as a whole but
operate in their own self-interest.
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AN ECONOMIC THEORY OF

CONSTITUTIONAL CHOICE

DAVIDE TICCHI* AND

ANDREA VINDIGNI**

There is now a wide consensus among econo-
mists, political scientists and policy makers that

institutions play a role in fiscal policy outcomes and
economic growth. What is still unclear, or there is
less consensus about, is which institutions or cluster
of institutions matter most and how. Also partly
unanswered, in light of the recognition that institu-
tions are not “neutral” in terms of their economic
consequences, is why societies that are remarkably
similar in terms of many economic and political fun-
damentals (e.g. advanced industrial democracy)
choose very different political institutions, including
electoral laws and forms of government. In the fol-
lowing, we discuss why and how economic variables
can affect the choice of political institutions and, in
particular, the choice of a democratic constitution.

Our approach is innovative relative to the political
science literature, which has traditionally treated
political institutions as exogenous and predetermined
by historical and cultural factors. But our emphasis on
the endogeneity of constitutions is also relatively
unusual for the political economy of public finance. In
recent years, scholars working in this field have made
a large effort in trying to quantify the effects of vari-
ous political institutions on economic variables, but
usually relying on the implicit or explicit premise of
regarding institutions as exogenously given.

Classifying democratic constitutions

Democratic constitutions differ in many different
dimensions, and there are numerous features that

are important in shaping economic outcomes.A clas-

sification of democracies that has received a large

consensus in the political science literature and that

we have adopted in our research is the one intro-

duced by Arend Lijphart (Lijphart 1977), who dis-

tinguishes between majoritarian and consensual de-

mocracies. The model of majoritarian democracy, or

the Westminster model, is characterized by the fact

that political power tends to be concentrated in the

hands of a limited number of individuals. In consen-

sual democracies, political power is instead widely

shared and dispersed. There are various institutional

characteristics distinguishing the two democratic

models, but the most important difference is proba-

bly the electoral system. This is majoritarian (plural-

ity rule or first-past-the-post) in majoritarian democ-

racies and proportional in consensual democracies.

There are two other important features that distin-

guish these democratic systems and that are related

to the electoral law. One is the executive-legislative

relation. In majoritarian democracies, there is the

dominance of the executive over the legislative

power, while the power of these two political bodies

is more balanced in the consensual model. The other

feature has to do with the composition of govern-

ment. Majoritarian electoral rules generally lead to

the formation of a two-party system and the leader

of the largest party is also the prime minister. In con-

sensual democracies, by contrast, the proportional

electoral law favors the formation of a multi-party

system, and governments are generally the expres-

sion of coalitions between more parties with the con-

sequence that a greater variety of interests is repre-

sented. Among developed countries, the UK is prob-

ably the most representative example of majoritari-

an democracy, while the consensual model of democ-

racy is best represented by some Scandinavian and

Northern European countries. Many important insti-

tutional elements of the consensual model are also

shared by several other countries of Continental

Europe however.

There are three points that are worth emphasizing.

First, we need to clarify that the electoral rules are

generally not part of the written constitution. Never-

theless, as we can also see from the title of this

* Assistant Professor of Economics at the University of Urbino.
(davide.ticchi@uniurb.it)
** Assistant Professor of Politics at Princeton University. (vindig-
ni@princeton.edu)



“Forum”, it is common (or natural) in the academic
debate to consider the electoral system part of the
constitution of a country. The reason for this is well
explained by Myerson (1999, 672), who argues that
“Although many countries establish the electoral
systems by organic law outside their formal written
constitution, we consider the electoral system here
to be part of the constitutional structure, because it
is an essential element in the rules of the political
game that politicians must play to win power.”

Second, there are various elements that characterize
an electoral system. The literature has emphasized
three dimensions that are particularly important: the
district magnitude, the electoral formula and the ballot
structure. The district magnitude determines the frac-
tion of the legislature elected in a typical voting dis-
trict. The electoral formula defines how votes are
translated into seats. Under proportional representa-
tion (PR) the number of seats obtained by a party is
proportional to the total votes in each voting district,
while under majoritarian rule the elected representa-
tive in each district is the one that has obtained the
largest share of votes. The ballot structure defines how
voters cast their ballot in the range from single indi-
viduals to party lists. While these characteristics are
theoretically distinct, they are highly correlated in
practice. Majoritarian electoral systems generally have
voting for individual candidates in single-member dis-
tricts. Proportional electoral rules are instead charac-
terized by a system of party lists in large districts.

Third, another key feature of the constitution is the
form of government that, similarly to the electoral sys-
tem, is characterized by various dimensions. The dis-
tinction is generally made between parliamentary and
presidential regimes. In parliamentary systems, the
government is appointed by the elected assembly and
can therefore be dismissed by a vote of nonconfi-
dence. In presidential regimes, the president is elected
directly by citizens and he chooses the executive that
do not need the confidence of the parliament. Lijphart
(1999) and Linz (1994) argue that presidential govern-
ments as such are inherently an expression of majori-
tarian democracy as presidential elections are winner-
takes-all in nature and all the executive power is con-
centrated in the hands of one single person. This is a
point that we will discuss at greater length below.

The effects of electoral rules and other constitution-
al features on fiscal policy outcomes have been stud-
ied extensively in the economic and political science
literature. Some examples include, among many oth-

ers, Lijphart (1977, 1999), Austen-Smith and Banks
(1988), Myerson (1993, 1999), Persson and Tabellini
(1999, 2000), Persson, Roland and Tabellini (1997,
2000), Austen-Smith (2000), Lizzeri and Persico
(2001) and Milesi-Ferretti, Perotti and Rostagno
(2002). These papers find that proportional electoral
systems should be associated with the provision of
more public goods, larger and more universalistic
welfare programs, and a larger overall size of gov-
ernment. The results are similar for presidential
regimes that should have less provision of public
goods and a smaller size of government than parlia-
mentary systems.

The analysis of the economic effects of constitutions
has taken the constitution as given. But if constitu-
tional provisions affect fiscal policy outcomes, and
therefore the welfare of citizens, then citizens will
have preferences over these institutions and will vote
accordingly when the constitution is chosen. In other words,
constitutions should be regarded as endogenous. Our
research presented in the paper “Endogenous Con-
stitutions” (2005a, first draft in 2002), makes exactly this
point by linking the constitutional choice to the distribution
of income of the society. Our argument can be summarized
as follows. As we said, the theoretical and empirical litera-
ture finds that various constitutional features shape fiscal
policies. We know that fiscal policies in turn affect, over
time, the distribution of income. This implies that the con-
stitution is an important determinant of income inequality.
But then, should not we expect that income inequality itself
affects the selection of the constitution? In our paper, we
pose and address precisely this question, and show why and
how income inequality can be a determinant of the consti-
tution adopted. In particular, the main result of our eco-
nomic theory of constitutional choice is that a majoritarian
constitution is more likely to be chosen when the degree of
income inequality is relatively high, while consensual
democracy is more likely to be adopted by relatively more
homogeneous societies.

A new approach for explaining constitutional
choice

In Ticchi and Vindigni (2005a), we present a model
with three groups of individuals that differ in their
pre-tax income level and that we define as the rich,
the middle class and the poor.There are three group-
specific public goods, i.e. each class has its own pre-
ferred public good and does not derive utility from
the public good preferred by the other classes. The
public goods are provided by the government that
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finances them with a flat tax rate. This allows the
group(s) in power to target the redistribution to its
(their) advantage. Individuals in each class are per-
fectly homogenous, no one group has an absolute
majority and the middle class is the largest group.We
have also used the citizen-candidate framework,
where politicians cannot make a credible commit-
ment to implement policies different from their pre-
ferred one once elected.

We model majoritarian democracy as a system
where fiscal policy is chosen by a leader elected di-
rectly by the people from a list of citizen-candidates
participating in the election with a majoritarian elec-
toral system. We think this model accurately repre-
sents parliamentary systems with a majoritarian
electoral rule as well as presidential regimes charac-
terized by relatively powerful presidents. In the first
case, assuming the existence of a parliament whose
members are elected in single-candidate districts, as
in the UK, this would lead to the same political equi-
librium as long as the distribution of agents across
districts is similar to that of the whole country. In the
case of presidential regimes, there are two possibili-
ties. One is where the legislative assembly is elected
with a majoritarian electoral law as in the US. Given
that president and assembly are elected with the
same electoral rule, they should be expected to have
similar fiscal policy preferences. Therefore, indepen-
dently of the relative power of the two bodies, these
democracies are clearly majoritarian. If instead the
legislative assembly is elected with a proportional
electoral system, then understanding the powers of
the president becomes important for classifying the
democracy as majoritarian or consensual.The typical
example of presidential regimes with PR are the
Latin American countries. These countries are gen-
erally characterized by a relatively powerful presi-
dent that plays a very important role in the legisla-
tive process, and that is often also in a dominant
position with respect to the legislature. In this case,
as argued by Lijphart and Linz, these countries are
examples of majoritarian democracies. In an exten-
sion of our model (Ticchi and Vindigni 2005b), we
show that the equilibrium obtained in our model of
majoritarian democracy is very close to one generat-
ed by an institutional framework where fiscal policy
is the outcome of bargaining between a president
and an assembly elected with PR. In other words, our
finding is that what matters for fiscal policy out-
comes in presidential regimes with PR is the (majori-
tarian) electoral law employed in the presidential
election.

The result of our model of majoritarian democracy is
that the winner is a rich citizen-candidate and, there-
fore, that the fiscal policy implemented is relatively
conservative. The idea behind this result is that each
candidate will implement her preferred policy once
elected, as there is no possibility of making credible
commitments. The rich, have an advantage over the
other two groups, and will get elected, because their
optimal fiscal policy is characterized by the lowest
taxation. This makes possible that in two-candidate
contests between the rich and another group, the
rich always win. In other words, in a majoritarian
democracy the rich enjoy an advantage over the
other classes as a result of the interaction of their rel-
ative fiscal conservatism and the majoritarian elec-
toral law.

As mentioned above, consensual democracies are
characterized by coalition governments that are the
outcome of a legislative bargaining process among
the members of a parliament appointed with a pro-
portional electoral law. In our model, we obtain the
result that government coalitions depend on the dis-
tribution of income. If income inequality is low, the
government will be composed of a coalition between
the middle class and the poor (center-left) while the
coalition will be between the middle class and the
rich (center-right) when income inequality is rela-
tively high. The explanation for this result is that
when inequality is high and there are a lot of poor
people, they are relatively strong, and the middle
class will have to develop a policy that favors the
poor if it wants this class to accept a coalition gov-
ernment offer. Hence, the middle class will prefer a
coalition with the rich who are “cheaper to buy”
because they are weaker and fear that the poor will
gain more power. The opposite occurs when income
inequality is low.

We also obtain the result that a government coali-
tion between the middle class and the poor taxes and
redistributes more than a coalition between the mid-
dle class and the rich, which in turn sets higher taxes
than a government comprising the rich only (i.e. the
tax rate set in majoritarian democracy).These results
are in line with the findings of the empirical litera-
ture and with the results of other theoretical models.
The mechanism leading to this conclusion is com-
pletely new, however. In the traditional literature,
consensual democracies tax and spend more than
majoritarian ones because of the common pool
problem that characterizes coalition governments. In
our work, there is no common pool and, other things



being equal, a government coalition should tax and
spend less than a single party government. The rea-
son is that the higher the number of parties in the
government the lower is the amount for each unit of
taxation that each party appropriates through the
provision of the group-specific public good. How-
ever, in our model there is another effect moving in
the opposite direction. The classes in power in a con-
sensual democracy (middle class-poor or middle
class-rich) are on average poorer than the class
(rich) in power in majoritarian democracy. A mini-
mum degree of income inequality is enough for this
latter effect to dominate over the former.

When individuals choose the constitution, they will
consider their welfare under the two different consti-
tutional frameworks and will vote accordingly. Notice
that we assume that individuals do not choose institu-
tions behind a Rawlsian veil of ignorance, but are
fully informed of both their preferences and their
economic status. We regard this assumption as much
more plausible, since in practice the framers of consti-
tutions are always concrete individuals who are well
aware of their own status and interests. The result we
obtain is that a society with a relatively high income
inequality prefers a majoritarian constitution, while
consensual democracy is chosen when there is less
inequality. In fact, the rich always prefer the majori-
tarian system because they are always in power, and
the middle class always prefers the consensual model
because they are always part of the government coali-
tion and the poor end up being the swing voters.
When there is a low level of inequality in income dis-
tribution, they prefer a consensual democracy
because they will be part of the government coalition.
When inequality is higher, the poor prefer the majori-
tarian system as they know that in consensual democ-
racy they would not be part of the ruling coalition,
and this means that they would pay higher taxes with-
out receiving their preferred public good.

Our economic theory of constitutional choice has
also three interesting results. First, it helps explain
the persistency of constitutions. High inequality
leads to the choice of a majoritarian constitution
which limits the amount of income redistribution.
This leaves inequality high and the society will con-
tinue to prefer a majoritarian institutional setting.
The opposite happens when income inequality is
low. Second, there is a selection bias in the composi-
tion of the government coalitions. Consensual
democracies should be expected to be ruled more
often by center-left coalitions, more willing to tax

and redistribute income, while the more fiscally con-
servative right should have an advantage under
majoritarian constitutions. Third, the relationship
between income inequality and redistribution
obtained by our theory is not as positive as suggested
by the median voter theorem. In particular, this can
be absent or negative as inequality not only affects fis-
cal policy in a nonlinear way for a given constitution,
but it also influences the choice of the constitution
itself with more inequality favoring the choice of the
constitution (the majoritarian one) that leads to lower
income redistribution. This result is consistent with
the existing empirical evidence (e.g., Perotti 1996)
that, contrary to what is predicted by the median
voter theorem, finds a negative or no relationship
between income redistribution and income inequality.

Empirical tests

The predictions of our theory of constitutional
choice regarding fiscal policy outcomes are consis-
tent with the theoretical and empirical findings in
the literature. However, the main and new result of
our model is that constitutions are endogenous and
that more income inequality should favor the adop-
tion of a majoritarian constitution. But, is there evi-
dence supporting our theory? To answer this ques-
tion, we have addressed the problem from an econo-
metric and a historical point of view.1

The main problem in an econometric analysis that
tries to estimate the effect of income inequality on
the probability of adopting a certain constitution is
that inequality is endogenous, as it depends on the
constitution itself. The endogeneity issue is also
problematic because there does not seem to be (at
least we were not able to find one!) a valid instru-
ment for the inequality of income distribution in our
framework. To avoid problems of endogeneity, we
have therefore tested our theory by analyzing the
relationship between the type of constitution adopt-
ed and the income inequality of the country at the

time, or before, the adoption of the current constitu-

tion. This test was performed through a cross-sec-
tional analysis because, as predicted by our model,
constitutional reforms are rare events, and there are
not enough changes in constitutions to allow us to
perform a panel data analysis.2
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We have constructed our dataset starting from that
one compiled by Persson and Tabellini (2003) to ana-
lyze the economic effects of constitutions. This
dataset contains 85 countries selected on the base
that they can be classified as free or partly free
democracies for the period 1990–98.As a measure of
income inequality, we have used the Gini index
extracted from the dataset compiled by Deininger
and Squire (1996).

Finally we have obtained a sample of 57 democracies
and a sub-sample of 31 parliamentary democracies.
In the sample of parliamentary democracies, majori-
tarian systems have an average inequality of
10 points higher than consensual ones and this dif-
ference is statistically significant at the 1 percent
level.3 The unconditional correlation between the
Gini coefficient and a majoritarian electoral system
is 0.485. The results of logit regressions, where we
condition the relationship between income inequali-
ty and the type of constitution for different variables
that may potentially affect the choice of the consti-
tution, show that an increase of one point in the Gini
coefficient increases the probability of adopting a
majoritarian system by 3 percent. The results are
similar when we consider the whole sample. The
obtained estimates are large numbers, suggesting
that the impact of income inequality on the choice of
constitution has not only the sign predicted by our
theory but it is also quantitatively important.

Summary and open questions

In sum the conclusion of our theoretical and empir-
ical work is that income inequality is a determinant
of the constitution of a country. This has important
implications for any empirical analysis that aims at
estimating the effect of constitutional features on
economic outcomes. In fact, most works that
attempt to do this (based on cross-country analysis
because, as we said before, constitutional reforms
are rare) do not take into consideration that the
selection of a certain constitution is not random (as
our theory shows). Countries with a different con-
stitution also differ in many other characteristics
(e.g. income inequality) that affect fiscal policy out-
comes. Therefore, an empirical work that does not

tackle this issue obtains estimates that cannot be
interpreted as the causal effect of the constitution
on fiscal policy.

Persson and Tabellini (2003, 2004) is, to best of our
knowledge, the only work that attempts to cope with
the endogeneity issue in order to estimate causal
effects of constitutional provisions, such as the elec-
toral rules and the form of government, on fiscal pol-
icy outcomes.4 They perform an IV estimate, using as
instruments for the constitution selection, three con-
stitutional dating variables, two language indicators
and latitude, while controlling for other cultural and
geographic variables as ethno-linguistic fractional-
ization.5 They obtain that the effect of the electoral
rules and the form of government is important and
in line with the findings of the empirical and theo-
retical literature. Acemoglu (2005) argues, however,
that there are various reasons why Persson and
Tabellini’s identification strategy is unconvincing
and concludes that their estimates can only repre-
sent robust correlations between the form of gov-
ernment and electoral system with various measures
of economic and fiscal policy outcomes. Therefore,
the effect of constitutions on economic outcomes is
still an open issue.

Future research in this field will therefore have to
find a way to measure the causal effects of constitu-
tional features on economic outcomes. Our theory of
constitutional choice is a contribution to this strand
of literature suggesting the existence of economic
fundamentals (such as income inequality) that affect
fiscal policy outcomes directly, as well as indirectly
through the effect on the type of constitution adopt-
ed and that, at the same time, are affected by the fis-
cal policies implemented. This kind of endogeneity
makes the empirical analysis particularly challeng-
ing, especially because we can rely only on few cases
where the constitution has been changed, but this is
an effort that, we think is worth pursuing.
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STORABLE VOTES: GIVING

VOICE TO MINORITY

PREFERENCES WITHOUT

SACRIFICING EFFICIENCY*
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The principle of majority rule is the foundation of
democratic constitutions, but provides an imme-

diate and fundamental challenge to the legitimacy of
any government that the constitution empowers: the
risk of excluding minority groups from representation.
At least since Madison, Mill, and Tocqueville, political
thinkers have argued that a necessary condition for
the legitimacy of a democratic system is for no group
with socially acceptable goals to be disenfranchised. In
the history of constitutional law, ensuring fair repre-
sentation to each group is seen as the crucial second
step in the evolution of democratic institutions, after
granting the franchise: once all individuals are guaran-
teed the right to participate in the political process, the
problem remains how to assign appropriate weights to
each group’s political interest. The core of the difficul-
ty is that the two goals seem inherently contradictory.

One remedy is recourse to the judiciary system: basic
rights can be guaranteed in the fundamental laws of
the country, and the courts can be appealed to when
such rights are imperiled. But protecting a political
minority when its rights are threatened does not
address the subtler problem of ensuring that its pref-
erences are sufficiently represented. For this, the cor-

rect design of political institutions is required. In our
work, we approach the problem from the perspec-
tive of voting theory, and propose a simple voting
mechanism that, without violating the basic principle
of “one-person one-vote”, allows the minority to win
occasionally. The mechanism is not based on super-
majorities, avoiding the costs of inertia and ineffi-
ciency they can entail, nor on geographical parti-
tions, with the inevitable arbitrariness and instability
of redistricting. In addition, although the mecha-
nism’s main property is its ability to protect minori-
ties, and thus to increase fairness and legitimacy, it
does so without sacrificing efficiency.

A simple example will make our words more trans-
parent, but precision is important and we must begin
with some definitions. We define a minority as a
clearly identifiable group characterized by two fea-
tures: first, a small relative size; second, preferences
that are systematically different from the prefer-
ences of the majority. Thus, a minority in our discus-
sion is a political minority, which may, but need not,
correspond to a minority according to racial, ethnic,
religious or other types of non-political group iden-
tity. In terms of political decisions, what matters are
the coherent and idiosyncratic policy preferences of
the group, independent of the source of its identity.
Consider then the following example.

A polity comprised of 100 citizens has two (political)
groups, with 55 members in Group A and 45 in
group B. Three proposals are being considered. All
citizens in group A have identical preferences and
strictly prefer to pass all proposals; all citizens in
group B have identical preferences and strictly pre-
fer the status quo on all three issues. Thus, group B
fits our definition of a minority. Suppose that the
utility each citizen receives from each alternative is
as given in Table 1, with the utility of the less pre-
ferred option normalized to 0.
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Table 1

Issue UA(pass) UA(sq) UB(pass) UB(sq) 

1 3 0 0 1 
2 2 0 0 2 
3 1 0 0 3 



Note that the intensity of preferences varies across
the issues. That is, some issues are “more important”
to one group than to the other group – issue 1 is
important to group A but not to group B, and issue 3
is important to group B but not to group A.

Now consider what would happen with simple
majority rule when issues are decided independent-
ly: since group A has a majority, all three proposals
pass. Indeed, as long as preferences are perfectly cor-
related within groups, then even if there were a mil-
lion different issues, group A would always have a
majority on all issues, so the B citizens are effective-
ly disenfranchised – the outcome is exactly the same
as it would be in a political system where only A cit-
izens were allowed to vote.

Why is this situation undesirable? First, a formally
open franchise is meaningless if the outcomes are
equivalent to what would arise if political access
were denied to one of the groups. If one considers
outcomes as well as process, then equity considera-
tions demand that political minorities be able to win
on at least some issues. Moreover, from a purely util-
itarian standpoint, the outcomes described above are
socially inefficient according to widely accepted wel-
fare criteria. In our example, if each individual is
treated equally and decisions are evaluated ex ante,
before membership into the groups is known, the
status quo should prevail on issue 3. Thus letting the
majority prevail on all issues has costs both in terms
of equity and in terms of ex ante efficiency: the equi-
ty problem stems from the existence of a smaller
group whose members’ preferences are systemati-

cally opposed to the members of the larger group;
the efficiency problem stems from differences in the
intensity of preferences of the two groups. This fail-
ure of simple majority rule is often referred to as
“the tyranny of the majority”.1

How can the failure be avoided, or at least mitigat-
ed? An immediate answer may be that, in practice,
vote trading and logrolling schemes produce out-
comes responsive to different intensities of prefer-
ences and thereby improve efficiency: members of
one group could trade their vote on one issue in
exchange for votes on other issues. But in our simple
example, vote trading and logrolling by itself will not

change the outcomes: citizens in group A already
win on all issues, so B members have nothing to
trade. An explicit institution “re-enfranchising” the
minority is necessary.

But note that this institution cannot be a superma-
jority or unanimity requirement for passing any pro-
posal: it would result in maintaining the status quo in
all issues, an outcome that is worse than simple
majority voting on both equity and efficiency
grounds. Any solution must deviate from issue-by-
issue simple majority voting.

Consider then endowing every voter with an initial
stock of votes, and rather than requiring voters to
cast exactly one vote on each issue, allowing them to
lump their votes together, casting “heavier” votes on
some issues and “lighter” votes on other issues. It is
this voting mechanism, called storable votes, that we
study in our work. If decisions are made according to
the majority of votes cast (as opposed to the majori-
ty of voters), storable votes allow the minority to win
some of the time, and in particular, to win when its
preferences are most intense. And because the
majority generally holds more votes, it is in a posi-
tion to overrule the minority if it cares to do so: the
minority can win only those issues over which its
strength of preferences is high and, at the same time,
the majority’s preference intensity is weak. But these
are exactly the issues where the minority “should”
win from an efficiency viewpoint: the equity gains

resulting from the possibility of occasional minori-

ty’s victory need not come at a cost to aggregate effi-

ciency. Nor does the representation of minority’s
preferences come at the expense of the equal treat-
ment of all voters: all individuals are granted the
same number of votes and all votes count equally.2

Thus the scheme need not be redesigned if the size,
or the very existence, of the minority changes.

In fact, even without systematically opposed prefer-
ences, the use of storable votes can increase efficien-
cy in symmetrical voting environments, where no
systematic minority exists.3 When a voter bunches
his votes on his highest intensity issues, the probabil-
ity of obtaining his desired outcome shifts away from
decisions that matter little to that voter and towards
decisions that matter more, with positive welfare
consequences. The value of a storable votes mecha-
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1 Nothing fundamental depends on all citizens in a group having
the same intensity of preferences on every issue, or even on the
direction of preferences within the group being perfectly correlat-
ed. The same problem exists with imperfect correlation and het-
erogeneity of intensities within groups.

2 Many variations that we have not studied are also possible, includ-
ing the granting of different numbers of votes to different individuals.
3 Casella (2005).
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nism in the presences of minorities is even more
compelling because, in addition to the efficiency
gains, it addresses fundamental considerations of
equity and legitimacy.

An existing voting system that resembles storable
votes is cumulative voting, a mechanism used in
multi-candidate elections. It grants each voter a bud-
get of votes, with the proviso that the votes can be
spread or concentrated on as many or as few of the
candidates as the voter wishes.The winner is the can-
didate who receives the most votes. In the United
States, cumulative voting is used commonly in cor-
porate elections, with the explicit goal of making it
possible for minority shareholders to elect members
to the board of directors (Williams 1951). In political
elections, cumulative voting was used from 1870 to
1980 to elect representatives to the state House in
Illinois; has been advocated more generally for the
protection of minority rights (Guinier 1994) and has
been imposed by the courts to redress violations of
fair representation in local elections (Issacharoff,
Karlan and Pildes 2002). There is evidence – theo-
retical (Cox 1990), experimental (Gerber, Morton
and Rietz 1998), and empirical (Pildes and Do-
noghue 1995, Bowler, Donovan and Brockington
2003) – that cumulative voting does indeed help
minorities.4 The storable votes mechanism differs
from cumulative voting because it applies to a col-
lection of independent binary decisions – a series of
proposals, each of which can pass or fail – as opposed
to a single multi-candidate election, but the motiva-
tion is similar.

Experimental evidence

The desirable properties of storable votes are features
of the equilibrium of the resulting voting game: they
emerge if every voter chooses the correct number of
votes, given what he rationally expects others to do.
But could the outcome be much worse if voters made
mistakes? This is an appropriate concern here because
the storable votes game is quite complex: voters need
to trade-off the different probabilities of casting the
pivotal vote along the full logical tree of possible sce-
narios, a task further complicated by coordination
problems within the two groups, and multiple equilib-
ria. If actual voters were confronted with the problem,
what type of decisions would they make? 

To answer this question, in 2004 and 2005 we ran a
number of laboratory experiments at Caltech,
UCLA and Princeton University where subjects
recruited from campus were asked to vote over a
sequence of elections in five-person committees,
with storable votes. In each experimental session, a
committee faced two consecutive proposals. Three
members of the committee (the majority group)
earned a monetary reward whenever a proposal
failed; two others (the minority group) if it passed.
The composition of the two groups was constant
over the two proposals, mimicking a systematic
minority that would always lose with simple majori-
ty voting.

Immediately before each proposal was voted on,
each voter was assigned a random value between
1 and 100 which translated directly into the mone-
tary reward, inducing a voter’s intensity of prefer-
ence, as in the theoretical model.5 Although group
membership was known to everyone in the group,
the intensities were private information. We consid-
ered two treatments regarding the distribution of
preference intensity within a group, representing
stronger or weaker group cohesion.

In the first case, as in the example in Table 1, all mem-
bers of a group had identical intensity and agreed not
only on the preferred direction of the proposal, but
also on priorities across the two proposals. We called
this treatment C, as in “correlated intensities”. In the
second case, intensities were drawn independently,
and members of a group agreed on the direction of
preferences but not necessarily on the strength of
their preferences. We called this treatment B, the
“base” treatment. In both cases, intensities were inde-
pendent across groups, so members of one group were
uncertain about the intensities in the other group.
Everyone was always informed of the statistical
process by which intensities were assigned.

Each subject had one standard vote to cast over
each proposal and a total of two bonus votes to
spend as desired, either dividing them over the two
proposals or cumulating both over a single propos-
al. The outcome was determined by majority rule,
with ties broken randomly. After each round of two
proposals, another round started with two new pro-
posals and a new endowment of bonus votes, and
intensities were reassigned. This was repeated for

4 There is even a blog on cumulative voting:
http://www.fairvote.org. 5 See Smith (1976) for an explanation of induced value theory.



15 to 30 rounds. We ran 11 experimental sessions
with a total of 167 students.6

In both treatments, theory predicts that minority
members should always cumulate their bonus votes
on a single proposal: on the first proposal if the inten-
sity attached to it is at least 50, and on the second oth-
erwise. The threshold is 50 because 50 is the expected
intensity over the second proposal. The same is true
for a majority member in treatment B. However, in
treatment C the equilibrium has the majority collec-
tively casting 5 votes on the first proposal if its inten-
sity is below 50, and 7 otherwise. Since neither 5 nor 7
is divisible by 3, there is no simple symmetric individ-
ual strategy that produces this total: different majori-
ty voters must use different strategies, a difficult coor-
dination problem. To see whether the coordination
problem affected the results, we designed two varia-
tions of the C treatment: in one we allowed subjects to
chat electronically with other members of their own
group; in the second, we let a single subject represent
an entire group, and thus rephrased the game as tak-
ing place between two voters only, with asymmetrical
voting power and preferences.

The key intuitive property of rational voting behav-
ior with storable votes is evident: the number of
votes cast on a proposal increases monotonically in
intensity.This applies to each individual voter in case
B of our experiment, and to the group as a whole in
case C. As we said earlier, this property is quite gen-
eral and is the main reason why storable votes have
good efficiency properties: by casting more votes
when they care more, voters are more likely to have
their way when it matters most.

Table 2 reports the equilibrium outcomes predicted
by theory with the parameterization we used in the
experiment. The first two rows report the equilibri-
um expected frequency of minority victories, and the
fully efficient frequency, respectively. The third and
fourth rows give the expected share of payoffs for
minority versus majority members, in equilibrium
and with full efficiency respectively.7 The last two
rows describe theoretical gain from storable votes
over simply majority rule.8

In treatment C in equilibrium the minority is expect-

ed to win one quarter of the time; this is less than

efficiency recommends, but obviously much more

than with simple majority voting (when, by defini-

tion, the minority always loses). Similarly, again in

treatment C, in equilibrium a minority member is

expected to have a payoff that is just below 40 per-

cent of a majority member’s payoff; efficiency rec-

ommends a larger share (just above 50 percent), but

again, the payoff is zero with majority voting. In

treatment C, storable votes are not only more

responsive to minorities but sensibly more efficient;

in treatment B, storable votes may come with some

efficiency losses, as they do in this case, but the loss-

es are small in magnitude.

How closely did laboratory behavior conform to

these theoretical predictions? The following figure

summarizes the results. The three panels match the

rows in Table 2. The left panel reports the realized

share of minority victories in the experiments (verti-

cal axis), against the share that would have been

observed, given the experimental intensity draws, if

all subjects had played equilibrium strategies (hori-

zontal axis). Each point corresponds to an experi-

mental session; the light blue points refer to treat-

ment B; the smaller purple points to treatment C, the

larger purple points to treatment C with intra-group

communication, and the yellow points to treatment

C when a single subject represented an entire group.

If all points were on the 45 degree line, observed out-

comes would match the theory perfectly; distance

from the 45 degree line represents deviations from

the theory. The exact coordinates of the different

points allow us to evaluate the results quantitatively,

relative to Table 2, and to identify any treatment

effects. The center panel reports the share of the

aggregate minority payoff to the aggregate majority

payoff, again plotting the laboratory outcomes (ver-

tical axis) against equilibrium predictions (horizon-

tal axis). The right panel graphs the total payoff in

each experimental session against the total payoff

under simple majority rule (i.e., when majority group
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6 In each session, multiple committees were run in parallel, with
random rematching of subjects into committees after each 2-pro-
posal round.
7 Full efficiency is defined here as deciding in favor of the group
with higher total intensity. It guarantees to the committee as a
whole the maximum aggregate payoff the committee could
achieve.
8 The percentage surplus measures are normalized so that full effi-
ciency is 100 and the surplus from random committee decisions is 0.

Table 2

Treatment C B 

% min wins, sv 25 19 
% min wins, efficiency 33 22 

% (min/maj) payoff, sv 38 26 
% (min/maj) payoff, efficiency 52 35 

% surplus sv 60 71 
% surplus majority voting 53 75 
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always wins), both expressed as percentage of poten-
tial surplus.9

The main conclusions from the experiment are clear.
First, observed outcomes were close to equilibrium
predictions: although not to the full extent predicted
by theory, the minority nevertheless wins a substantial
fraction of the times and a substantial share of the
payoff.10 The experiment confirms the potential of
storable votes to empower minorities. Second, the
results reflected treatment effects consistent with the-
ory: in particular, the two light blue circles are below
the other points in the diagrams, suggesting that cohe-
sive minorities with correlated intensities will benefit
the most from storable votes. Similarly, efficiency rel-
ative to majority voting rose in the simple C treat-

ments (the three purple dots above the 45 degree line
in the third panel), and fell slightly in the B treat-
ments (light blue). Third, contrary to our expecta-
tions, efficiency fell in the two modifications of the C
treatment that we had designed to improve coordina-
tion, the yellow dots and the two large purple dots.

Finally, an examination of individual voting behav-
ior reveals that voters did use responsive strategies,
casting more votes when intensity was higher.11

While bonus-vote choices were generally monoton-
ic in intensity, observed behavior was not perfectly
consistent with the equilibrium strategies: minority
members did not always respect the threshold of 50,
and occasionally split their bonus votes over the
two proposals for intermediate intensities; majority
members were particularly likely to split their
votes, even in treatment B, and predictably found
the group equilibrium strategy in treatment C very
difficult. Nevertheless, the monotonicity of voting
behavior was sufficient to produce committee out-
comes very similar to equilibrium outcomes. Other
experiments with storable votes in symmetric envi-
ronments (Casella, Gelman and Palfrey 2006) cor-
roborate this finding, indicating a robustness to
small departures from equilibrium behavior that we
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9 The point denoted by a darker and larger blue circle refers to a
session of the B treatment run, as a robustness check, with nine vot-
ers, with group sizes 5 and 4. As theory predicts, the observed
minority win rate and the relative minority payoff were greater
than in the 3–2 committees.
10 The points in the first two panels are disproportionately below
the 45 degree line, probably because strategic mistakes are much
more costly for the minority than the majority.
11 A full discussion of subjects’ strategies can be found in Casella,
Palfrey and Riezman (2007).



see as an encouraging sign of the practical viability
of the mechanism.

Conclusion

Our theoretical work suggests that storable votes
can be an effective and reasonably efficient way to
enfranchise minority voters. Laboratory experiments
confirm that the mechanism works in practice. Many
questions remain open about the applicability of the
mechanism to less stylized environments, but at this
stage the idea appears promising.
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SOME REFLECTIONS ON THE

EFFICIENCY AND

EFFECTIVENESS OF MULTI-
JURISDICTIONAL ANTITRUST

ENFORCEMENT IN EUROPE

PATRICK VAN CAYSEELE* 

One of the least questioned areas of government
intervention is undoubtedly competition policy.1

Going back to the Sherman Act in 1890 in the US
and the European Economic Community Treaty
nearly 50 years ago, competition policies have a
long-standing tradition in economic life on both
sides of the Atlantic. But in Europe recent decades
have led to an even larger deployment of resources
in the area of antitrust enforcement as a result of the
devolution of some of the activity from the
European Community to the level of the member
states. In this period, the so-called “national compe-
tition authorities” (NCAs) were either started or
have increased their effectiveness, whereas the
above-mentioned devolution did not reduce the
scope of the European competition authority.
Overall, this has lead to an increase in resources
devoted to antitrust monitoring.

This brings up a different but related issue: even if
the welfare-enhancing effects of optimal competi-
tion policies are understood and accepted, the ques-
tion now is whether the resources allocated to these
policies are deployed in an effective and efficient
manner. Especially on the European scene, with its
fragmented multi-jurisdictional enforcement, it is
possible that several impediments to an optimal
organization of competition policies exist. If that is
the case, it is conceivable that real world competition
policies in Europe do not deliver the welfare
improvements that their blueprint design intended.

This contribution explores how effective and effi-
cient some of the national competition authorities
operate by reporting on recent research that has
focused on particular aspects of this general ques-
tion. Needless to say, given the absence of relevant

research findings some aspects that are possibly
problematic for the effectiveness and efficiency of
policy will not be elaborated in detail. Also the cov-
erage of countries in which effectiveness and effi-
ciency could be investigated has been limited.
Instead, we focus on small open economies, in par-
ticular Belgium and The Netherlands, for a variety of
reasons such as the closeness to actual policy-making
as a member of the authority, the research done on
these countries and recent availability of official
audit reports on both the Belgian and Dutch
antitrust authorities.

Multi-jurisdictional antitrust enforcement

The challenges to a multi-jurisdictional organization
of competition policy are many, and outnumber the
obvious advantages. In the area of merger review, it
is immediately clear that a cross-border operation
not handled by the EU has to be cleared by at least
two competition authorities. This leads to:

– duplication of administrative costs, both for the
companies involved and society as a whole;

– too strict enforcement of merger regulation and
errors of type II.2

Both points deserve further explanation. It is not hard
to see that preparing a file for two competition author-
ities requires more effort than for one. The additional
red tape costs for the company are probably some-
what less than double when preparing the file for the
second authority.3 But the administrative cost for gov-
ernment is not less, since it is simply not possible to
rely on decisions taken by a foreign authority, given
the difference in the objective function.4

In small open economies such as Belgium and the
Netherlands, this has led to the criticism that it is not

* Professor of economics at the Katholieke Universiteit Leuven,
Belgium, and the Universiteit van Amsterdam, The Netherlands.
(Patrick.VanCayseele@econ.kuleuven.be)

1 An opposing view is given in Crandell and Winston (2003). This
viewpoint is contested in turn, by Connor (2004) and others.
2 These include the disapproval of a merger that is welfare-enhanc-
ing, as opposed to errors of type I, which occur when a merger that
reduces welfare is not blocked by the authority. This point was
already raised by Evenett (2006).
3 One could say there are economies of scale in reducing addition-
al authorities, given that a substantial element of costs is data gath-
ering. See, however, Van Cayseele (1989) for an early contribution
on subadditivity of cost functions for dealing with government
agencies in the case of pharmaceutical companies registering pre-
scription drugs.
4 Smets and Van Cayseele (1991) even show how to a large extent
the objective functions are antagonistic when they constitute the
traditional sum of producer and consumer surplus, and the merged
entity repatriates profits, post-merger. Even when the NCAs look
at consumer surplus (a less accepted criterion), the situation in
both countries can be quite different, and each agency will need to
engage in a full review of the submitted merger file.



entirely clear what the contribution of the agency is.
Furthermore, it is felt that this authority merely trig-
gers government spending to enforce a goal that is
perfectly executed by the market, given the open-
ness of the economy.The next section will investigate
this argument in detail, presenting empirical evi-
dence on the matter.

The second point raised involves a too strict attitude
vis-à-vis cross-border mergers. Since both jurisdic-
tions need to clear the operation, the review pro-
cess works like the Sah-Stiglitz hierarchy (see Van
Cayseele (2004), especially in the context of bank
merger approvals). The upshot is that when each of
the agencies has its own objective function, the
slightest incompatibility will imply a blocking of the
operation. This is easy to see in the case of bank
mergers when the merged entity acquires market
power but also takes more precautions against liq-
uidity shocks. When both the NCA and the Central
Bank need to approve of merger, it will never pass,
since the NCA (in the absence of pronounced effi-
ciency gains that allow a decrease in the loan inter-
est rates) will not applaud the consequences of
increased market power, although the Central Bank
is better off as a result of the increased precaution
taken against liquidity shocks. A similar effect is in
play when cross-border mergers are involved: it is
sufficient that the operation cannot be tolerated by
one single agency, because, for example, the loss of
consumer surplus in that country is substantial,
resulting in the operation being blocked even if it is
welfare-improving in many other countries.

Less documented, if not entirely absent in the dis-
cussion on multi-jurisdictional antitrust enforcement
is the fact that widely different regulations can cre-
ate distortions in the pattern of industry evolution.
The issue here is not the cost of cross-border merg-
ers but the costs and possibilities of within-border
mergers. It is well-known among industrial organisa-
tion and antitrust experts that the toughness of com-
petition policy may have a strong impact on the long-
run outcome of an industry. Taking a historical per-
spective, Bittlingmayer (1985) was the first to docu-
ment how antitrust policy in itself could have been
an explanation for a particular merger wave. Perhaps
the best illustration in this respect was documented
by John Sutton (1998) in what he has called “the fate
of Ilford”.

A few decades ago, the market for photographic
paper and film was dominated by a few players,

Agfa-Gevaert (Belgo-German), Kodak (US) and
Ilford (US). Today, lagger Fuji has taken over first
place, although all these companies are struggling to
survive in a world where the process of making pic-
tures has largely shifted from a chemical to an elec-
tronic one. But Ilford began to flounder much earlier,
as British authorities opposed the possibility of growth
via consolidation in the UK. The final result is a com-
pany which for more than three decades has no longer
been active on the international scene and which has
specialized in a particular niche. Agfa-Gevaert and
Kodak did not face this particular constraint and suc-
ceeded in positioning themselves on the global market.

Therefore, the different enforcement of antitrust
laws by different jurisdictions in the end implies a
different evolution of industry. Below, we illustrate
some differences in the various merger review
processes. It is still too early to test empirically
whether the documented differences have a role in
explaining variations from industry to industry. But
the differences are sometimes so remarkable that it
is hard to believe that they have no consequences.

Competition policy in a small open economy

Critics of competition policy, and in particular merg-
er review, have argued that the open character of the
Belgian and Dutch economies is sufficient to ensure
that a merger will not lead to the creation of market
power. To use economics terminology, markets in
small open economies are contestable. Imports (or
the threat of imports) are a perfect substitute for
competition policy.

Econometric analysis of price-cost margins indicates
that the picture is less clear-cut. Konings, Van
Cayseele and Warzynski (2001) estimate price-cost
margins and explain them by investigating the effect
of increased import penetration or competition pol-
icy enforcement. This is done using a panel data set
of over 20 industries in Belgium and the Nether-
lands. The results show very mixed findings.

For Belgium, downward pressure on price-cost mar-
gins doesn’t seem to come from competition policy
at all, but import penetration is an effective disci-
plining device. For the Netherlands the exact oppo-
site is true: imports hardly have an effect, whereas
with the enforcement of the 1999 competition law,
most industries have entered a period of decreased
margins. How can this be explained?
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There are several possible explanations. The first
merely says that the Belgian anti-trust authority was
not a very effective one. This might be a quite plau-
sible explanation: at one point in time the Belgian
authority even went on strike to point out the
tremendous lack of manpower to deal with all cases
properly. Other explanations are equally plausible,
however. The starting position between the two
countries could be different. In Belgium, competi-
tion policy replaced an elaborate system of price
controls. As economists, we immediately question
the effectiveness and efficiency of those controls and
we do so for good reasons. But they could have had
an effect, especially in a relative sense, as compared
to the Netherlands where such price controls had
been abolished much earlier. To some Dutch econo-
mists, the Netherlands in the previous low-competi-
tion era was called even “a cartel paradise”. So it
could have indeed been the case that due to anti-
competitive behaviour, the initial mark-ups were
higher in the Netherlands, and especially the fear of
getting caught and fined led Dutch industry into a
period of more moderate margins.

This however still does not explain the different
effect imports have. Here again we only can put for-
ward plausible arguments, without the pretension of
offering a final answer. One element that certainly
plays an important role is the composition of the
outputs that are aggregated in one and the same
industry. Belgium tends to be more specialised in the
manufacturing of bulk goods and semi-finished com-
ponents (Drèze 1960).The Netherlands manufacture
more finished goods, sold under their own brand
names. In more modern terminology, Belgium is
more into B2B and the Netherlands in B2C.

This implies that Belgian manufactured goods are
sold on markets where the model of price competi-
tion in homogeneous goods (the Bertrand model)
prevails. Dutch manufacturing then sells more in
niches, where important elements of non-price com-
petition also operate, or the market works along the
lines of models of product differentiation.

Increased imports of these goods to Belgian territo-
ry then indeed imply that buyers located further
inland in Europe have a choice: they can buy the
commodity manufactured in Belgium, or the same
good imported through Belgium.

This does not necessarily hold to the same degree for
the Netherlands, given the differentiated nature of the

goods. The Netherlands, in addition, are more active
in trading, where imports do not necessarily lead to
more competition with their own manufactured out-
put. On the contrary, the imported component could
provide a welcome complement that makes the bun-
dle, including both the domestically manufactured
and imported goods, a more attractive one.

Regardless of the explanation for the findings, the
facts remain. And these facts are that even for small
open economies neither import substitution nor
competition policy need to be effective in improving
allocative efficiency. It all depends on which factor is
(most) effective. In fact, they appear to be comple-
ments because our initial findings indicate that
where import penetration works better, antitrust
enforcement has less impact, and vice versa.

Are there really 50 different ways to implement
competition policy

The previous section illustrates that one cannot
immediately dismiss competition policy, not even for
small open economies. But shouldn’t these policies
be similar at least to some extent?

It is common knowledge that even conceptually
there are major differences regarding the approach
followed in setting up an antitrust policy (Borrell
2005). Some countries rely on ex ante merger review,
while others control ex post whether competition
has been restrained. Some rely on administrative
actions, others on the judiciary regime. Additionally,
there is a discussion in Europe on whether one
should rely exclusively on public enforcement or on
public and private enforcement.

Not long ago, some economists maintained that
within Europe the differences in antitrust policies
where not that great, given that all the national
regimes were copies of the articles in the EEC
Treaty. They were clearly misguided. In a qualitative
survey of the institutional features of antitrust poli-
cies in European member states (Belgium, Germany,
Italy and the Netherlands), Van Cayseele, Sabbatini
and Van Meerbeeck (2000) showed that even within
systems that heavily rely on an administrative, exclu-
sively public and ex ante system there are pro-
nounced differences.

And even if the regimes are basically the same, the
practical implementations might be very different.



To show this, De Loecker, Konings and Van Cayseele
(2007) have focused on ex ante merger review in a
number of European countries. The differences are
striking, since to start with not all competition laws
use the same criteria to determine whether a merger
should be notified. In some countries, two criteria
are used, for instance individual and combined
domestic sales. Other countries introduce combined
worldwide sales. Still other countries add criteria,
such as market shares or total assets.

Furthermore, even when two countries use the same
set of criteria, like individual domestic and combined
worldwide sales, the thresholds vary substantially.
Compared to France, the Netherlands has twice the
level of domestic sales as a threshold. But it already
triggers review at 75 percent of the level of world-
wide sales. So the Netherlands favours larger players
on the home market and is stricter in its handling of
export champions, at least in comparison to France.

Perhaps the most astonishing fact for an industrial
economist is that in all countries the criteria are the
same for each and every industry. But industries vary
widely in respect of the prevailing scale economies,
volume of sales, etc. Hence, it becomes possible that
in certain sectors, each and every company individu-
ally exceeds the threshold for merger review, but at
the same time, there still are many players around
given the size of the market. The implication never-
theless will be that every conceivable merger will
need to be reviewed, no matter how unlikely it is to
create market power. Conversely, it is easily conceiv-
able that in another industry, where only 2 players
are left, a merger creating a monopoly does not need
to be reviewed by the authority because the individ-
ual companies do not exceed the sales thresholds.

The findings this leads to are surprising. Using an
algorithm that tests how many mergers need to be
reviewed, starting from all conceivable merger oper-
ations, wide differences appear across industries
within one and the same country and between coun-
tries within one and the same industry. The latter
finding is probably the most troublesome, recalling
the “fate of Ilford” described above. To give but a
few examples, in the manufacturing of chemicals and
chemical products (NACE 24), in France in 1999,
only 2.55 percent of all conceivable merger opera-
tions needed review by the competition authority. In
the same year and industry, 19.23 percent of all con-
ceivable operations in Belgium needed to be re-
viewed by the competition authority. And in the

Czech Republic, this was 24.95 percent. For the
manufacturing of pulp, paper and paper products
(NACE 21), in France only 0.79 percent of conceiv-
able merger candidates needed to pass review. In
Belgium it was 8.24 percent and in the Czech Re-
public 31.88 percent.

Of course, what matters in the end is how many
mergers get blocked by the authority. So although in
Belgium more operations needed to be reviewed
than in France, it could well be that as many opera-
tions as in France are admitted. In terms of the rejec-
tion percentage, France would then look much
“tougher”, since it grants permission for mergers for
the same number of cases as Belgium, but in
Belgium more operations need to be reviewed. But
at the same time, companies in Belgium will less like-
ly find a partner that allows for mergers without
review, and hence will be more often confronted
with the costs of filing. For a “large” operation, a
recent study indicates that these costs might run into
a figure of 100,000 euros for the companies involved.
In addition to those, there are the costs of adminis-
tration. Hence, widely differing thresholds, that do
not take into account the size of the country and the
presence of scale economics particular to each and
every industry, will impose large differences in the
transaction costs in the market for corporate control.

Conclusion

The previous sections show in part how multi-juris-
dictional competition policies may create distortions.
On all aspects, further research is necessary before
conclusive policy advice can be given. That is of
course always the case, and decision-makers often
have to act before everything is known. Viewing it
more positively, we are fortunate to know at least
some aspects of the usefulness of competition policy
in small open economies, on the nature of the distor-
tions that can result, etc.

Unfortunately, there are issues just as important that
are not only unresolved but where research has not
even started. The highest research priority must be
given to these issues.

One such example is to be found in the various
leniency programs that have been adopted by nearly
all of the NCAs. Two years after its inception, in
Belgium 16 cartels had already applied for leniency.
Undoubtedly some of these also operate on the
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Dutch market, given the interwoven economic struc-
ture of Belgium and the Netherlands. What then
happens when companies apply for leniency in one
country but not in the other? Is the information they
provide to the authorities secret, or will one author-
ity pass it on to the other? At first sight, this might
seem an entirely academic question, as companies
who apply for leniency probably do so at the same
time in all countries in which they operated, presum-
ing information is exchanged between NCAs. But
then, since the leniency programmes are different in
terms of the reduction in fines, what is the overall
impact on leniency of having many and different
“tariff reductions”? For example, if in country A, the
fine reduction is 100 percent for the first firm, while
in country B this is only 40 percent, companies still
need to calculate in a fine of 60 percent of the fine in
country B. Clearly, if fining uses rules of thumb based
on sales, and country B is relatively large compared
to country A, this might still be a substantial amount.
And hence the company might decide not to apply
for leniency and leave the cartel unaffected. The
harsh treatment in country B, together with informa-
tion exchange between the NCAs, then renders
country A’s leniency policy completely ineffective.

Judging from the 100 percent fine reduction, one
could argue that country A relies a lot on its lenien-
cy policy to detect cartels, maybe because the NCA
lacks the skills necessary to find out about price fix-
ing practices, or because institutional factors favour
the formation and stability of cartels.

By a similar argument, country B only grants 40 per-
cent because it is well-equipped to fight cartels in the
absence of cooperating conspirators. But by doing
so, it interferes with its weaker colleague.

In summary, we started by noting that multi-jurisdic-
tional competition policies make a lot of sense, even
in the smaller open economies of the European
economy. But the widespread differences in how
these policies are implemented create pronounced
distortions that probably affect the level playing
field of competition in the EU. This apparently calls
for more coordination among the member states,
which is probably the case in the area of thresholds
for merger review. But in the end, it may even be that
coordinated behaviour, as with the exchange of
information in leniency programmes, is not the best
thing to do. This implies that for each and every
aspect of competition policy, a precise answer can
only be given after careful research has been con-

ducted. Given the increased level of resources allo-
cated to competition policies, such benchmarking
against both academic research and international
best practice really has become a priority.
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CORPORATE GOVERNANCE:
RELATIONSHIP OF STATE-
OWNED ENTERPRISES WITH

OTHER SHAREHOLDERS

OECD DIRECTORATE FOR

FINANCIAL AND ENTERPRISE

AFFAIRS*

On average around 40 percent of state-owned enter-
prises (SOE) involve other shareholders. In approx-
imately a half of these the state is a majority share-
holder. Not all these firms involve public investors
since only some 10 percent are listed, although they
are usually among the largest enterprises.

The relationship between the state as a controlling or
significant shareholder and the minority shareholders
is particularly delicate in SOEs, and especially in
those commercial companies that are listed. As a
dominant shareholder, the state may be in a position
to abuse minority shareholders as it is able to make
decisions in general shareholder meetings (GSM)
without the approval of minority shareholders. It is
also usually in a position to control the board’s com-
position. Moreover, the state is likely to have other
political and policy objectives which might be imple-
mented at a cost to the minority shareholders.

It is in the state’s own interest that other sharehold-
ers do not perceive it as an opaque and unpre-
dictable owner, and feel that they are treated equi-
tably. The state’s track record in terms of respecting
minority rights has a significant impact on the
shares’ value and the future capacity of the company
to raise further funds on the market. Finally, having
other shareholders introduces market pressures and
may become an important means of monitoring
SOE management.

In most OECD countries where part of SOEs’ capi-
tal is held by private shareholders, minority share-
holders’ rights are recognised and in some case
specifically protected. The ownership entity often

“ties its own hands” and takes clear measures or
adopts general policies that will prevent an abuse of
minority and other non-controlling shareholders.
These declared rights concern above all representa-
tion of minority shareholders on the board of direc-
tors, decision making power at the meetings of share-
holders and rights to information about the compa-
ny’s situation.

These rights may be defined in the general legal
framework concerning companies, i.e. the commer-
cial company code, the Company Law, or corporate
governance codes. They may be also more specifical-
ly defined or referred to in the charter of a SOE, or
in specific founding laws where they exist. Finally,
the equitable treatment of other shareholders may
be a general principle adopted by the ownership
entity or the government vis-à-vis SOEs. This is the
case, for example, in Norway where the first of the
government’s ten principles of good corporate gov-
ernance for SOEs is that all shareholders shall be
treated equally.1

Reference to the general legal framework

In most OECD countries, minority shareholders in
SOEs have no more rights than they usually have in
privately owned companies. Almost all countries
assert that SOEs follow the regulatory provisions
fixed in their commercial company code, Company
Law, listing requirements or in the corporate gover-
nance principles/codes. Their respective legal frame-
works are deemed to ensure fair and equitable treat-
ment among all shareholders, and no special protec-
tion or provision is made for shareholders other than
the state in SOEs. Most countries do refer to the gen-
eral legal framework as, for example, the following:

• In Australia, the Commonwealth Authorities and
Companies Act 1997 (CAC Act), which applies to
all SOEs, seeks to replicate requirements of the
Corporations Act 2001 and in some areas apply
more stringent requirements. SOEs that are
incorporated are also subject to the Corporations
Act 2001 as any other company would be. When
listed, SOEs are subject to the Australian Stock
Exchange Listing Rules. No further rules are pro-
vided to protect minority shareholders.

• In Austria, beyond the listing rules and the
Company Law, the “Austrian Code on Corporate
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Governance” also applies to all SOEs and no fur-
ther provision aims at protecting minority share-
holders rights in SOEs.

• In Finland, Germany, Sweden and the UK, the
general Company Law applies and is deemed to
protect adequately minority shareholders rights,
even in SOEs; this is the case also in Switzerland,
where the provisions of Company Law related to
the protection of minority shareholders rights
applies to special status SOEs (such as Swisscom
and CFF) as well as SOEs subject to normal
Company Law (RUAG).

• In Italy, except for the cumulative voting-type sys-
tem (see below), SOE’s minority shareholders do
not enjoy any specific rights beyond what is man-
dated in the Company Law.

• In Korea, minority shareholders are not granted
special protection rights in SOEs or special treat-
ment in the appointment of their board members.
There are no specific disclosure requirements or
approval procedures for special transactions
aimed at protecting minority shareholders rights.
All SOEs follow the Commercial Law and the
Securities and Exchange Act regarding minority
shareholders’ rights.2

• In Belgium, minority shareholders are not grant-
ed specific representation rights in boards as the
state and private shareholders have proportion-
ate representations in boards.

• In New Zealand, minority shareholders are pro-
tected by provisions in general securities-related
legislation. These provisions apply irrespective of
state ownership.

• In Norway, the joint stock Company Law in some
instances grants protection and special rights to
minority shareholders against misuse by majority
shareholders (misappropriation of money, with-
holding of dividends, gifts and/or decisions
favouring only one of the shareholders, etc.).

In some countries, such as the UK, when the state
has sold some, but not all, of its equity interest, the
other shareholders have a majority of voting shares.
This ceding of voting control alleviates the potential
of abuse by the state as a majority shareholder and
ensures that the partially state-owned enterprises
benefits from the experience and discipline of the
private sector shareholders.

Strengthened decision making powers within GSMs
or boards

There are a few exceptions where minority share-
holders in SOEs are granted a higher level of control
and more decision making power than in the case of
other companies. Indeed, minority shareholders in
SOEs may be particularly concerned about the actu-
al decisions being made outside of the company’s
GSM or board, or prior to meetings of the former
which can become a mere rubber stamp. Thus SOE
minority shareholders are in some countries granted
access to the decision making process, often through
stronger representation on the board.

In a few OECD countries and for some SOEs,
minority shareholders are actively encouraged to
participate in general shareholder meetings. This is
usually done by the adoption of specific mechanisms
at the company level, including facilitating voting in
absentia or developing the use of electronic means
as a way to reduce participation costs. These mecha-
nisms often also include facilitating employee-
shareholder participation or a system facilitating the
collection of proxy votes from employee-sharehold-
ers, as employees in many countries are the most
numerous individual shareholders in partially priva-
tised enterprises.

In a few countries, a specific regulation applies to all
SOEs and grants minority shareholders additional
rights, mainly with regard to their representation on
boards. Cumulative voting may be allowed, accord-
ing to the general Company Law or following specif-
ic SOE by-laws. This allows minority shareholders to
concentrate their voting rights what may help in
rebalancing the dominant state position by a
stronger influence of private minority shareholders.
Other ways to grant stronger representation to
minority shareholders in SOE board have been
adopted in a series of OECD countries:

• In Denmark and Spain, SOEs’ minority share-
holders are granted board representation.

• In the Slovak Republic, in SOEs which are more
than 51 percent state-owned, the state enters into
a shareholders’ contract granting minority share-
holders majority representation on the board of
directors.

• In Italy, minority shareholders of all listed SOEs
are granted special rights through the election
system of the board: a cumulative voting-type sys-
tem – “voto di lista” – assigns disproportional vot-
ing rights to the minority shareholders (cf. Box).

2 According to Article 31 of the Framework Act for GOCs (gov-
ernment-owned companies) and the Article 17 of the Special
Act on Privatisation for some GICs (companies with govern-
ment investment) respectively (Korean response to the OECD
Questionnaire on Corporate Governance of State-Owned Assets,
p. 8).



• In Norway, minority shareholders are represent-
ed in the selection committee appointed to nomi-
nate board members.

• In Sweden, for listed companies, a nomination
committee comprising the four or five largest
shareholders discusses board nomination and
remuneration.

• Similarly, in Finland, the nomination of board
members of listed SOEs is drafted in co-opera-
tion with the largest shareholders. For non-listed
companies in which it has a share, the state has
concluded shareholders agreements with the
other owners in order to grant them representa-
tion on the board.

• In Greece, SOE statutes may contain a provision
regarding the participation of minority sharehold-
ers on the Board.

• In Turkey, for SOEs’ subsidiaries, if private share-
holders collectively hold a share of capital greater
than 20 percent, they have the right to nomi-
nate/appoint one member for each 20 percent
share, but at most two members of the board in
total.

Ex ante rights

Granting minority shareholders specific ex ante
rights may also be quite useful in some circum-
stances, and in most cases these rights are granted by
the general legal framework and are not specific to
minority shareholders in SOEs:

• In a number of OECD countries, pre-emptive
rights under the general company legal frame-
work serve to protect minority shareholders.

• Qualified majorities for certain sharehol-
der decisions may also be useful and are grant-
ed according to the general Company Law in
many OECD countries, or by specific SOE by-
laws. In Austria, for example, minority share-
holders enjoy significant rights at GSMs via
threshold arrangements. In the Slovak Republic

and for votes on fundamental matters, the
approval of two third of shareholders is re-
quired, and it is possible to extend further this
requirement to more than two third of present
shareholders.
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Box

The election system in Italian listed SOEs (Voto di lista)

According to this election system, directors are appointed as follows:

� Board members are elected by a shareholders’ meeting on the basis of lists presented by the shareholders.

� Only those shareholders who, alone or together with other shareholders, represent at least 1% of the shares with
voting rights at ordinary shareholders’ meetings shall be entitled to present lists. All those entitled to vote can
vote for only one list.

� Each shareholder can present or participate in presenting only one list and a candidate can only appear on one list
or will be ruled ineligible.

� The outgoing Board of Directors can present a list of its own. 

� Within each list, candidates must be ranked progressively.

� The lists presented by the shareholders must be lodged at the registered office and published at least ten days
before the first meeting date. The procedure for electing the Directors is:

a) The list obtaining a majority of votes will elect a certain percentage of the Directors. The bylaw of the SOE sets
up this percentage which, however, cannot be higher than four fifth by law (to this purpose any fraction – i.e. 6½
directors – is rounded down). The people elected are determined by their position on the list.

b) The remaining Directors will be drawn from the other lists; for this purpose, the votes obtained by these lists will
be divided successively by one, two, three and so forth according to the progressive numbers of the Directors
remaining to be elected. The quotient obtained in this way will be attributed to the candidates of such lists in the
order in which they rank in the list. The numbers thus attributed to the candidates of the various lists will be
arranged in decreasing order in a single ranking. The candidates who obtain the highest numbers will become
Directors.

In the event that more than one candidate from different lists has obtained the same number of allocated votes , the
candidate of the list that has not yet elected a Director or that has elected the fewest Directors will be appointed.

In the event that no Director has been elected from any of these lists or that the same number of Directors has been
elected from each list, the candidate of the list that has obtained the most votes will be appointed. If there is a tie in
terms of both numbers of assigned directors and votes obtained by each list, the entire shareholders’ meeting will vote
again and the candidate who obtains a simple majority of the votes will be appointed.

Source: Italian answer to the OECD Questionnaire on Corporate Governance of State-Owned Assets.
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• Finally, qualified majorities for some board deci-
sions might also be made mandatory in the case of
some SOEs. This is the case in Belgium, where
special majorities have been stipulated in share-
holders’ agreements in the decision making pow-
ers of the boards of the telecommunications and
airport companies, where a significant part of the
shares is held by private investors. Similarly, in
Spain, specific requirements or procedures for
specific transactions are set out in the Public
Limited Companies Act.

In other countries, specific provisions protecting mi-
nority shareholders concern only a part of SOEs, usu-
ally through individual by-laws or by the possibility
given by the law to adopt exceptional provisions:

• In Denmark, the state promotes provisions allow-
ing for additional minority rights in the individual
SOE by-laws.

• In Greece, the Company Law allows the statutes
of the companies to contain provisions regarding
minority shareholders’ rights. In a number of list-
ed companies there is a “general assembly of
minority shareholders” to which all shareholders
(except the state) may take part.

Information rights

A crucial condition for protecting minority share-
holders is to guarantee a high degree of transparen-
cy.3 However, few countries document the provisions
taken, if any, to ensure that the ownership entity
does not make any potentially abusive use of the
information it receives as a controlling shareholder.

• In the case of listed SOEs, listing requirements
and regulatory authorities oversee SOEs and
shareholding entities in this regard. In Italy, it is
specifically required that listed SOEs do not give
any information to the ownership entity that it
does not also give to minority shareholders, in
order to fulfil the Consob4 requirements regard-
ing equal treatment of shareholders.

• For non-listed SOEs, specific mechanisms and
procedures would need to be put in place by the
ownership entity and at the SOE level. It is not
clear whether such mechanisms exist in many

OECD countries, and if they are effective, in
ensuring easy and equitable access to information
by minority shareholders of SOEs.

Very few countries report examples of SOEs having
developed an active policy of communication and con-
sultation with minority and other shareholders. When
it is the case, it often derives from the characteristics
and objectives of the partial privatisation of these
SOEs, which aimed at developing the capital market
and equity culture, mainly through sales to employees.
When they have an active policy in this matter, SOEs
identify their minority shareholders and keep them
duly informed in a timely and systematic fashion.

Some SOEs may also in some cases organise active
consultation with minority shareholders for specific
issues. This aims at avoiding decisions that would be
unwelcome or badly perceived, and minimize the
risk that decisions may be challenged in courts.

Right of redress

Regarding right of redress, minority shareholders do
enjoy in most OECD countries the same rights in
SOEs as in other companies, based on the general
company legal framework. In Poland, for example, on
the basis of the Commercial Companies Code (CCC),
every shareholder who voted against a resolution that
was adopted by the GSM, and who holds even only
one share can challenge this resolution in the courts.
He/she can sue the company for an annulment of a
resolution which contravenes the statutes or good
practices, harms the interests of the company or is
aimed at harming a shareholder. A shareholder will
have also the same right if, without a valid reason,
they were not allowed to participate in the GSM, if
he/she was not present at the GSM, if the GSM was
wrongly convened, or if the questioned resolution was
not included on the agenda. Beyond that, a share-
holder who has been refused the necessary informa-
tion during the GSM and who raised an objection,
recorded in the minutes, may file an application with
the registry court requesting that the management
board be obliged to provide the information.

The state as a minority but dominant shareholder:
the case of “golden shares”

A key issue in many countries concerns where the
state maintains a veto over corporate decisions,

3 More detailed information is provided in chapter 5 (“Trans-
parency and disclosure”) of OECD (2005) and in annotations to
OECD (2004), p. 50.
4 Consob: Commissione Nazionale per la Società e la Borsa.



especially in strategically “sensitive” sectors, by hold-
ing on to a “special rights”. These are special in the
sense that they go beyond the rights associated with
a normal shareholding. One instrument to install
such “special rights” is a “golden share” in the nar-
row sense, i.e. a preferred stock holding in a compa-
ny that a public authority retains after privatisation.
But, by and by, the term “golden share” has become
a generic term for “special rights” in general,
whether those rights are associated with a state
shareholding or not.

Special rights have usually been introduced in the
context of privatisation: they allow the state to divest
itself of national flagships but without relinquishing
its control over them. Whilst from the financial ben-
efits of privatisation, the state retains specific powers
over the future ownership, control, or strategic con-
duct of a private company. As such, they can signifi-
cantly affect the wealth of the private shareholders
in an unpredictable manner.

Such “special rights” come in all shapes and sizes: in
some instances, they are stipulated in overall
Framework Laws underpinning the governments’
privatisation programmes, with specific decrees for
individual companies. In others, they consist of spe-
cial shares directly inserted in the Articles of
Association of a privatised company. The beneficia-
ries vary, since special rights can be attributed to the
government directly or to any other entity of public
authority. They may grant those public authorities a
bevy of exceptional privileges, e.g. the right to
oppose investments beyond a certain threshold,
vetoes of mergers and acquisitions, prior approval of
other strategic management decisions or simply
enhanced voting power by limiting other investors’
voting rights.

In several landmark decisions of 2002 and 2003
against Portugal, France and Belgium as well as the
UK and Spain, the European Court of Justice struck
down diverse special rights mechanisms and estab-
lished as a general principle that legislation liable to
deter potential direct investment restricts the EC
Treaty freedoms of capital movement and establish-
ment. These case have far reaching implications for
the creation of an Internal Market for corporate
control, since member States can no longer count on
golden shares as a reliable policy tool. With respect
to residual special rights cases in a number of old
and new member States, the European Commission
continues to take a constructive approach towards

member States, pursuing infringement procedures
where necessary (current cases regard e.g. the
Netherlands, Italy, Spain and Luxembourg). Thus,
partially as a result of these rulings by the European
Court, the scope of special rights, including golden
shares per se, is now limited (see Grundmann and
Möslein, 2002). They have been abolished in Korea,

Norway and Greece, while there is only one remain-
ing SOE with a golden share in France.
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Reform Models

LEARNING FROM OTHER

ECONOMIES – FOR EXAMPLE

FROM SOMEWHERE DOWN

UNDER

RICHARD B. FREEMAN*

Should economists pay much attention to the
economies of small far-away countries, or should we
focus largely on the big fish in the global economy –
the US, the EU, Germany within the EU, Japan – and
the coming big fish of China and India? Aside from
Ruritanians, why should an economist care about
what happens in little old Ruritania?

I first began to ponder this question with respect to
Australia when I was asked to contribute to the
“Bobfest” retirement party in honor of Australia’s
leading economist, Robert Gregory. Australia was a
fine place to see Kangaroos and Coral Reefs or to
party … but why should anyone besides an
Australian or a Kangaroo care about this the farthest
reaches of the world? Major American and Euro-
pean economics journals rarely publish articles
about Australia or other far-away countries, suggest-
ing that we have not much to learn from them.

Characteristics of models studied by biologists –
and economists

Biologists see small far-away creatures differently.
Biologists specialize in model organisms – slugs, bac-
teria, flies, yeast, squid, zebra fish, mustard plants,
mice, etc. They spend years studying these creatures
not because of any weird fetish for creepy crawlies
but because the species provides exceptional insight
into fundamental biological issues. Mendel’s peas,
for example, opened the door to the genetics of
inheritance that no other organism could have done.
By analogy, could the same held true for Australia or
other small economies? Are there general lessons
about economic behaviour that we can learn from
far-off economies in which we have no intrinsic
interest? Should we think of potential model

economies in the way that biologists think of slugs,
bacteria, mustard plants — as models that could
teach us broad lessons?

To guide my thinking, I examined what determines
whether a species becomes a model organism, stud-
ied by hundreds or thousands of biologists, or lives a
life of quiet obscurity?

One factor is the tractability of researching the
species, which depends on accessibility and the ease
and cost of experimenting with extant laboratory
technology. The parallel in economics is the avail-

ability of reliable data on economic behaviour. In
modern research this means micro files on individu-
als and firms, longitudinal matched employer-
employee files; time budget studies; matched files
linking health and biological markers to outcomes;
measures of workplace practices and productivity;
and so on. The French and Scandinavians have been
good in developing matched longitudinal employee-
employer data files. The Scandinavians have good
data relating biological measures, such as birth
weight, to outcomes. The UK has the Workplace
Employment Relation Surveys on labour practices
at workplaces.

What about the Australians? Australia also has
excellent statistics. Its labour market data include
cross-section surveys , longitudinal surveys, a unique
longitudinal survey of immigrants, workplace sur-
veys, time use surveys, regular Censuses, input-out-
put tables, the Household Income and Labour
Dynamics in Australia.1 But, unlike most major US
data sets such as the Census of Population, Current
Populations Survey, PSID, these data files are not
readily downloadable on the Web, which makes
them more difficult to access.

A model species in biology invariably has some dis-
tinct feature that allows researchers to make
progress in a significant line of inquiry. The equiva-
lent for a model economy would be variation in some

economic factor that allows us to draw inferences
about economic behaviour in general. The variation
could be a policy change – a new tariff law, imposi-
tion of new labour laws, development of an indepen-
dent central bank, rapid expansion of the supply of
schooling; etc. Or it could be some global shock – a
sudden rise in natural resource prices, collapse of a
trading partner, the advent of China and India to the

* This article is based on the author’s “Learning from Other
Economies: The Unique Institutional and Policy Experiments
Down Under”, Economic Record, 2006, Vol. 82, Issue 257, pp.
195–206. Richard B. Freeman, Harvard University and NBER, free-
man@nber.org. 1 For details on these surveys see the references in Freeman (2006).



global economy, the development of IT– that
induces economic response from workers, firms, and
even the government.

Third, a model species must be sufficiently linked to
other creatures, particularly to humans, to allow the
scientist to generalize the findings.2 Generalizing in
biology rests on the similarity of cellular processes
across living creatures due to universal scientific
laws and evolutionary heritage.3 We share 96 percent
of our DNA sequence with chimpanzees and are
closely related to worms, flies, dingos and kangaroos,
for that matter. Medical scientists work with mice
because mice have immune systems similar to ours,
so that finding ways to treat diseases in mice could
generalize to humans. Still, there are sufficient dif-
ferences among organisms that doctors invariably do
human trials to see if it works on humans.

Using the biology analogy, the responses of individ-
uals to incentives would seem similar to cellular
processes, which should be comparable across
economies. By contrast, interactions of people in
organizations or markets or entire economies would
be closer to the behavior of whole organisms. This
suggests that phenomenon where independent
responses by people are critical– say demand
responses to price incentives – would generalize bet-
ter across economies than phenomenon involving
interactions among organized groups. It further sug-
gests that there is more learned from economies that
share broad similarities in institutions and history
than among economies with very different modes of
operating and traditions. As an advanced economy
with a legal system and culture derived from Britain,
Australian experiences should be relevant to
economies with similar backgrounds, such as the US,
UK, Canada, Ireland, and New Zealand (Freeman,
Boxall, Haynes 2007), and potentially to other
advanced OECD countries as well.

The fourth factor that contributes to a species
becoming a model is a cumulated body of knowledge
about it that helps experimenters design and inter-
pret experiments.The social science equivalent is the
strength of a country’s research community. Re-
searchers with knowledge about how things work in

an economy can be critical in assessing data and
behavior, particularly relating to broad-ranging insti-
tutions and practices, which outsiders may misinter-
pret. Australia has a strong research community that
is sufficiently confident and forthright to let tran-
sient economists know when they get matters wrong.

Australia as a model economy

In sum, an economy that combines good information
with natural experimental variation in practices/poli-
cies relating to economic behaviour broadly is a
viable candidate for model economy in the areas in
which it offers distinct experiences. Since Australia
has good data, a strong research community and
close links to other Anglo-American economies, the
critical question, it is a good candidate model econo-
my. The key issue is where Australia has made
unique innovations in policy/practice or had distinc-
tive economic experiences whose findings could gen-
eralize to economics broadly. As a labour specialist,
I latched onto three: the country’s changing mode of
labour relations; use of market mechanisms to deliv-
er public services in higher education and employ-
ment services; and reliance on immigration and nat-
ural resources as sources of growth.

Labour relations

“Australia needs a workplace system geared to the
future, not to the past” (Australian Prime Minister
John Howard 2005).

When I first learned that Australia used an awards
system to determine wages, I reacted as early settlers
to Oz must have reacted on seeing the platypus or
emu – utter disbelief. Markets are supposed to set
wages, not judges on industrial tribunal court pro-
ceedings. Judges aside, the Australian systems of
awards resemble European mandatory extension
systems of determining pay, by guaranteeing that
collective bargaining covers workers outside the
organized sector as well as those in it. This contrasts
with countries like the UK or US where collective
bargaining covers only those in the bargaining unit.

By extending institutionally determined wages to
most workers, the awards systems lower the disper-
sion of wage. From one perspective, it does what the
Invisible Hand seemingly fails to do in the job mar-
ket: establish a single price for a given type of labour.
From another perspective, it risks reducing incen-
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2 A model organism “must not only be convenient to work on, but
it also has to be related to other things that are useful” (John
Sulston,www.welcome.ac.uk/en/genome/genesandbody/hg05f003.
html, p. 2).
3 Nature did not “completely reinvent the wheel and come up with
a new set of molecular rules for each phylum”. (Thomas Carew,
specialist in Aplysia californica, cited by D. Steinberg, 2003).
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tives and depressing the employment of low wage
workers. The Australian awards system helped make
the country’s equal pay legislation more successful
than similar legislation in the US (Gregory 1999).

In the 1990s–2000s, led by the trade unions, Australia
shifted to more enterprise level bargaining. The
Labour Party’s 1993 Industrial Relations Re-
form Act strengthened enterprise bargaining. The
Howard government’s 1996 Workplace Relations
Act encouraged individual arrangements, ended
union shop agreements, and limited the authority of
Industrial Relations Commission to make awards.
Many firms and workers preferred the status quo of
collective contracts and awards to the alternative of
individual contracts. The Table shows that 61 percent
of employees had their pay institutionally deter-
mined as of 2004.

In November 2005 the government enacted legisla-
tion to privilege individual contracts over collec-
tive contracts and weaken labour market protec-
tions for workers further. The new legislation
allowed firms to require that employees sign an
individual contract and give up the right to be cov-
ered by a collective agreement as a condition of
employment. Enterprise agreements could not
override individual contracts. The “no disadvan-
tage test” that required that contracts give workers
pay and conditions at least as good as the relevant
award was weakened. The law excused firms with
less than 100 employees from unfair dismissal laws;
narrowed the Industrial Relations Commission’s
role in labour relations; and established a new
commission to set minimum awards over a smaller
domain of issues. Finally, the new law made it more
difficult for unions to strike while allowing man-
agement freedom to lockout workers. To impose
the law throughout the country, the federal gov-
ernment claimed the right to override state labour
laws which the Australian Supreme Court declared
constitutional in 2006.

The government’s “Work Choice” program is the most
radical anti-union policies enacted by an advanced
democracy. The changes go beyond anything conserva-
tive governments in the UK or US ever proposed, or
that New Zealand enacted in the 1990s. A comparable
change in corporate law would be to privilege private
equity over publicly owned corporations by removing
the limited liability protection given to shareholders.
The changes are also remarkable in that government
has proposed them in a period when the Australian
labour market and economy are functioning well, with
low unemployment and accelerated productivity
growth.Australia is not in Great Britain’s 1980s Winter
of Discontent nor the US air traffic controllers 1981
illegal strike against the Federal Government.

Given the weakened state of Australian unions, the
new legislation could be the death knell to collective
labour arrangements. Or it could produce sufficient
backlash from unions and workers to overturn the
government at the next election. Public reaction to
reports of unfair practices by employers under the
new rules has been so negative that in 2007 the gov-
ernment withdrew the Work Choices brand name
under which it publicized the new law.

Whatever happens what is critical for this essay is
that the new legislation provides a “natural experi-
ment” that makes Australia the model economy for
assessing collectivism in the labour market. What
more could a social scientist ask for than an extreme
change in law with no apparent motivation beyond
the government’s ideological vision of “the work-
place of the future”? 

Market mechanisms for public services

In 1989 Australia developed the world’s first income
contingent mode of funding much of higher educa-
tion – the Higher Education Contribution Scheme
(HECS; Chapman 2001). The HECS differentiates
tuition by field, gives students the option for paying
fees up-front or through deductions from future
earnings; offers a more equitable way of funding stu-
dent education than taxing citizens; is less risky for
students than loans; and gives greater autonomy to
universities to determine the student contribution
amount within the specified ranges.

Shifting the cost of higher education from the state
to students has helped Australia increase university
enrollments while reducing state funding of higher
education relative to GDP. In addition, it induced

Percentage of workers with wages set by different
mechanisms, 2004 

Mode of wage-setting Percentage covered

Awards 20 

Collective bargaining 41 

Individual 34

Proprietors 5

 Source: Australian Bureau of Statistics (May 2004,
 cat no 6306.0).



Australian universities to raise revenues by selling
undergraduate education to the citizens of other
countries. It has not discouraged low income
Australian students from going to universities or
reduced the overall rate of university attendance. If
detailed data on the system were readily available on
a web site, analysts in other countries would down-
load the information and perform the types of stud-
ies that would fit their country’s concerns, and thus
spread this innovation.

Australia has also marketized government-funded
employment services. In most countries, the state
aids job seekers through state agencies. Until recent-
ly, some European countries restricted private
employment agencies so that the state monopolized
employment services. In 1998 Australia chose a dif-
ferent route. It privatized or outsourced employment
services to non-profit and profit-seeking agencies, as
well as to competing public agencies – ‘a radical
transformation of employment service delivery ...
without parallel in OECD countries’ (OECD 2001,
15). By opening the market for employment services
to competitive bids, Australia sought to unleash the
forces of competition on what had been an adminis-
trative function of the government. The result was a
large drop in the cost of employment services, with
no apparent loss in quality, which won laudits from
the OECD. Independent researchers have, however,
been more skeptical, withholding judgment until
data from providers of services are open to public
scrutiny (Webster and Harding 2001). Australia’s
outsourcing of public employment offers a unique
opportunity to examine the success of different gov-
ernment, private and community agencies in deliver-
ing a traditional government service.

Growing Oz: Immigration and natural resources 

As a “settler economy” Australia has grown through
immigration and the application of modern technolo-
gy to natural resources and to agriculture. Since not
all settler economies have been economic successes –
Argentina is often viewed as Australia’s errant twin
economy in this respect – and since natural resources
have proven to be a curse to many economies –
Australia’s success as an immigrant-receiving and nat-
ural resource dependent economy merits attention.

On the immigration side, in 2000 approximately one
fourth of the Australian population were immigrants
– twice the proportion in the US, making Australia a
model economy for understanding the impact of

immigration on macro-economic outcomes and eco-
nomic growth. Immigrants appear to have had little
adverse effects on the wages or employment of
natives (Addison and Worswick 2002) while con-
tributing to growth. An immigration policy based on
points for skills arguably contributed to this effect.
Until the early 1970s, Australia subsidized passage
for Europeans from some countries. Since then it has
used the point system to encourage immigration of
skilled workers (Miller 1999). It gives points to per-
sons who attend Australian universities, which pre-
sumably both attract students to Australian universi-
ties and encourages their immigration.

On the natural resources side, Australia has devel-
oped despite being highly dependent on
minerals/fuels and agriculture for the bulk of its
exports. The country fell from near the top of the
GDP per capita league tables – 5th in the OECD in
1950 to a much lower position – 15th in 1990, but
rebounded in the 1990s to reach 7th spot in 2005, in
part due to the boom in natural resources. In the
1990’s the mineral share of exports rose to 40 per-
cent of Australia’s exports. But the country sur-
mounted the “Dutch Disease” (known as “Gregory
curse” in Australia) problem in which a booming
resource sector boosts the real exchange rate and
erodes the competitive position of manufacturing. If
China keeps demanding natural resources as it
grows rapidly, more countries will find that natural
resources are critical to economic growth, and
should look to the Australian experience here.

Make your economy a model economy

The argument that economics has much to learn
from behaviour in model economies just as biology
learns from model species directs attention at the
experience of economies regardless of location or
size.The requirements for a model economy are ade-
quate data; interesting variation in policies/practices;
sufficient similarity to other economies to allow find-
ings to be generalized; and a knowledgeable set of
home grown economists.

Australia’s policies and practices and accessible data
make it a model for illuminating labour relations,
market provision of public services, and develop-
ment via immigration and natural resource. If the
country’s political leaders create additional extreme
policy experiments, there will be a lot for the rest of
us to learn from Australian experience.
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Finally, while I have made Australia my prime model
of a model economy, you do not need Kangaroos to
serve as a model economy. Data, variation in poli-
cies/practices, some similarity with other economies,
and a base of knowledge. Fellow economists, if you
determine the areas where your economy is a good
model and follow the lesson from biology to study
those areas, perhaps we can accelerate our rate of
progress as biology has done.
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A CHINESE RECIPE FOR

CURBING THE EVASION OF

COMMODITY TAXES?

CARLA MARCHESE*

Tax evasion is a widespread phenomenon. Indirect
anecdotal evidence is provided by the latest public
economics textbooks, which regularly include chap-
ters on tax evasion; this would have been unusual
just ten years ago. A recent textbook on public eco-
nomics (Hindriks and Myles 2006) states that the
hidden economy (which forms the primary basis for
tax evasion) has reached at least 10 percent of GDP
in advanced countries and it can grow to much high-
er levels (sometimes topping 70 percent) in develop-
ing countries. Moreover, the trend shows no sign of
stopping.

Standard economic models focus on two basic means
of discouraging tax evasion. One is the probability of
audit and the other is the steepness of sanctions to
those who are caught. The specific effectiveness of
these tools is confirmed both by common sense and
by many of the tests used by scholars (experiments,
surveys, econometric studies; Marchese 2004).
Nevertheless, they do not offer a complete solution,
because their reliance on clear-cut antagonism
between the state and the individual tax evader leads
to a cat and mouse problem.1 Thus, they are best
accompanied by a combination of other strategies.
Since tax evasion involves a sizeable share of the
population that wields a certain social and political
weight, it should be possible to design policies that in
some way target the collective nature of such a phe-
nomenon.

As long as tax evasion is pervasive, it will give rise to
positive externalities among evaders, who create a
network that makes incomes and sales easier to hide.
In this context, it becomes far less likely for those
who infringe the law to be caught and punished. As
tax evasion grows more common, the tax administra-
tion undergoes increasing pressure to be lenient or
to accept bribes; political backing for dissuasive poli-
cies may also wane. Hence it seems important to

devise policies that will weaken the confidence
evaders have in the social acceptability of their con-
duct. Ideally, these policies should bolster political
support for policies aimed at reducing tax evasion.

One common strategy for weakening ties among
potential evaders is to introduce various forms of
conflicting interests. For example,VAT is designed to
give rise to a chain of conflicting interests by encour-
aging each firm to procure invoices for its inputs in
order to reduce tax outlays for its outputs. Of course,
the results often fall short of the potential benefits,
since VAT evasion is generally extensive and there
are cases in which even stronger networks arise in
order to hide a full chain of transactions. Yet one can
also consider the glass to be half full rather than half
empty. A recent appraisal of VAT (International Tax
Dialogue VAT Conference, 15–16 March 2005,
Rome) revealed a major increase over the last 20
years in the number of countries applying VAT (with
the US and the Middle East being the main excep-
tions), with proceeds accounting for a rise in percent
of GDP.2 As M. Keen puts it (2005): “More funda-
mentally, however, in many transition and develop-
ing countries ... [VAT] … is a catalyst for moderniza-
tion” as it fosters “voluntary compliance based on
self-assessment (meaning that taxpayers calculate
and pay tax due with minimal intervention by
authorities, but subject to audit and penalty) shifting
tax administration from a system based on direct and
often face-to-face assessment to one based on self-
assessment.”

The presence of conflicting interests, which is just
one of the many characteristics of VAT, undoubted-
ly contributes to reinforcement of a voluntary com-
pliance system. One can thus infer from experience
with VAT that the conflicting interests approach
merits at least some consideration in the design of
tax systems.

Empirical evidence concerning rewards
to consumers

One problem noted by practitioners and in the press
is that the chain of conflicting interests created by
VAT is interrupted when the consumer comes into
play. In one sense, this is an unavoidable conse-
quence of the fact that it is the consumer who must
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bear the brunt of VAT. One can wonder, however, if
introducing partial forms of conflicting interests dur-
ing this final step might improve the working of
either VAT or sales taxes, and also more generally
help prevent evasion of other taxes, such as the
income tax owed on the same economic activity. This
approach inevitably implies a cost (since govern-
ment revenues are reduced if consumers who resort
to legal transactions are rewarded). It is therefore
necessary to ascertain the cost effectiveness of such
a policy in comparison with other forms of interven-
tion. To assess the pros and cons of the method, it is
useful to examine cases in which it has already been
applied.

Tax receipt lotteries

Positive reports have recently come from China,
where a novel system of controlling sales tax evasion
was introduced on an on-going experimental basis in
1989.3 To encourage customers to request official
receipts as proof of payment in the service and retail
commerce sectors, local tax authorities in many
provinces now issue a special type of receipt that
doubles as a lottery ticket. To prevent forging of
receipts, businesses must purchase special, patented
machines for printing them. Records of the printed
receipts are automatically transmitted to the tax
authorities and are used to calculate the taxes
payable on sales. Clearly the lottery should ease the
adoption of secure cash registers apt at enriching the
information available for the tax administration. The
receipts can be used as scratch cards to win small
amounts of cash, but they also serve as lottery tickets
for winning larger amounts.A similar system is in use
in Taiwan and has been used in other countries in
Asia and in Latin America.

The Chinese tax lottery experiment has gradually
been extended to include about 8 percent of districts
or cities. It has grown to include not only restaurants,
beauty salons and real estate agencies but a number
of other services and retail stores as well. The exper-
iment has been widely reported on in the Chinese
media. More recently the municipality of Beijing
decided to tax prizes of above 800 yuan (just short of
80 euros).While this move will reduce the rewards to
consumers, it is a good indicator of the increasing
popularity of the system, for such a tax would only

make sense with a sizeable tax base. According to
Wan (2006) and to the sources quoted therein, the
lottery has had a positive impact upon business tax4

revenue and upon the growth of total tax revenue.
The lottery approach is of course just one of the
many tools used in China for fighting tax evasion.
The list also includes some which are much less
acceptable from a European point of view, such as
the death penalty.

Systems of rewards for consumers in the form of
coupons, monetary or in-kind prizes, etc., are often
used in the commercial sector. Lotteries are also
used as a marketing device, sometimes on a system-
atic basis. For example, banks in Latin America offer
lottery-linked deposit accounts. Those who keep an
account for a given period are entered into lotteries
for small and large prizes. According to Gillén and
Tschoegl (2001) these accounts are a cheaper source
of funds for banks than other accounts. Lotteries are
particularly appealing for low income agents, and
behave as inferior goods.

Monetary subsidies

Another popular means of rewarding consumers for
combating tax evasion is to offer them monetary
subsidies. In the fight against VAT tax evasion, some
developing countries have introduced a far-reaching
refund system for consumers who collect official
receipts. Berhan and Jenkins (2005) studied how this
system works in Northern Cyprus and in Bolivia.The
scheme in Northern Cyprus has been in use since
1996, and resembles the system in use in Turkey. It
offered a refund of 5 percent of taxable purchases
until 2000 and 2.5 percent thereafter, in contrast to
the standard VAT rate, which is 13 percent. The limit
on purchases claimed is given by the monthly salary
for employees. Employers collect the receipts for
their employees and claim refunds on their behalf.

In Bolivia, a withholding tax on wages, salaries and
pensions (the so-called complementary tax), was
introduced in 1986 with the aim of improving the
efficiency of VAT. Consumers are allowed to deduct
the VAT paid on purchases of goods and services, so
the withholding tax has zero expected net revenue.

Berhan and Jenkins (2005) found that these systems
are burdened with very large administration and

3 For a description of this system and an evaluation of its effects, see
Wan (2006). 4 This is a turnover tax paid on gross revenue from sales.



compliance costs, compared both to the VAT proceeds
and to the corresponding costs of other taxes in the two
countries.The process of collecting and verifying claims
is extremely time-consuming, and the net benefit for
taxpayers is low. Moreover, the method is vulnerable to
illicit practices. In Northern Cyprus this mainly consists
in the collection of receipts issued to foreigners, stu-
dents, etc., who cannot claim their own refunds. In
Bolivia, instead, there is a black market where false
receipts are also sold, at a price of around 1 percent of
their face value. The Bolivian system seems to work
badly overall, yet abolishing it would damage some
groups and therefore does not seem politically viable.
Past attempts at abolishing the refund system, and at
transforming the withholding tax into a revenue pro-
ducing tax (while giving up the potential benefits in
terms of VAT), have resulted in riots.

Overall, it thus seems that the main obstacle to an
effective system of monetary rewards to consumers
in developing countries is the cost associated with
preventing illegitimate claims. Recently, the IMF rec-
ommended that the Turkish government eliminate its
refund system and replace it with other instruments,
such as a fixed deduction from income (IMF 2007,
16–17). From this point of view, the approach based
on in-kind transfers, and specifically on lottery tick-
ets, represents a clear cut potential improvement
upon monetary subsidies, since far fewer claims must
be verified by the tax administration.

Monetary subsidies to consumption are also often
granted in developed countries for a variety of pur-
poses, not least of which is fighting tax evasion. One
form of subsidies is introduced by allowing deduc-
tion of a fixed percent of expenses for specific items
from the income tax. In Italy, expenditures for home
improvements have been partially deductible from
income tax for the past ten years. The main purpose
of this provision was to improve tax compliance by
firms in the housing sector. New regulations in this
sector have recently been introduced with the spe-
cific aim of cracking down on moonlighting. Under
the 2007 financial law, those who claim the home
improvement deduction must supply an invoice from
the building contractor, including specification of the
expenditure for labor input.

The results in terms of the reduction of tax evasion
have been mixed. The bulk of claims for the subsidy5

come from Northern Italy, which is commonly con-
sidered as less prone to tax evasion to begin with.
While there are some cases of illegitimate claims
under investigation there is no black market for
receipts; fraud seems to arise mainly through falsi-
fied invoices furnished by firms to unsuspecting con-
sumers.While econometric studies of this experience
are not available, raw data show an increase in
reported income and in the number of firms and offi-
cial workers. However, taxable income in the sector
is still growing at a slower rate than gross income as
measured by national accounts.

The economics of rewards

Can monetary subsidies constitute an effective
incentive for consumers to request compliance with
sales taxes? Do they represent a more cost effective
solution than other strategies with the same aim?
One argument in favor of the reward system is that
consumers have an informative advantage over tax
auditors, given they are necessarily in frequent con-
tact with suppliers. Subsidies may therefore operate
as a type of sanction on firms resorting to tax eva-
sion, so long as the consumers involved ask for com-
pensation. Moreover, subsidies are welcomed by
those entitled to claim them, and are thus more polit-
ically viable than sanctions applied to consumers
participating in illegal transactions.

While these arguments are reasonable, one must also
factor in the costs and the many possible undesired
effects stemming from this approach.When the system
works smoothly, it is likely to give rise to some kind of
“market revenge” through an increase in prices. In
fact, rewards represent an expansionary policy; they
therefore create an opportunity for some backward
shifting of benefits to the producers. Hence, the net
gain of consumers is likely to be smaller than the sub-
sidy, and one might construct extreme scenarios in
which an increase in prices, net of the subsidy, may
actually arise. In these cases, firms would be able to
neutralize the system to a large extent. Nevertheless,
the cost of hiding sales and thereby evading the tax is
likely to increase somewhat, as long as the expansion-
ary effect either on quantity or on price implies
greater visibility of the activity for the tax auditor. In
fact, many economic models assume that the cost of
concealment increases as the value of sales rises.

Consumer reaction also plays an important role.
When tax evasion is extremely common, taxpayers
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are likely to experience high transaction and psy-
chological costs in resorting to tax auditors to
enforce the issuing of receipts. However, if con-
sumers bear the brunt of costs for reporting viola-
tions to the authorities, subsidies may nevertheless
induce them to seek out vendors willing to offer
legal transactions. Yet these efforts are also costly.
Whenever a firm chooses to evade, it originates a
positive externality for the whole set of suppliers
by causing an increase in the search costs for the
customers, i.e., it becomes increasingly difficult to
find a vendor willing to engage in legal transac-
tions. When alternatives become difficult to find,
the compensation requested for accepting an ille-
gal transaction falls. As typically happens in these
cases, once a critical mass of tax evasion is reached,
it can jump to much larger values. This process
might also explain why, although many reward sys-
tems have proven successful at the beginning, their
benefits quickly fade. As Richard Bird puts it,
“Unless the public perceives a significantly
improved tax administration that will actually uti-
lize such information and enforce taxes and unless
this perception is soon reinforced by action, any
initial illusory effect seems likely to erode quickly,
leaving the administration buried in a sea of
unused (and probably often falsified) VAT
receipts” (Bird 1992).

Can lotteries work?

The resort to in-kind transfers6 seems to have one
main advantage over monetary transfers. This is
because at least some consumers are likely to have a
large demand price for the good chosen for the in-
kind transfer, even larger than its marginal cost.Thus
each firm’s decision to evade entails a negative
externality, as it contributes to depletion of the pool
of agents not so interested in the good and who are
willing to accept an illegal deal for low compensa-
tion. In-kind transfers are therefore more cost effec-
tive than monetary ones as long as those who receive
them value the transferred good more than its mar-
ginal production cost. A price above the marginal
cost is generally seen as a source of inefficiency by
economists. However, this is not necessarily the case
with lotteries. Since gambling produces negative
externalities, it is everywhere routinely regulated
and taxed all over the world. Lotteries offer the fur-
ther advantage of low administrative costs.

While for an amoral taxpayer tax evasion may be
seen as a form of gambling whose prize is the unpaid
tax, rewards to consumers in the form of lottery tick-
ets aim at creating a symmetrical wager, in which the
prize is a share of the paid tax. This leads inevitably
to smaller prizes than the tax evasion, so long as a
share of the tax is kept as revenue by the state.
However, the tax receipt targets agents for whom its
legal character and concomitant lack of shame or
stigma, potential social approval, emphasized by the
media, for performing a meritorious task and an
appeal to those who like gambling might contribute
to its effectiveness. A further critical factor for suc-
cess is the competitive nature of the market in which
the system is introduced. In particular, a large num-
ber of smaller suppliers makes it more difficult to
coordinate efforts to internalize the externalities.
Epidemics of tax evasion are obviously still possible,
unless other standard forms of intervention such as
controls and sanctions can guarantee a large enough
basis of compliance to make it worthwhile to seek
vendors willing to trade legally.

From the point of view of equity, so long as lotter-
ies are inferior goods they should give rise to trans-
fers that have a larger value for the poor who
receive them. On the other hand, one of the draw-
backs to the lottery scheme is the possible substitu-
tion effect upon the demand for other forms of
gambling supplied by the government. A more gen-
eral caveat relating to both monetary transfers and
lotteries concerns the potential for crowding-out
effects in the realm of intrinsic (moral) motivations
for paying taxes and obeying fiscal laws. This is a
matter for concern, since, in a certain sense, compli-
ance becomes conditional on some form of com-
pensation.
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ACCRUAL ACCOUNTING IN

THE PUBLIC SECTOR

Accrual accounting is the standard accounting sys-
tem in private business enterprises, while cash
accounting is mainly practiced in the public sector as
well as often in small businesses. A cash accounting
system records income when it is received and
expenditure when it is paid out, while under accrual
accounting both items are recorded when they are
due. Cash accounting, generally, does not report on
assets, depreciation, liabilities, public debt, future
benefits of assets, inter-generational flows of

resources or even costs in the sense of resource use,
whereas accrual-based accounting, at least in princi-
ple, does.

For some time, however, public sector accrual
accounting has been gaining ground (see Table). It is
an important element of the wider concept of the so-
called New Public Management, which aims at
increased transparency, efficiency and responsibility
(“accountability”) of the public sector vis-à-vis the
citizens. The adoption of private business accounting
standards in the public sector dates back at least to
the 1850s when many major British municipalities
applied accrual accounting systems (Wynne). In the

Public sector accrual accounting

Country Introduction of accrual accounting in the public sector

Austria Accrual accounting only partly introduced: assets are recognized, but no depreciation; stocks
and provisions are not recognized, but income and expenditure are on an accrual basis.

Belgium No or not known.

Czech Republic Accrual accounting for fixed assets and stocks but not for tax revenues.

Denmark During the 2000s.

Estonia During the 2000s.

Finland During the 1990s on central and sub-central level.

France During the 1990s on local level; 2007 on central level.

Germany After 2000 on local level; around 2005 in some federal states (Berlin, Bremen, Hamburg);
no present consideration for the central level.

Hungary Pure cash accounting on all levels of government. 

Italy After 2000 on local level; no present consideration for the central level.

Latvia During the 2000s.

Lithuania Accrual accounting for fixed assets and stocks but not for tax revenues.

Luxembourg No or not known.

Malta Under consideration.

Netherlands During the 1980s on local level; planned introduction on the central level postponed.

Portugal No or not known.

Romania 2007.

Slovenia No or not known.

Spain During the 1990s on central and sub-central level.

Sweden During the 1970s on local level; during the 1990s on central level.

United Kingdom In the early nineteenth century, accrual accounting in most major municipalities; shift to cash
accounting in 1866. During the 1990s shift back to accrual accounting on central and sub-central
level. The reform started in the early 1990s with the introduction of accrual accounting in the
British National Health Service.

EU Commission 2005.

Switzerland In some Cantons in the 1940s; all Cantons agreed to accrual accounting in 1977; after 2008 on
national level.

Australia 1997, but only on the central level; on the local level the change is currently under way.

Canada 2001.

Chile 1973 during the economic reforms under Pinochet.

New Zealand 1990; at present on of the most advanced accrual accounting countries.

USA 1997, but only on the central level; on the local level the change is currently under way.

 Sources: The table has been compiled from: FEE (2007); Tiron-Tudor and Mutiu (2005); Wynne (2003).



twentieth century, some Swiss Cantons were the
first to introduce this accounting standard (during
the 1940s). Chile, in the radical economic reform
phase of the Pinochet era, seems to be the first
country in the world to introduce accrual account-
ing on a central government level (1973). New
Zealand was the next country to follow (1990), em-
ploying at present accrual accounting in a most
extensive and elaborate way. Since 2000, in some
cases even earlier, there was a wave of European
countries turning to public sector accrual account-
ing: The Northern European countries Denmark,
Finland and Sweden, the Baltic countries Estonia,
Latvia and Lithuania, some Central Eastern Eu-
ropean countries, but also France, Spain and the
United Kingdom. Outside Europe, Australia,
Canada and the United States adopted central gov-
ernment accrual accounting before the turn of the
millennium. Some countries started the reform on
the local, some on the central government level.
The European Commission, well ahead of its own
introduction of accrual accounting (which hap-
pened finally in 2005), had surged the entry candi-
dates to adopt the new system (with success).

Accrual accounting may come in quite different for-
mats.At present, only a minority of countries follows
the norms of the International Public Sector
Accounting Standards (IPSAS) of the International
Federation of Accountants/Public Sector Com-
mittee. Competing standards are offered, e.g., by the
OECD and by Comparative International Ac-
counting Research (CIGAR). The Box lists some of

the many aspects under which accrual accounting
may be differently applied.

The fundamental debate, however, whether it is use-
ful – and worthwhile – to shift public accounting to
an accrual basis, is evidently not over. Some coun-
tries have resisted changing their cash-based
accounting, at least with regard to the central level.
This is the case, for example, in Hungary, Germany
and Italy. The Netherlands have postponed a deci-
sion about an adoption of accrual accounting on the
central level for some years.

The main points of principal concern seem to be the
following: First, is it really adequate to use an
accounting system in the public (not for profit) sec-
tor that has been developed for the private (for prof-
it) sector? While accrual accounting may render rel-
evant information for actual and potential share-
holders, this may be different for the public sector,
where the stakeholders are the electorate. For the
latter, solid information about the tax system may be
more relevant than an accrual-based public balance
sheet. Second, transparency on resource use and
comparability of performance are enhanced by
accrual accounting, but this may come at the expense
of reduced transparency and monitoring of (cash)
expenditures. Third, accrual accounting may provide
better insight into highly relevant features of public
actions, but only to those persons able to read the
statements of accrual budgeting, while cash account-
ing statements are more easily to understand for the
general public. Fourth, in principle – as well as in

practice – it is possible to supple-
ment cash-based financial state-
ments by additional information
regarded as relevant, e.g. on
assets, pensions and the change
in value of such items. However,
the logical link may be lacking.
Fifth, accrual-based accounting
does not necessarily and auto-
matically reveal all important
information it, in principle, con-
tains. Wynne, for example,
reports on the backlog of main-
tenance in the British National
Health Service which was not
reported and detected with the
introduction of accrual account-
ing in this sector. Finally, accrual
accounting is costly. The intro-
duction alone is a long process.
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Box

Possible differences in public sector accrual accounting

• Comprehensive application: for all or only for some government entities

• Full application: statements of financial position, of financial perform-
ance, cash flow statements plus link between the three statements

• Application for budgeting and/or for accounting

• Consolidation: for the whole government sector or for central govern-
ment entities only 

• Authorization by the legislature: for cash expenditures or costs and/or
obligations

• Valuation of assets: at historical costs or current value 

• Range of assets recognised: land, infrastructure, buildings, military
assets, assets under construction, stocks

• Treatment of depreciation and maintenance costs

• Valuation of liabilities

• Range of liabilities recognised: e.g., state pensions

• The generally accepted classification: is applied to fixed and current  
assets, liabilities; equity as a balancing item

• Provisions: recognised or not

 Sources: The box has been compiled from: FEE (2007) and Dees and
 Neelissen (2004).
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Moreover, to run the system many more qualified
accountants are necessary than before.

R.O.
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ENVIRONMENTAL TAXES

Environmental taxes are designed to change behav-
iour and to reduce environmental externalities. They
deliver a first dividend in terms of an improved envi-
ronment. At the same time environmental taxes
raise public revenues. These revenues can be used to
cut labour taxes. If we can assume that direct taxes
on labour affect employment negatively, environ-
mental taxes can generate a “double dividend”: bet-
ter environmental protection and higher employ-
ment.

Whereas all OECD member countries have intro-
duced environmental taxes to a certain degree, only
some countries have implemented more comprehen-
sive environmental tax reforms since the beginning
of the 1990s. Denmark, Finland, Germany, the
Netherlands, Norway, Sweden and the United
Kingdom are these countries (Table). Their reforms
are aimed at increasing environmental taxes on the
one hand, and cutting labour taxes on the other. The
tax cuts have focused especially on employers’ social
security contributions and on personal income taxes.
The tax shifts undertaken have as a rule been rela-
tively small, ranging from 0.1 percent of total tax rev-
enues in the United Kingdom to 0.5 percent in the
Netherlands. Major shifts have taken place only in
Germany (1.8 percent of total tax revenues), Sweden
(2.4 percent) and Denmark (6 percent). As ex post

evaluations of the environmental tax reforms are
scarce, their indirect effects on employment are not
known exactly (OECD 2007).

In 2004 environmental taxes represented on average
about 2.5 percent of GDP in OECD countries
(OECD/European Energy Agency database on
instruments used for environmental policy). To
increase environmental tax revenues, emphasis
could be put on the industrial consumption of ener-
gy. Compared to household consumption industrial
energy consumption is in many cases taxed less, and
heavy polluters often obtain exemptions.

According to the European Commission there are
barriers limiting the increase of environmental tax
revenues that could be used for cutting labour taxes.
Some of the revenue is often earmarked to compen-
sate polluters from the costs associated with the tax.
Furthermore it is assumed that environmental taxes
would harm the competitiveness of energy-intensive
industries. In addition, the assumption that there is a
long-term trend of higher oil prices is used as an
argument not to increase environmental taxes at the
same time. And finally the growing popularity of
non-fiscal instruments, such as emissions trading, has
led to the reduction in additional environmental tax-
ation (European Commission and Eurostat 2006). In
the European Union, the implicit tax rate calculated
for energy (in euros per ton of oil equivalent) shows
that taxation has been declining on average since
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Green tax reforms 

Start
year

Taxes raised on Tax cut Magnitude

Denmark 1994 Variousa)

CO2

SO2

Personal income tax
Social security contributions
Capital income

Around 3% of GDP by 2002, or
over 6% of total tax revenue

Germany 1999 Petroleum products Social security contributions Around 1% of total tax revenue in
1999 and 1.8% in 2002

Netherlands 1996 CO2 Corporation tax
Personal income tax
Social security contributions

0.3% of GDP in 1996, or around
0.5% of total tax revenues in 1999

Norway 1999 CO2

SO2

Diesel oil

Personal income tax 0.2% of total revenue in 1999

Sweden 1990 CO2

SO2

Various

Personal income tax
Energy taxes on agriculture
Continuous education

2.4% of total tax revenue

United Kingdom 1996 Landfill Social security contributions Around 0.1% of total tax reve-
nues in 1999

2001 Energy 
(for industry)

Social security contributions 0.2% of total tax revenues in 2002 
for the climate change levy

a) Gasoline, electricity, water, waste and cars.

Source: OECD (2007), p. 190.
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1995 and especially since 1999, due to a decrease in
Italy, France, Portugal, Spain and Greece that has
offset increases in the majority of other countries
(Figure). This tendency may change, however, if the
growing prominence of the climate change debate
translates into action.

W.O.
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MONETARY POLICY

IMPLEMENTATION

While the ultimate goals of monetary policy – price
level stability and a contribution to economic
growth – are since long undisputed, the way of real-
ising these goals has undergone considerable
changes. Until the 1980s, influenced first by Keynes
and later by Milton Friedman, the view dominated
that a central bank should try to steer some reserve
aggregates of the banking sector. Via the money (or
credit) multiplier, the change of the reserves would
influence various (non-reserve) monetary aggre-
gates and, finally, impact on the ultimate goals of
central bank policy. Instead of this “reserve doc-
trine position” of monetary policy, today it is a gen-
erally accepted view that a central bank has to steer
short-term interest rates in order to meet its goals.
This change of the general orientation of central
bank policy means a revival of what major central

banks, like the Bank of England or the German
Reichsbank, did prior to 1914, namely controlling
the short-term interest rates.

In a recent article Bindseil and Nyborg (2007) con-
sider nine important central bank systems and
analyse similarities and differences of their mone-
tary policy implementation (see Table). Typically for
the new view, the operational target is a short-term
interest rate which is often the overnight interbank
interest rate. In several cases, this target is, however,
only an implicit one, while the explicit target is the
rate for repo operations (repurchase – sale and pur-
chase – of securities). But there are some exceptions.
One is Switzerland where the three month Libor for
Swiss francs is targeted. Another exception is Russia
where the operational target is the change (or no
change) of the real exchange rate.

The target is controlled by certain instruments which
make up the operational framework of monetary
policy. This framework again typically consists of
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Characteristics of monetary policy implementation

Central Bank
system

Operational
target

Frequency of repo opera-
tions 

Borrowing and deposit
facility, at penalty
level?

Reserve requirements 

Euro area Minimum bid rate in
weekly repos

Weekly Both facilities existing, 
at penalty level 

2% of deposits and debt
securities with maturities
up to two years 

Denmark Discount rate Two weekly operations in
parallel: one liquidity ab-
sorbing, one providing

No borrowing facility;
light penalty

n.a.

Norway Deposit rate No standard frequency Both facilities existing, 
penalty only on borrow-
ing fac.

n.a.

Sweden Rate of weekly fixed
rate repo operations

Weekly Both facilities existing, 
at penalty level 

n.a.

Switzerland Target rate for the
three months Libor

Daily No deposit facility 2.5% of liabilities with a
maturity of 90 days

UK Rate of fixed rate
repo operations

Weekly Both facilities existing, 
at penalty level 

Banks choose themselves
their reserve requirements 
up to a certain maximum 

Belarus Refinancing rate be-
ing an administrative 
rate adopted by the
financial sector

Weekly Both facilities existing, 
at penalty level 

5% of local currency de-
posits from households;
10% of local currency de-
posits from firms; 10% of
foreign exchange deposits

Russia Rate of change of real
exchange rate

Overnight repo: twice a 
day; 3 month repo: once
a month; 1 or 2 week
repo: once a week

Both facilities existing, 
at penalty level 

2% for liabilities to non-
residents; 3.5% for all
other

US Overnight interest 
rate

Almost daily No deposit facility Different levels; maxi-
mum 10% of transactions
deposits

Note: In their article the authors provide much more information on the conduct of monetary policy than is compiled
in this table.

 Source: Compiled from: Bindseil and Nyborg (2007).
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open market operations, standing facilities and
reserve requirements. In order to use these instru-
ments effectively, it is important to employ consider-
able resources to forecast the development of factors
not under control of the central bank, like banknotes
in circulation, foreign exchange reserves or govern-
ment current accounts.

Open market operations are primarily conducted
through repos (and less often through the outright
holding of securities). The frequency of such opera-
tions differs between one per day and one per week.
While the initiative for repo operations rests with
the central bank, standing facilities are under the ini-
tiative of the commercial banks. In most cases, the
standing facility consists of a borrowing (liquidity
creating) and a deposit (liquidity absorbing) facility
and there is a penalty to be paid for the use of both
facilities. The standing facility is one factor which
permits the central bank not to be daily active on the
open market. Another factor in this respect is the
reserve requirements that are imposed by most cen-
tral banks. In contrast to the earlier treatment of
reserves, today they are often remunerated at mar-
ket rates.The Bank of England, which had long since
not imposed reserve requirements, is now introduc-
ing reserves on a voluntary basis.

R.O.
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REFERRAL TO ACTIVE

LABOUR MARKET

PROGRAMMES

Over the past few years the “activation” of the
unemployed has become part of the employment
strategy in many countries. A variety of instruments
are used to “activate” jobseekers. The OECD has

collected information on these instruments by send-
ing a questionnaire on “Interventions in the
Unemployment Spell” to member states. Here we
want to present the results concerning obligatory or
voluntary entry into Active Labour Market Pro-
grammes (ALMPs). These results are shown in more
detail in OECD (2007).

The Table (column 1) shows that countries with
obligatory programmes are Australia (after an
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Participation in active labour market programmes (ALMPs) 

Compulsory participation after some set 
unemployment duration

(Yes/after how many months/No)

Compulsory when re-
ferred by Public Em-

ployment Service
(Yes/No)

Continuing job-search re-
quirement (R) and verifica-
tion (V) during participation

in ALMPs

Australia Yes, six months for all aged 18 to 49 Yes R, V

Austria No Yes No

Belgium No Yes R, V (VDAB)

Canada No No No

Czech Republic No No R, V

Denmark Yes, six months for unemployed under 
30 and over 60; nine months for all

others

Yes R

Finland No Yes, if a measure is
contained in an individual

action plan

R

France No Yes No

Germany No, but unemployment assistance
(UBII) recipients below age 25 can be

referred immediately

Yes Variable requirements

Greece No Participation »strongly
encouraged«

No

Hungary No Yes No

Ireland No Yes No

Italy No Yes No

Japan No No No

Korea No No No

Luxembourg No Yes No

Netherlands Yes, one month/six months
(start of »reintegration trajectory«)

Yes No reply

New Zealand No Yes, if a measure is
contained in an individual

action plan

Variable requirements

Norway No Yes No

Poland No Yes No

Portugal No Yes No

Slovak Republic No No R, V

Spain No Yes No

Sweden Yes, at 28 months at the latest Yes R, V

Switzerland No Yes R, V

Turkey No No No

United Kingdom Yes, ten months for youths,
22 months for adults 25–49

Yes No

United States No No R and possibly V in some
states

Source: Compendium of national replies to the OECD Secretariat questionnaire on »Interventions in the Unemployment
Spell«.



CESifo DICE Report 3/200751

Database

employment spell of six months for ages 18 to 49),
Denmark (nine months for ages 30 to 60 and six
months for youths), Sweden (28 months for all) and
the United Kingdom (22 months for ages 25 to
49 and ten months for youth). In Germany “unem-
ployment benefit II” recipients below the age of
25 are immediately referred to an ALMP if no jobs
are available for them. In the Netherlands unem-
ployed persons, judged to be at some distance to the
labour market, are contracted out to private and
community providers.

Finland indicates that offers usually start at
12 months for adults and three months for youth,
and they tend to be obligatory when the respective
activity is contained in the client’s individual action
plan (which is often the case). Thirteen other coun-
tries (Austria, Belgium, France, Hungary, Ireland,
Italy, Luxembourg, New Zealand, Norway, Poland,
Portugal, Spain, Switzerland) note that, while there is
no general obligation to enter programmes at a cer-
tain stage in the unemployment spell, benefit recipi-
ents nevertheless need to comply with a referral to
an ALMP by a Public Employment Service counsel-
lor. Seven countries indicate that participation in
ALMPs is not compulsory (Table, column 2).

Little information is available on the percentage of
unemployed reaching the month when an obligation
to participate in an ALMP takes effect. In the United
Kingdom, only 11 percent of the inflow reaches the
New Deal “gateway” period. In the Netherlands,
about one third of the Centres for Work and Income
inflow is categorised in “phases” (profiling groups),
two to four that are soon transferred to an external
provider. For the other countries, rough estimates
were about 15 percent in Sweden and as high as a
quarter or more in Australia, Denmark and Finland.

According to the experience with ALMPs it is advis-
able to leave participants time for continuing job
search, and for the Public Employment Service to
verify that job search. In the third column of the
Table there are answers to the question as to the
extent to which participants in training and job cre-
ation programmes still have to prove continuing
independent job search or attend interviews with the
Public Employment Service. Sixteen countries indi-
cate that such persons were exempt from job-search
obligations. In seven countries (Australia, Belgium,
the Czech Republic, Slovakia, Sweden, Switzerland
and some US states) job-search requirements and
verification continue. In Denmark and Finland the

principle of job search is upheld, but no regular
reporting to the Public Employment Service seems
to be required. In Germany and New Zealand the
requirements are variable.

W.O.
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INTERNATIONAL

RECRUITMENT OF HEALTH

PROFESSIONALS

In all OECD countries there is a high demand for
health professionals. In recent years the demand is
increasing and because of the ageing population this
demand will continue to rise. Due to this fact, the
“International Migration Outlook” of the OECD
analyses the migration policies in OECD countries,
especially the international recruitment of health
professionals.

In 2000 11 percent of the employed nurses and 18 per-
cent of the employed doctors in OECD countries were
foreign born. The percentage of foreign-born doctors
ranges from less than 5 percent in Japan and Finland
to more than 30 percent in Australia, Canada, Ireland,
New Zealand and the United Kingdom. The medical
care in these countries depends strongly on foreign
health professionals.The entry of foreign professionals
into the national labour markets is often regulated
within the scope of general immigration policies.

Very few countries, however, have special migration
policies for health professionals. Those countries are
Australia, New Zealand, the
United States (with the H-1B
visa, which governs the tempo-
rary immigration of doctors and
other skilled professionals), the
United Kingdom and Italy
(Table 1, columns 1 and 2). Au-
stralia allows foreign medical
practitioners to work there for a
maximum of four years; the stay
has to be sponsored by an em-
ployer. Australia and New Zea-
land grant special points for
health professionals as part of
their general immigration poli-
cy. In addition Australia has spe-
cial programmes for attracting
foreign health professionals (e.g.
foreign-trained doctors) to areas
with a workforce shortage in
this field.

As mentioned above in the
United States doctors can immi-
grate with an H-1B visa. Apart

from this possibility, foreign medical graduates can
complete their graduate medical education in the US
under a J-1 visa. Afterwards they normally have to
return home. At the request of a State or Federal
agency they can, however, stay if they agree to prac-
tice as a physician in an underserved area for at least
three years. In Canada there are special immigration
programmes for the provinces and territories.

In the United Kingdom all doctors from outside the
European Union require a work permit. In Sep-
tember 2006 the Medical Training Initiatives (MTI)
was introduced, which allows foreign-trained doctors
to undertake continuing training within the National
Health Service (NHS).

In many countries work permits are generally
granted for a limited period and conditioned on a
labour market test (i.e., in Europe, checks that there
are no EU residents available to fill the position).
There are, however, countries where the labour
market test may be waived. This is the case in
Belgium, Denmark, Ireland, the Netherlands, Spain
and the United Kingdom for occupations on the
shortage list. In all these countries health profes-
sionals are included in the shortage lists (Table 1,
column 3). Furthermore, no labour market test is
necessary for highly skilled workers in Belgium,
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Table 1 

Migration programmes for foreign health professionals (HP)

Specific mi-
gration pro-

grammes for 
HP or specific

conditions
may apply 

Specific migration
programmes for HP in
underserved areas or
specific conditions in

regional migration
programmes

HP are  
included in

labour short-
age lists

Belgium Yes 
Denmark Yes
Ireland Yes 
Italy Yes 
Netherlands Yes 
Portugal Yes 
Spain Yes
United Kingdom Yes Yes 

Australia Yes Yes Yes 
Canada Yes Yes 
New Zealand Yes Yes 
United States Yes Yes

For the recognition of foreign qualifications in Austria, Belgium, Canada,
Czech Republic, Denmark, Ireland, New Zealand, Norway, Poland, Portu-
gal, Slovak Republic, Spain, Sweden, Switzerland and United Kingdom:
Exams and if necessary a supervision period or additional training are re-
quired. In Finland, France, Germany, Greece, Italy, Luxembourg, Turkey,
Japan and United States condition on nationality, national qualifications
required or other types of stringent conditions apply. In Australia and the
Netherlands conditional/limited registration may be possible under simplified 
procedures.

Source: OECD, International Migration Outlook, SOPEMI 2007, Paris 2007,
p. 191.
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Denmark, France, Germany and the Netherlands if
the wage is above a certain threshold.

Bilateral agreements for the international recruit-
ment of health professionals are less important. Only
few countries use this instrument. Canada and
Switzerland have signed an agreement protocol to
support the mobility between the two countries.
Because of its surplus of nurses Spain has signed
bilateral agreements with France and the United
Kingdom to offer nurse aid. Especially for the
recruitment of foreign nurses Germany has signed
agreements with several central and eastern Eu-
ropean countries, with Italian regions, with Ro-
manian regions and with Japan and the Philippines.
The United Kingdom has signed bilateral agree-
ments with China, India and Spain to recruit health
professionals, a memorandum of understanding with
the Philippines and an agreement with South Africa
for mutual education exchange of health workers.

Australia and New Zealand agreed upon the mutual
recognition of medical qualifications (Table 2).

N.H.

Reference

OECD (2007), International Migration Outlook, SOPEMI, Paris,
162, 190–94, 218–28.

Table 2 

Bilateral agreements for the recruitment of health professionals 

Bilateral agreements relevant for the recruitment of health professionals

France Bilateral agreement to recruit Spanish nurses started in 2002 was ended in December 2004 (1,364
have been recruited in this framework).

Germany Recruitment of foreign nursing aids is organised within bilateral agreements (no labour market test).
In 2005, such agreements were signed with Croatia, Ukraine as well as Poland, Slovenia, the Czech
Republic and the Slovak Republic, Bulgaria and Romania.

Ireland No, formal agreement but close links have been established with the Philippines for nurses.

Italy Yes, some Italian regions have signed bilateral agreements notably with Romanian provinces (e.g.
Parma with that of Cluj-Napoca or Veneto with Timis County). There are also semi-formal links
with Spain to recruit Spanish nurses.

Spain Spain and the Philippines have agreed to develop a pilot project to recruit personnel for nursing homes
(no nurses or doctors). Spain has also signed agreements with other EU countries (UK, FRA…) to
send Spanish nurses abroad.

United
Kingdom

Recruitment agreements with China, Spain and India. Memorandum of understanding with the
Philippines. Agreement with South Africa for reciprocal education exchange of health workers.

Switzerland Bilateral agreement with the EU
Agreement Protocol with Canada to facilitate migration notably of Canadians in the health sector.

Turkey No, however, within the context of EU accession (free movement of workers, recognition of qualifi-
cations and diplomas) preparatory work has been started.

Australia No, except with New Zealand (Trans-Tasman Mutual Recognition Arrangement).

Canada North American Free Trade Agreement (NAFTA).

Japan Japan-Philippines Economic Partnership Agreement (JPEPA): nurses with 3 years experience and a
contract with a hospital can stay for 3 years to obtain a Japanese qualification, including pursuing a
language course and following a supervised training.

New Zealand No, except with Australia (Trans-Tasman Mutual Recognition Arrangement).

United States No, except with Canada and Mexico with the North American Free Trade Agreement (NAFTA).

No bilateral agreements except within the EU for Austria, Belgium, Czech Republic, Denmark, Finland, Greece,
Luxembourg, Netherlands, Poland, Portugal, Slovak Republic, Sweden and Norway. Denmark, Finland, Norway and
Sweden have an additional agreement on a Common Nordic Labour Market.

Source: OECD, International Migration Outlook, SOPEMI 2007, Paris 2007, pp. 218–28.



ANTI-DISCRIMINATION

REGULATION

Anti-discrimination principles are, on the face of it,
a good thing: the idea that all men are created equal
leads naturally to the notion that no one ought to be
discriminated against on any grounds at all.
Politically and morally, such a stance is unassailable,
and so, unsurprisingly, equality before the law fea-
tures under various formulations in the political
charters of all OECD countries. And yet, many
countries have felt compelled over the years to reg-
ulate this area with a wide-ranging array of special
anti-discrimination rules. How has anti-discrimina-
tion legislation evolved through time in OECD
countries, and what are the economic effects of such
initiatives?

The table below gives an overview of the develop-
ment of anti-discrimination legislation in some
OECD countries over the past 50 years. Anti-dis-
crimination concepts were first introduced – under-
standably from a historical point of view – in the
once-strictly segregated US and in class-ridden UK,
starting in the 1960s and 1970s, beating by a genera-
tion welfare-state Europe. The US Civil Rights Act
of 1964, enacted almost exactly one century after the
American Constitution set its famous “All Men are
created equal” precept in stone, forbade discrimina-
tion “on the ground of race, colour or national origin
in voting, enjoyment of the goods, services, facilities
and privileges, advantages and accommodations of
any place of public accommodation, education, [and]
employment opportunity”. Canada and the UK fol-
lowed in the 1970s. Continental Europe, by contrast,
waited until this past decade to introduce a wave of
initiatives for anti-discrimination legislation.1 The
wave was triggered by two EU directives, one for-
bidding racial or ethnic discrimination in every walk
of life and the other setting an array of criteria
(namely gender, disability, age, racial or ethnic ori-
gin, religion or belief, sexual orientation) according
to which no one can be discriminated against, in par-
ticular in the labour market.2 Both guidelines have

meanwhile – albeit under various formulations –
been enacted by the member countries.

The ethical and political motivation behind such leg-
islation is, as already stated, obvious: discrimination
is not reconcilable with our sense of justice. But what
are the economic implications of such legislation? In
particular, are across-the-board principles always
economically sensible? There are some grounds for
doubt on this.

Discrimination can indeed lead to economic ineffi-
ciencies, justifying the introduction of regulation to
deal with it. Take the example of gender-based dis-
crimination.A gender-based division of labour, norms
and customs determining kinds of work women or
men may or may not perform, and labour laws initial-
ly created to protect women from harmful forms of
work can often result in rigidities in the allocation of
labour that lead to inefficiencies and lower output. A
study of 11 Latin American and Caribbean countries,
for example, suggests that the segregation of the
labour market by gender reduces women’s wages
moderately to substantially while boosting men’s
wages very little (Tzannatos 1999; World Bank 2001).
That implies that a less segregated labour market
would increase total output. Gender inequality in
education – given that boys and girls have a similar
distribution of innate abilities – means that the aver-
age ability of those who get educated is lower than it
would be without such a gender bias, leading to a
waste of human capital. This, in turn, has a negative
effect on economic growth that has been empirically
demonstrated to be substantial (Klasen 1999).

Hence anti-discrimination regulation can improve effi-
ciency, but it needs to be formulated carefully if it is not
to achieve the opposite. Even when introduced for the
best of reasons, it can have quite problematic conse-
quences from the economic point of view. This applies
especially to very generalised principles. One example
of such a very generalised norm is the anti-discrimina-
tion regulation as formulated in the current version of
the European Draft Constitution.3 The Constitution
draft, as well as the not yet binding Charter of Funda-
mental Rights of the European Union, contains a wide-
reaching formulation on anti-discrimination regulation:
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1 The Treaty of Amsterdam transferred to the EU extended facul-
ties in the area of anti-discrimination regulation, granting thereby
the discrimination topic much higher relevance. The corresponding
guidelines for the implementation of these competencies were
enacted by the EU in 2000.
2 EU-Directive 2000/43/EC of 29 June 2000, implementing the prin-
ciple of equal treatment between persons irrespective of racial or
ethnic origin and EU-Directive 2000/78/EC of 27 November 2000
establishing a general framework for equal treatment in employ-
ment and occupation.

3 This draft was approved at the European Council in Brussels and
signed in Rome in 2004 by all 25 member states. The constitutional
treaty opened a period of ratification to be finished by October
2006, but after the rejection of the text by French and Dutch citi-
zens, the member states agreed on allowing a , which in effect
meant that the deadline for ratifying the treaty was prolonged
indefinitely. Hence the text is not (yet) legally binding.
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Non-discrimination (current Draft of the European

Constitution, Annex 1, Article 21 (2))

1. Any discrimination based on any ground such as
sex, race, colour, ethnic or social origin, genetic
features, language, religion or belief, political or
any other opinion, membership of a national
minority, property, birth, disability, age or sexual
orientation shall be prohibited.

2. Within the scope of application of the
Constitution and without prejudice to any of its
specific provisions, any discrimination on grounds
of nationality shall be prohibited.4

This wording is far more generalised than the EU’s
anti-discrimination regulation currently in force, and
the strict implementation of this article could bring
about severe economic problems.

A general prohibition of gender discrimination –
without differentiating according to the concrete con-
text – would for instance pose tremendous difficulties
for the . It is an empirical fact that life expectancy of
women is significantly higher than that of men.
Forbidding one side of the market – namely the insur-
ance companies – to make use of this information,
which is available for both sides of the market, in their
optimisation algorithms creates a market with
adverse selection and can thus lead to market failure
(Akerlof 1970). For the same reason, prohibiting any
discrimination based on age or disabilities would be
problematic. The functioning principle of the entire
health insurance industry would be placed in jeop-
ardy, as it is based upon the unequal distribution of
age or health condition. To ban discrimination on the
basis of national origin could also cause severe distor-
tions: in the current situation of large income differ-
entials between old and new EU member states it
could bring about unrestricted migration into the
social welfare systems of the wealthier members.

The upshot is that the introduction of anti-discrimina-
tion legislation calls for a prior careful analysis of its
possible consequences in the economic arena, resisting
the temptation of applying blanket-wise rhetorically
flawless general principles whose practical conse-
quences have not been duly examined. This makes
anti-discrimination regulation a highly topical subject.

J. A.; N. H.

All information on anti-discrimination regulation given in the table
will be available shortly – in more detail – on the DICE website.
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NEW AT DICE DATABASE

In the third quarter of 2007 about 80 additions of
new or updated tables on different topics have been
made to the institutions database DICE. (Database
for Institutional Comparisons in Europe; free access:
www.cesifo.de/DICE). Examples of new country-
comparative information include the following sub-
jects (in table format):

• Labour market: Relative minimum wage levels,
2000 – 2005; Average net replacement rates for
unemployed; Coverage, source of funds and quali-
fying conditions for unemployment benefit;
Average annual hours actually worked; Activating
the unemployed: Registration procedures, benefit
entitlement and confirmation of status.

• Pensions: Evolution of the size of pension funds;
structure of assets of pension funds; standard statu-
tory age of entitlement to public old-age pensions.

• Public finances: General degree of decentraliza-
tion; function-specific decentralization ratios;
Board composition, board functions  in state-
owned enterprises;

• Social policy: Duration of the poverty spell;
Gini coefficient; Total transfers received by
households.

• Enterprise environment: Board and leadership
structure; Bankruptcy regulations: Initiators and
priority of claims, Role of creditors and managers,
Handling and parties of the bankruptcy procedure.

• Health: Average length of stay for acute care;
Health situation: life style; Overweight or obese
population; Absenteeism from work due to illness;

FORTHCOMING CONFERENCES

Do We Need National or European Champions?
16–17 November 2007, in Munich

EU countries are deeply divided about the role of
industrial policy, with preferences ranging from neo-
liberal approaches to strong government support for
national champions. Does this facilitate the sell-out
of national economies with hands-off governments,
or do interventionist governments hurt themselves
because they create huge and inefficient corpora-
tions? Is economic patriotism legitimate? Should
other EU members counter by adopting similar
national policies? Do we need a common industrial
policy that supports European champions? What is
the best way of unleashing Europe’s innovation
potential? These questions are central to the future

position of the European market in the internation-
al division of labour and yet, the views about the rel-
ative role of the various government levels concern-
ing these questions of competition supervision, regu-
lation and industrial support vary strongly.
Scientific organisers: Christian Gollier,
Ludger Woessmann

Second Workshop on Macroeconomics and
Business Cycle
22–23 November 2007, in Dresden

The two-day workshop is jointly organised by the
Dresden Branch of the Ifo Institute and the Helmut-
Schmidt-University Hamburg and takes place in
Dresden. The aim of the workshop is to bring together
researchers with macroeconomic and business cycle
interest and to present current research results. Studies
in all areas of macroeconomics are welcome, in partic-
ular business cycle research, empirical papers and
those with a focus on Germany and Europe.
Participation without own contribution is also possible.
Scientific organisers: Beate Schirwitz,
Michael Berlemann

5th Norwegian German Seminar on Public
Economics
23–24 November 2007, in Garmisch-Partenkirchen

On November 23–24, 2007, CESifo and the Nor-
wegian School of Economics and Business Admi-
nistration will organise the 5th Norwegian-German
Seminar on Public Economics, to be held at
Garmisch-Partenkirchen near Munich. The semi-
nar will be arranged within the framework of the
Ruhrgas Scholarship Scheme under the auspices of
The Research Council of Norway and Stifter-
verband für die Deutsche Wissenschaft. The con-
ference invites the submission of papers from all
fields of public finance. Both theoretical and em-
pirical papers are welcome. Within the conference
programme there will be thematic focus on public
finance aspects of education economics.
Scientific organisers: Guttorm Schjelderup,
Marko Koethenbuerger

Political Economy
30 November–1 December 2007, in Dresden

The workshop is jointly organised by the Dresden
Branch of the Ifo Institute and the Technical



University of Dresden. The two-day workshop will
serve as a forum to present current research results
in political economy and public choice and will
give researchers in these areas the opportunity to
network. Both theoretical and empirical studies
are welcome.
Scientific organiser: Marcel Thum

Regulation of Financial Markets in Europe
18–19 January 2008, in Munich

Organised by the CESifo Research Area on Macro,
Money and International Finance, this conference
is part of the CESifo programme on “How to
Construct Europe”, supported by the Leibniz
Foundation. The aim of the conference is to bring
together researchers, with an economic policy
interest in the European economy, from the differ-
ent disciplines and to discuss the important topic of
financial market regulation in Europe from vari-
ous perspectives.
Scientific organisers: Paul De Grauwe,
Frank Westermann

Ethics and Economics
8–9 February 2008, in Munich

The Enron scandal shook the world, intensifying
the discussion about business ethics. The issue of
corporate social responsibility has gained further
importance with the globalisation process.
However, the issues of responsibility, justice and
fairness are more general problems. They point to
the interlink between us as homo oeconomicus and
homo moralis, vividly analysed by our forerunner
Adam Smith. The relationship between ethics and
economics seems highly relevant when judging the
behavior of human beings in business, politics and
private life.
Scientific organiser: Vesa Kanniainen

Economic Incentives: Do They Work in
Education? Insights and Findings from
Behavioral Research 
16–17 May 2008, in Munich

To explore the use of economic incentives in edu-
cation, CESifo Munich and the Program on
Education Policy and Governance (PEPG) of
Harvard University are hosting jointly a confer-

ence in Munich, Germany, on 16–17 May 2008.
Building on the success of a previous joint confer-
ence whose proceedings are just published by MIT
Press, the scientific organizers, Paul E. Peterson
(Harvard) and Ludger Woessmann (Munich), hope
to again bring scholarly perspectives together from
both sides of the Atlantic.
Scientific organiser: Ludger Woessmann

NEW BOOKS ON INSTITUTIONS

Regulatory Impact Assessment
Colin Kirkpatrick and David Parker
Edward Elgar, 2007

Globalisation of Accounting Standards
Jane M. Godfrey and Karyn Chalmers (eds.)
Edward Elgar, 2007

Law and Economics
Wolfgang Weigel
Routledge, 2007

European Corporate Governance
Thomas Clarke and Jean-Francois Chanlat (eds.)
Routledge, 2007

Voraussetzungen für grundlegende institutionelle
Reformen
(Preconditions for fundamental institutional
reforms)
Thomas Eger (ed.)
Duncker& Humblot, 2006

Handbook on the Economics of Discrimination
William M. Rogers III (ed.)
Edward Elgar, 2006
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DICE
Database for Institutional Comparisons in Europe

www.cesifo.de/DICE

The database DICE was created to stimulate the political and academic
discussion on institutional and economic policy reforms. For this purpo-
se, DICE provides country-comparative information on institutions, re-
gulations and the conduct of economic policy.

To date, the following main topics are covered: Labour Market, Public
Finances, Social Policy, Pensions, Health, Business Environment, Natu-
ral Environment, Capital Market and Education. Recently a chapter on
Experts’ Assessments of Governance Characteristics has been added.
Information about Basic Macro Indicators is provided for the conveni-
ence of the user.

The information of the database comes mainly in the form of tables 
– with countries as the first column – but DICE contains also several 
graphs and short reports. In most tables, all 25 EU and some important
non-EU countries are covered. 

DICE consists primarily of information which is – in principle – also
available elsewhere but often not easily attainable. We provide a very
convenient access for the user, the presentation is systematic and the
main focus is truly on institutions, regulations and economic policy con-
duct. Some tables are based on empirical institutional research by Ifo
and CESifo colleagues as well as the DICE staff.

DICE is a free access database.

Critical remarks and recommendations are always welcome. 
Please address them to 
osterkamp@ifo.de 
or 
ochel@ifo.de
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