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PREFACE

On October 13, 1988, the United States International Trade Commission (USITC) received
aletter from the House Committee on Ways and Means and the Senate Committee on Finance
(presented as appendix A) requesting advice pursuant to section 332(g) of the Tariff Act of
1930, with respect to the greater economic integration of the European Community (EC)
scheduled to bein place by the end of 1992 and its possible impact on U.S. trade and
investment and on U.S. business activitiesin Europe. In response to therequest, the
Commission instituted investigation No. 332-267 on December 15, 1988. Thereport was
issued in July 1989.

The committees noted that the form and content of the policies, laws, and dir ectives that
remove economic barriersand restrictions and harmonize practices among the EC member
states may have a significant impact on U.S. business activitieswithin Europe overall and in
particular sectors. Further, the process of creating a single market may also affect progress
and resultsin the ongoing Uruguay Round of GATT multilateral trade negotiations.
Therefore, the committeesrequested that the Commission study focus particularly on the
following aspects of the EC's 1992 program:

1. Theanticipated changesin EC and member -state laws, regulations, policies, and
practicesthat may affect U.S. exportsto the EC and U.S. investment and
business operating conditionsin the EC.

2. Thelikely impact of such changeson major sectorsof U.S. exportstothe EC
and on U.S. investment and business oper ating conditionsin the EC.

3. Thetradeeffectson third countries, particularly the United States, of particular
elements of the EC's efforts.

4. Therelationship and possible impact of the single-market exercise on the
Uruguay Round of GATT multilateral trade negotiations.

The committees also noted that " Given the great diversity of topics which these directives
address, and the fact that the remaining directives will become available on a piecemeal basis,
the Commission should provide therequested information and analysisto the extent feasible
in an initial report by July 15, 1989, with follow-up reports as necessary to complete the
investigation as soon as possible thereafter.” Thisfirst follow-up report essentially follows
theformat of theinitial report, with summaries of each of theinitial report's chaptersand
discussions of developments since December 31, 1988. Thisreport includes expanded
cover age of local-content requirements, rulesof origin, directive implementation by member
states, and the social dimension of integration.

Copies of the notice of the scheduling of follow-up reportswere posted at the Office of the
Secretary, U.S. International Trade Commission, Washington, DC. The notice was published

i?] the Federal Register (54 F.R. 38751) on September 20, 1989, and isincluded as appendix B of
thisreport
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EXECUTIVE SUMMARY

The European Community (EC), asit isknown tOdgfl’ has developed from the mer ging of
three original communities known as the European Coal and Steel Communities (ECSC), the
European Economic Community (EEC), and the European Atomic Energy Community
(Euratom). The Treaty Establishing a Single Council and a Single Commission of European

Communities signed in 1965 effectively completed the formation of the EC.

Although the EC has had no internal customs duties and has had common exter nal
duties, internal aswell as external trade has encounter ed numer ous nontariff obstacles.
These barriers principally developed over timeas EC countries attempted, from timeto time,
toinsulate particular industriesand/or productsafter internal dutieswere eliminated. These
measur es wer e usually effective for the purposes devised, but they did have costs. Whereas
the costs were tolerable in the 1950s and 1960s, they became mor e onerousin the late 1970s as
most European economies slowed and a general " Eurosclerosis' developed that also reduced
the competitiveness of the EC nationsin the world market

A recognition of these costs and the desire to complete the internal market, begun with
the formation of the EC and the elimination of internal duties, were at least partially
responsible for the White Paﬁer issued by the EC Commission in June 1985. This White Paper
contained broad goalsfor theintegration program and set a date of 1992 for the complete
elimination of Ehysical, fiscal, and technical barrierstotrade. An entirely free-trade
European market was to be accomplished through the issuance of approximately 280
directivesdismantling barriers.

Theinitial rePort issued in July 1989 contained three sections. Thefirst section addr essed
(1) the genesis of and prospects forthe 1992 program, (2) the institutional framework and
proceduresfor implementation of the 1992 rogram, (3) the descriptive and definitional
aspects of the 1992 , and (4) U.S. trade with the EC. The second section analyzed the
changes expected m the implementation of each of the 261 measuresissued or proposed
prior to January 1, 1989, grouped into key categories.

Thethird section contained information on and analysis of theimplications of the 1992
program for GATT, the Uruguay Round, and other EC member -state obligations and
commitments under bilateral or multilateral agreementsand codes to which the United States
isaparty.

Thisfirst follow-up report followsthe sameformat astheinitial report A brief summary
of each of theinitial report's chaptersisfollowed by a discussion of new developmentsin the
chapter area primarily for the period January 1, 1989, through December 31, 1989. Thisreport
also contains expanded coverage of the social dimension of integration, local-content
requirements, rulesof origin, and directive implementation by member states. A list of EC 92
initiatives addressed in thisinvestigation is presented as appendix C, and an index of
industry/commaodity analyses contained in chapters4 through 12 s presented as appendix D.

The highlights of the investigation are summarized below, by report section.
Introduction and Background

Introduction to the 1992 Program

e The EC made significant progressin 1989 toward issuing the internal market measures

necessary to effectuate the 1992 integration program, although many of the basic decisions
have yet to be made.

Of the 279 measures set out in the White Paper, the EC Commission had presented 261 as
of January 1, 1990. Also as of that date, the EC Council had formally adopted 142 of these
measures, or about 60 Ber cent of the program. Asof January 17, 1990, only 14 of the single-
market directives had been fully transposed into national law by all member states.

* The EC's quest to create a single internal market has implications on the Community's
external relations.
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Non-EC European nations are seeking membership in the Community in order to take
full advantage of the benefits of the single market. The six European Free Trade Association
nations, concerned that their special relationship with the EC is being challenged, agreed
with EC leaders to begin formal negotiations to create a European Economic Space and
realize the free movement of goods, services, people, and capital between the two blocs.
Further, the recent renegotiation of the L ome Convention with developing countries
guaranteesthat these countrieswill continueto receive the same or expanded preferential
access to the post-1992 EC market. Finally, the trade and economic cooper ation agreements
being negotiated with the European Council for Mutual Economic Assistance countries
provide for the elimination of national quotasthat would be unenforceablein thesingle
market.

» The prevailing opinion in the EC is that changes in Eastern Europe will accelerate the
integration process among the 12 member states.

Changesin Eastern Europe have added momentum to calls from some fora " widening" of
the EC integration process by bringing in new members, including Eastern European
countries. However, most arguethat for European integration to succeed, the current
emphasis should be placed on " deepening” rather than enlarging the EC and on intensifying
cooper ation among the existing 12 membersin all spheres palitical, social, monetary, and
defense, aswell as economic.

* Mot of the internal market measuresthat are part of the 1992 integration program are
directives that need to be transposed into the laws of member statesin order to be fully
effective.

The EC Commission istheingtitution that monitors compliance with EC law and passage
of measuresthat implement directivesin member states. In 1989, the EC Commission, the EC
Council, and the European Parliament took stepsto improve the monitoring of
implementation and to speed the implementation process.

*  Member states do not always fulfill their treaty obligations to transpose directives promptly;
the EC Commission has expressed concern at the slow pace of implementation.

According to the EC Commission, Italy and Greece have been the slowest at
implementing directives Italy hasa slow parliamentary process for transposing dir ectives
into national law. Italy is attempting to improveitsimplementation process under the
recently passed " la Pergola” law, which providesfor cooperation between Gover nment
ministries and Parliament. Greece' s difficultiesinclude a Slow bureaucratic process. Other
member states, such as Belgium, have problemswith implementation stemming from
decentralized or federal constitutional structures. Member states such as Spain, which joined
the EC recently, face the challenge of implementing both 1992 directives and directives
issued beforethey joined.

Review of Customs Union Theory and Research on the 1992 Program

*  TheEC 1992 program will expand trade within the EC. However, customs union theory alone
cannot predict whether trade with nonmember countrieswill increase or decrease.

Reduction of internal trade barriersunder the 1992 integration program will create trade
among EC member countries at the expense of less efficient domestic producers. Theinternal
tradeliberalization, however, will also tend to increase trade among EC countriesat the
expense of existing trade with more efficient producersin the United States and other
nonmember countries. Producersin nonmember countrieswill benefit if the EC 1992
program boosts growth in the EC.

* Availableresearch on the EC 1992 program suggests significant structural change within the
EC and encourages continued trade hberalizatton.

Recent studies of the EC 1992 program suggests, among other things, (1) that not only
should barrierstointra-EC trade be eliminated, but also subsidiesto national firms; (2) that
the harmonization of VAT ratesisdesirable but not strictly necessary, but that the unification
of excise dutiesmust be pursued with vigor, (3) that theremoval of the remaining barriers
within the EC islikely to lead to substantial structural changein employment and that there
will be both winnersand losers; (4) that it isnecessary to resist the temptation to createa



system designed to defend intra-EC trade at the expense of progress for world free trade; and

(5) that while some gains can be derived from moving the EC closer to being a full customs

union, more significant welfare gains may be obtained from the creation of a genuinely
unified European market.

Trade and Investment in the EC

e  The European Community constituted one of the largest trading partners of the United
States during 1984-88.

The EC consistently accounted for between 18 and 20 percent of total U.S. importsduring
1984-88 and between 22 and 23 per cent of total U.S. exports. The EC member statesimported
about 950 billion dollars worth of goodsin 1987. EC exportswereat a level of $951 billion in
1987.

e EC imports from Eastern Europe were virtually unchanged between 1984 and 1987. EC
exports to Eastern Europe increased steadily, at an average rate of 9 percent per year.

EC imports from these countries amounted to $28 billion in 1987, a decline of 1 percent
from the 1984 figure. Imports were lower than 1984 and 1987 in 1985 and 1986. EC exportsto
Eastern Europe amounted to $22 billion in 1987, an increase of 27 percent over the 1984 figure.
Exportsto the Soviet Union in 1987 reached $10.6 billion — 48 percent of all EC exportsto
Eastern Europe, whereasimports from the Soviet Union amounted to about $15 billion, or
about 53 percent of total EC importsfrom Eastern Europe.

o U.S. investment in the EC increased in 1988, the latest year for which data are available.

U.S. investment in the 12 EC member statestotaled $126.5 billiOn at the end of 1988. This
represented an increase of 5 percent in overall cumulative investment from 1987. U.S.
investment in The EC made up 47 percent of total U.S. foreign investment in 1988.

*  The EC investment in the United States in 1988 totaled $193.9 billion.

The EC 12 member states had direct investment in the United Statestotaling $193.9 billion
in 1988, about 59 percent of the total investment of $328.9 billion investedin the United States
by foriegn countries.

Anticipated Changes in the EC and Potential Effects
on the United States ,

Government Proctrement andthe Internal Energy Market

e Asof yearend 1989, the EC had adopted three directives and proposed one additional directive
related to the opening of public sector markets.

Thegoal of the 1992 program in government procurement isto remove longstanding
barriersat the member-state level by establishing rulesto encour age mor e open public
procur ements, transparency, and nondiscrimination in all phases of public purcsing.

A directive coordinating proceduresfor the award of public supply contractsentered into
effect for most member states on January 1, 1989. Two dir ectives—one on public works
contractsand another that facilitates appeals against discrimination in the award of public
contracts—wer e adopted by the. EC Council during 1989. Two proposed dir ectives that
extended procUrement rulesto the so-called " excluded sectors’ of water, energy, transport,
and telecommunications were combined into a single directive. The EC Commission isalso
preparing proposals for two directives covering services and appeals proceduresfor
contracts cover ed by the excluded-sector s directive, respectively.

e Although U.S. suppliers believe that the EC's public sector markets eventually will open, they
are concerned that a 50-percent EC value-added rule in the proposed excluded-sectors
directive will hamper their ability to take increased advantage of more open procurement.

U.S. suppliersclaim that a 50-per cent EC value-added rule would result in an
unpredictable bidding situation and could have the effect of requiring U.S. firmsto invest in
the EC in order to win procurement contracts. Such value-added rules are among theissues
in ongoing negotiationsto revisethe GATT Code on Gover nment Procurement

vii
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« Inaddition to proposals to extend coverage of government procurement rulesto energy under
the excluded-sectors directive, the EC's energy sector is now the subject ofseparate Initiatives
designed to create an EC-wide energy market.

In July 1989 the EC Commission proposed directives to (1) improve the transparency of
natural gas and electricity prices; (2) coordinate investment projects in the oil, natural gas,
and electricity sectors; and (3) improve guarantees for the right of transit on the major grids
for electricity and natural gas. These directives are intended not only to eliminate existing
obstacles to a unified energy market but also to take into account the EC's overall energy
objectives of guaranteeing a secure supply of energy, reducing costs, and producing
environmentally harmless energy.

o  Because energy— like other public sector markets— is currently one of the EC's more tightly
protected industries at the national level, efforts to complete the internal energy market will
likely be long and arduous.

Ultimately, companies operating in the EC should benefit from the greater freedom to
choose among the types of energy consumed aswell as suppliers. Asthe energy sector
restructuresand procuring entitiesare pressured to lower costs, marketing opportunities for
us. supPIiers of coal and ener gy equipment and technology should increase. However, U.S.
energy firmswill continueto facerestrictionsif more open gover nment procurement
proceduresin the energy sector are not implemented.

Financial Sector

o The1992 program for financial services hasraised interest and concern in the United States.

Liberalized and open financial and capital marketsin the EC should create potential
business opportunitiesfor U.S. financial services firms. EC capital markets and financial
firmsarelikely to becomerelatively more competitive and efficient, ther eby benefiting EC
consumersand prompting areevaluation of the global competitiveness of the U.S. financial
sector.

»  Theadoption of the Second Banking Directivein December 1989 has set in place a regulatory
regime that, over time, should facilitate the creation of the world's single largest banking
market.

Rapid legislative progressin the banking areais seen by the EC as symbolic of their
commitment to economic integration, to mutual cooperation, and to market forces. U.S.
banking firmsthat have established subsidiariesin the EC prior to January 1, 1993, will be
%bleto obtain a single banking license and sell their servicesfreely throughout the

ommunity.

* Thegranting of a single banking license after January 1,1993, will, however, be subject to the

Community's reciprocity policy, which isbased on 'national treatment and effective market
access.”

The EC could seek to negotiate with the United Statesin order to obtain " comparable
competitive opportunities,” which could be defined by the EC to includetheright of an EC

bank to sell awiderange of banking services throughout the United States on the basis of a
singleauthorization.

* The 1992 programfor investment firms follows the same regulatory philosophy that has been
used in the banking area, although legidative progress has been much slower.

The proposed Investment Services Directive contains a reciprocity provision that may
restrict the future market access of U.S. investment firms. If the single license for investment
firmsisnot available at the same time that the single banking license is available, then
universal bankswill have a head start in exploiting the potential benefits of the single market
by undertaking investment banking activities throughout the Community with a single
banking license. This development could hurt U.S. investment firmsthat oper ate as
investment firmsin the EC and do not have the option of restructuring themselvesto meet the
requirements of the Second Banking Dir ective.

. IT'O date, the 1992 program for insurance firms has not sought to introduce a single insurance
icense.



The main life and nonlife insurance directives remove barriers that have prevented
insurance firms from selling their policies on a cross-border basis. In December 1989 the EC
Council reached a common agreement on the proposed life insurance directive. The common
agreement adds group coverage to the directive, Efil€s the role of brokers, and incorporates
the more flexible reciprocity provision from the Second Banking Directives. Nevertheless,
the reciprocity provision could restrict the market access of U.S. firms. It should be noted that
the EC intends to introduce two new framework directives in 1990 that would provide for a
single insurance license, thereby enabling insurance firms to sell their services freely
throughout the Community.

Standards, Testing, and Certification

e  The 1992 standards agenda represents a virtual revolution in regulatory philosophy in the
EC.

Member states are placing new confidence in the private sector, ceding much remaining
authority to Brussels, creating new enforcement bodies, and using common standards to
boost the competitiveness of EC industry. A $4.6 trillion market, operating by one set of rules,
will eventually emerge — a market representing major opportunities for all suppliers.
Although many U.S. firms expect to benefit, the process is not without risks. Some producers
fear that the program could lead the EC to "harmonize up" from existing member-state
regulatory requirements, thus making future U.S. access to the entire EC market more
difficult

e The EC's July 1989 proposal on testing and certification is a major concern for U.S. business.

Despite EC assurances of nondiscrimination, U.S. suppliers fear that they may be forced
to undergo more costly and time-consuming approval procedures than will their EC-based
competitors. U.S. testing laboratories complain that the proposed EC policy would effectively
lock them out of the EC market Although some U.S. firms appeared to be planning for a
"worst case" scenario, initial analysis suggests that if the EC provides reasonable
opportunities for acceptance of U.S. tests, the proposal could represent an improvement over
the present, fragmented regime. Some U.S. concerns remain, however, and resolving them
could be a difficult and slow process.

* Mechanisms put in place in 1989 have increased the transparency of the EC's
standards-drafting process.

A number of transparency-enhancing improvements were made in 1989, and some U.S.
firms were using the new channels to advance their interests. Among other things, the EC
began to issue a monthly update on standardization work, agreed to accept comments on
draft standards from third country suppliers, and renewed its pledge to base its own
standards on internationally developed ones. Several factors suggest that it still may be
difficult to preempt technical bathers in the EC through existing mechanisms.

* Most U.S. suppliers—particularly larger multinationals—expect to gain from the EC's
standards agenda. However, some U.S. exporters, particularly smaller ones, appear
vulnerable to harm.

The EC's move towards more uniform standards and testing procedures is seen as likely
to make possible gains in administrative and productive efficiency. However, some smaller
exporters report that they are ill equipped to obtain needed information and could have
difficulty dealing with new technical requirements and conformity-assessment procedures.
On the other hand, movement to a single set of regulations and one-stop regulatory approval
may make the EC market a more viable opportunity for other smaller U.S. exporters. Small
and medium-sized producers account for a large share of U.S. exports of farm-based
agricultural products, processed foods, and machinery.

*  The challenge posed by 1992 led some in 1989 to question certain aspects of the privately
funded and highly decentralized U.S. standards system.

Some believe that the U.S. standards system is ill equipped to deal with the EC's well
organized and far reaching standards agenda. The 250 active U.S. private sector
standards-drafting bodies and nearly 40,000 labs have thus far been wary of U.S.
Government "help." But with the EC member states and other major U.S. competitors

ix



actively promoting their standards over seas, the need for a mor e coherent and
forward-looking U.S. response has become acute. Some analysts believe greater U.S.
private-public cooperation may be needed.

o TheEC madeconsiderable progress on its standards agenda during 1989.

A total of 137 enacted or proposed directives and regulations were examined in this phase
of the investigation; 67 standar ds-related measures werefinally adopted during the year, and
another 70 were formally proposed by the EC Commission. Among other things, the EC
moved to centralize approval of new food additives, drugs, and chemicals; agreed to
stringent new auto emission standards; adopted common food labeling requirements; and
set in motion harmonization of standards pertaining to machinery, telecommunications
equipment, medical devices, and construction products.

o Some$41 billion in U.S. exports and $65 billion in U.S. direct investment could be affected.

U.S. firms in the processed-food, pharmaceutical, chemical, auto, and
telecommunications industries appear set to benefit by the 1989 standards developments;
those in the machinery, building product, and agricultural sectors could be at risk. The
yet-to-be-finalized content of European standards and conformity-assessment procedures in
these areas will ultimately determine whether U.S. access will be improved or threatened.

Customs Controls

» TheEC isattempting to complete the task of eliminating internal customs formalities,
replacing them with controls at the external boundaries of the Community, and achieving
freedom of movement and employment for personsresiding in the EC.

The resulting reduced costs and delays are likely to benefit both EC and foreign firms.
The EC Commission's goal is that all regulation of external trade will eventually occur at the
member states' borders with other countries and at other points of initial entry into the EC.
Important efforts were also made toward free movement of persons, mutual recognition of
professional and vocational qualifications, and expansion of the authority of EC institutions
to ensure that places of work in the EC will be safe and healthy. All of these initiatives were
favorably received by interested parties outside the EC, although concerns on other aspects
of EC customs administration and trade policy were raised.

»  During 1989, several measures were adopted and others proposed to advance significantly the
abolition of internal EC frontiers.

Whereas the work called for in the White Paper continued, additional progress in
abolishing internal EC frontiers continues to await adoption of measures on taxation, a major
area of responsibility for customs officers at border crossings. Whether member states will
ultimately implement all customs-related measures in the integration program is uncertain
because of the importance of controlling trade and setting trade policy. Non-EC reaction to
these efforts remains positive.

Progresswas made during 1989 toward achieving free movement of personsin the EC and
dealing with variationsin professional qualifications and social benefits.

Agreement was at last attained on a package of measures relating to the right of residence
for workers and for other persons, and on associated directives setting criteria for applying
social benefit schemes to EC nationals living in member states other than their own. Other
directives were enacted to provide mutual recognition for qualifications of road-transport
operators and of several categories of medical personnel. Proposals to expand use ofthe

mutual recognition principle were presented, along with new vocational training
provisions.

» TheEC'sdirectives governing worker safety and health will create some added costs but will

not significantly affect U.S.-owned comﬁanies that already comply with the standards set by
the U.S. Occupational Safety and Health Administration.

U.S. businesses believe that harmonization of EC worker safety and health standards will
be beneficial. Many companies already apply U.S. OSHA standards to all their facilities
worldwide; they will be in general compliance with EC rules based on OSHA standards. The



proposed EC directives on biological agents and carcinogens, however, are expected to
increase recordkeeping costs. These two proposals, as well as the adopted directive on
personal protective equipment, may benefit U.S. exporters of engineering controls and
protective devices.

Transport

*  Thirty years after the Treaty of Rome, the EC still maintains a system of road-transport
quotas, restrictions, and limits on access to transport markets.

Border and customs regulations serve to slow down the delivery of merchandise, thus
creating inefficiencies and delays. Border crossing delays accounting for 40 percent of truck
delivery schedules are commonplace in the EC.

e The second EC package of airline deregulation introduced a system of airline fares that
requires double disapproval by the carriers serving EC bilateral routes.

Under the new system, member states cannot disapprove a proposed fare strictly because
the fare is lower than that offered by another airline serving the same route. The existing
single-disapproval system gives national airlines serving bilateral routes the opportunity to
veto low-fare proposals offered by other carriers serving these routes.

e Major concerns of the U.S. transport industry include the possible reintroduction of the
"genuine Community link" provision, which would discriminate against non-EC firms.

Under the "genuine Community link" provision, haulage firms in the EC that are not EC
majority owned would not be permitted to make stops other than at their final destination
after they have crossed the border of a member state. Non-EC package-delivery firms and
other foreign multimodal firms could be severely disadvantaged if this requirement becomes
a force of law.

*  Under previous EC rules, the lodgement of a transit advice note was required to be filed with
customs at the borders of member states through which consignments are transported.

The lodgement of a transit advice note has been abolished to streamline the procedures
for efficient movement of goods within the Community. Under the new rules, when a
consignment does not reach its final destination and proof cannot be furnished to show
where the irregularity occurred, duties will be levied in the member state of departure with
certain exceptions. More than 10 million transit forms are filled out each year in the EC.
Although the lodgement of the transit note will no longer be required in 10 member states,
the formality will be preserved at the borders of Spain and Portugal during their transition
period as specified in the Act of Accession.

Competition and Corporate Structure

® The Merger Regulation, discussed in the initial report, was adopted by the Council on
December 21, 1989.

The Merger Regulation vests in the EC Commission the exclusive authority to vet
mergers with a Community dimension (i.e., aggregate worldwide profits over $6 billion, two
of the companies each have EC-wide profits over $3 million, and not more than two-thirds of
each company's profits are generated in the same member state.) Although the Commission
will evaluate mergers primarily under traditional competition criteria, the Regulation leaves
room for consideration of non competition concerns. Small mergers will continue to be
subject to multiple national antitrust authorities.

®  On December?2/, 1989, the Council passed the Twelfth Company Law Directive, discussed in
the initial report.

This directive permits branches of non resident companies to publish the annual
accounts of the company as a whole rather than the accounts of the individual branch.

¢ In its attempt to create a single market or business, the EC Commission has submitted a
proposal for a European Company to be on European, not national, law.

Although doing business as a European Company would result in tax advantages, such
as offsetting losses in other member states against gains in the home country, the mandatory

xi



xii

requirement for worker participation in management decisions may be a significant
disincentive for some firms.

« TheEC Commission'slatest step in the harmonization of member states company lawsisa
directive to standardize takeover bids.

The underlying goal of the takeover bid directiveisto equalize treatment of all
shareholders. The proposal increases disclosur e requirements but requires a mandatory bid
for all of the shareswhen an offeror has purchased 33.3 percent of a company's stock.

Taxation

e The 1985 White Paper identified both direct and indirect taxes as requiring common action in
the completing of the internal market.

The 1985 White Paper ized that indirect taxesin theform of value added taxes
(VAT) and excise taxes requrruaaar monization if frontier controls are to be removed without
causing significant distortions. The White Paper also called for a paper on the taxation of
enterprisesin the EC and proposed action on three preexisting proposalsrelating to the
removal of obstaclesto cooperation between companiesin different member states. In
August 1987 the EC Commission introduced a comprehensive fiscal package addressing
indirect tax issues. In January 1989 the EC Commission, in conjunction with the planned
liberalization of capital marketsby July 1, 1990, introduced a proposal to establish a minimum
withholding tax. The EC has not adopted any of the three proposalsrelating to obstaclesto
cooper ation between companies, and the EC Commission has not introduced its paper on
taxation of enterprises.

o During 1989 the EC came closer to resolving differences between members states in the area of
VAT, excise taxes, and taxation saving.

In December 1989 agreement was reached on a compromise proposal that may provide
thebasisfor afinal agreement on harmonizing VAT rates. At the sametime, agreement was
also reached (with the exception of Luxembourg) on a compromise on the saving tax issue
that may lead to greater sharing of confidential financial information when tax evasion is
suspected. Also in December, the EC Commission issued three amended proposed dir ectives
relating to excise taxes. In addition, the EC Commission laid the groundwork for issuing a
communication early in 1990 on cor por ate taxation.

Residual Quantitative Restrictions

e The EC Commission intends to eliminate existing, or residual, national quantitative
restrictions (QRs) by the end of 1992 because they will be unenforceable in the single,
integrated market. However, certain "sensitive" sectors may be the subject of continued
protection.

In December 1989 the EC Commission announced that it would seek an EC-wide
voluntary restraint arrangement with Japanese automaobile producersfor an undeter mined
transition period after January 1, 1993. According to the EC Commission, three other
" sensitive sectors’ — textilesand appar €l, shoes, and consumer electronics— may also be
subject to some form of protection after 1992,

¢ The proposed EC-wide restraint on imports of Japanese automobiles that would replace
existing national quotas is not likely to adversely affect U.S. automobile producers.

Both U.S. automobile exportersand U.S. automakerswith production facilitiesin the EC
could benefit from the dismantling of member -state quotas and the subsequent protection
afforded b?/ an EC-widerestraint on Japanese automobileimports. U.S. automobile
producer s located in both the United States and the Community may be presented with
increased marketing opportunitiesin the EC and, because of their reputation for quality,
should compete effectively asthe EC's national automakersrestructure. Although Japanese
producers may continue to shift production facilitiesto the EC to avoid thethreat of external
tradebarriers, U.S. firmsarewell positioned to meet the competition.

Intellectual Property

*  The major event in 1989 in intellectual property is issuance of the proposed directive on the
legal protection of computer programs.



There is wide agreement with the approach of the proposed directive to protect computer
programs as literary works under national copyright laws. Some controversy remains with
respect to the subject matter to be protected and whether, and to what extent, "reverse
engineering" should be permitted. The effect of the proposed directive on innovation,
investment, and competition depends on whether the current controversies result in
amendments to the proposed directive.

Implications of EC Market Integration for GATT, Other International
Commitments, and Other Interest Areas

Reciprocity

e In 1989 the EC Commission completed the reciprocity provision of the Second Banking
Directive.

The European Community has clarified that it seeks reciprocity in the form of de facto
national treatment. The directive provides that the EC Council will have ultimate authority
for implementing the Community's reciprocity policy. Council control would limit the
discretion of the EC Commission, thereby ensuring that a balanced political consensus is
reached on the implementation of the reciprocity policy. U.S. reaction has been largely
positive.

e The EC has reportedly incorporated substantially similar reciprocity language into an
amended proposed Second Life Insurance Directive.

French insurers for example are concerned that the EC needs to present a strong position
with regard to the Japanese in negotiating third-country access to European insurance
markets.

e A draft merger control regulation was adopted with a French-proposed reciprocity clause.

Although no provision is made for denying mergers on the basis of nonreciprocal
treatment, the introduction of another reciprocity clause, albeit seemingly innocuous, will
not assist in putting to rest the idea of "fortress Europe."

Rules of Origin and Local-content Requirements

o  The related issues of EC rules of origin and local content requirements have frequently been
cited as having a significant negative impact on U.S. manufacturers and exporters.

While these measures are not the sole subject of directives involved in the integration
process — and according to EC officials, will not be used to restrict trade and investment after
1992—they are of great importance to non-EC countries and their firms.

*  Rules of origin are used to determine the source of all shipments of goods not wholly produced
or obtained in one country.

The EC's basic regulation relies on the principle of "last substantial processing." This
standard may be applied through secondary measures, which may contain process-based or
value-content criteria or require changes of tariff classification. The complexity of these rules,
their pervasive importance, and the procedures for their adoption and amendment make
them confusing and permit varying interpretations; importer involvement in their
development is limited. cause these rules are not covered by the GATT, and because they
underlie most trade-related policies, it is also difficult for other governments to influence
their terms or administration. Efforts to achieve international discipline, and potentially a
harmonized origin scheme, have begun in the Uruguay Round of the GATT.

e  Local-content requirements —which have been cited as conflicting with provisions of the
GATT—are used by the EC to implement origin rules or other country-specific trade
measures by demanding a ,fixed minimum percentage of EC added value or components (or by
limiting the content attributable to particular countries).

The EC has employed such requirements in the administration of antidumping duties, its
"screwdriver assembly" regulation, quantitative restrictions, government procurement
activities, and similar programs. It is often alleged that the effect of these criteria is to compel
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therelocation of production or sourcingtothe EC. A frequent target of such standardsis
Japan, especially in the context of antidumping cases. U.S. suppliersto Japanese firms have
already reported lost sales, some manufacturers have begun European production, and other
U.S. firmsfear they will beforced to invest in EC production (and end or reduce U.S.
operations) to be ableto sell in the EC market on a competitive basis.

EC Integration and the GATT

o The United States and other countries are concerned that the EC 1992 program might result
in increased protectionism or discrimination against their exports.

Specific concernsinclude reciprocity, transparency, transitional measures on autos and
textiles, and standards and certification issues. Also, the EC trading partnersare
apprehensive over limitson national treatment, requirementsfor third countriesto continue
trading in the EC, local-content rules, and quantitativerestrictions.

e The United States has initiated only one complaint under the new streamlined GATT
dispute-settlement procedures.

Asone of thefirst agreementsreached in the Uruguay Round of multilateral trade
negotiations, the new dispute-settlement procedures established time limitsfor the
resolution of adispute. If bilateral consultations do not settlethe dispute, a panel is
automatically established. Thisisan improvement over the prior procedures, whereby the
estc;xblishment of a panel could be blocked indefinitely or bilateral consultations could drag
on for years.

*  Under the new Trade Policy Review Mechanism, the EC will undergo a comprehensive review
of its trade policies and practices.

The new trade policy mechanism, implemented in early May 1989, is designed to increase
the transparency of theworld trading system. Each country will be required to submit a
report on itstrade policies and other issues effecting trade.

EC Integration and the Uruguay Round

* Integration topics covered in the initial report that have been identified as having a
relationship to or impact on the EC's Uruguay Round positions are agriculture, safeguards,
nontariff measures, standards, government procurement, intellectual property rights,
investment, and services.

Thesingle market exerciseislikely to have varying effects on the EC's Uruguay Round
initiatives. Some EC directives, such asthose on gover nment procurement, may reinforce or
dictate EC positionsin thetrade talks. In standards discussions, the EC has argued that the
internal process needsto be completed beforeit can fully engagein multilateral negotiations.
In the new areas of services, intellectual property, and investment, it isnot yet clear whether
the European exer cise will reinforce or conflict with Uruguay Round initiatives.

® As the EC integration process progresses, the relationship between the internal market
process and the EC's Uruguay Round stance becomes more discernible.

In several areasadistinct relationship emerged during 1989 between the EC 1992
program and the current talksin Geneva. Complementary positionsin Brusselsand Geneva
areevident in the services, government procurement, phytosanitary standards, and textiles
areas. Differing policies appear asto intellectual property, subsidies, standards,
antidumping, local-content requirements, and rulesof origin.

EC Integration and Other EC Commitments

* The U.S. Government has argued that the Broadcast Directive conflicts with principles

embodied in several international agreements designed to safeguard the free flow of
information.

TheEC's" Television Without Frontiers' directive, adopted on October 3, 1989, provides
that when practicable, broadcaster s should reserve a majority of broadcasting time for
programming with EC content Thislocal-content provision may conflict with specific



provisions, and the spirit, of the Universal Declaration_ of Human Rights, as well as the
Helsinki Final Act and'related documents of the Conference on Security and Cooperation in
Europe ("CSCE").

»  Thereciprocity provision of the EC's Second Banking. Directive; although amended to address
criticisms about, its , effects, may continue to he inconsistent with principles embodied in
provisions of the, OECD's Capital Movements Code.

The OECD Capital Movements Code setsforth the goal of dismantling barriersto capital
movements among its contracting parties, which include the United States and all 12 member
states of the EC. To help achieve thisgoal, the code requiresthat its signatories adhereto the
twin principles of nondiscrimination and standstill/rollback of restrictive practices. To the
extent that the revised Second Banking Dir ective embodies the concept that the EC will
restrict foreign-owned banksto the same scope of operationsto which EC banksoperating in
theforeign country arelimited, rather than granting national treatment, it appearsto be
inconsistent with the principle of nondiscrimination embodied in the code. By mandating
that EC member statesthat currently do not have reciprocity requirementsin their financial
sector s now adopt them, the directive further appearsto run afoul of the principles of
standstill and rollback of restrictive measures by code signatories.

»  Boththe EC Commission and Council have indicated that the proposed "Global Approach to
Certification and Testing" will affect certain bilateral agreements between testing, and
certification bodies in the EC member states and corresponding entities in the United States.

Asapart of itsproposed certification and testing program, the EC has stated that any
existing bilateral agreements between EC member -state testing and certification bodies and
third country bodieswill have to be renegotiated as EC-wide bilateral agreementswhen EC
directives covering those products are imeFIemented. Because the EC's approach is not yet
fully developed, its effect on existing aswell asfuture agreements between the United States
and EC member statesisdifficult to predict

The Social Dimension

»  European labor seekstheinclusion of a social dimension in the EC 92 program to assure that
economic integration does not erode worker rights.

The completion of the single market is expected to cause substantial relocation of and
readjustment in the labor market Workers are concerned about the prospect of " social
dumping,” i.e, that with integration, companieswill relocate to countrieswherethereare
weaker unionsand lower wages. The social dimension isintended to protect employees by
easing worker mobility, providing for training and education, assuring equal employment
opportunities, and harmonizing social security systemsand worker safety and health rules.

*  Both the European employer's organization and representatives of U.S. business have
indicated support for EC-wide action in some social areas but insist upon deference to the
principle of "subsidiarity" respecting industrial relationsissues.

U.S. industry representatives support the implementation of a social dimension program
that harmonizes laws regarding worker mobility, education and training, worker safety and
health, and social security. They oppose EC-wide action on worker participation, wages and
other remuneration, and other labor relations topicsthat, under the principle of
"subsidiarity," arebest left to national or local legislation or to collective bar gaining.

* In 1989 the EC Commission progressed in its efforts to implement a social dimension
program.

In 1989 the EC Commission drafted a Community Charter of Fundamental Social Rights.
This charter was adopted by 11 member states, with the United Kingdom refusing to endorse
it. The EC Commission also presented an action program delineating specific initiatives that
it intends to take in the social dimension area.

»  TheEC Parliament has expressed dissatisfaction with the Social Charter and Action Program.

The EC Parliament has criticized the EC Commission for weakening the Social Charter in
order to appease some member states. The Parliament expects the EC Commission to take
stronger action in the social dimension area.
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» Theareaof most concern to U.S. businessinvolves efforts to impose EC-wide reguirements for
worker participation in management decisions.

European and U.S. businesses are concerned about the potential revival of the aVredeling
proposal,’ a proposal for a directive that would require large companies to consult with
employee representatives prior to making management decisions that could affect workers.
U.S. business is especially concerned that a directive of this type will have extraterritorial
effect, by requiring worker participation even in decisions made by companies
headquartered outside the EC. U.S. trade organizations have coordinated their efforts to
prevent imposition of worker participation requirements. A U.S. business group
representing these organizations has engaged in informal dialog with the EC Commission on
this subject.

* TheU.S. administration has vowed to actively oppose any EC |egislation that might fora U.S.
companies doing businessin the EC to modify their industrial relations practices outside the
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CHAPTER 1
INTRODUCTION TO THE
1992 PROGRAM

The EC has embarked on an ambitious program
designed to stimulate growth and international
competitiveness through further integration of the
EC's internal market This integration program is
scheduled to be in place by yearend 1992.

Developments Covered
in the Initial Report

Background and Outlook for EC 1992

The EC's plan to create a single internal market
was envisaged over 30 years ago in the EC's
founding charter, the Treaty of Rome. The Treaty of
Rome established a customs union and required the
elimination of quantitative restrictions and of all
measures having an equivalent effect However,
stagnating growth, high unemployment, and
increased import competition raised domestic
pressures for protectionist measures and reduced
the momentum towards further integration among
the member states. Not until the early 1980s did
"Eurosclerosis; reduced European competi-
tiveness, and the increasing ineffectiveness of the
EC institutions prompt member-state govern-
ments to seek greater cooperation among
themselves.

In June 1985, the EC Commission issued a White
Paper entitled "Completing the Internal Marker
that outlined a detailed plan including some 300
specific measures for the removal of all obstacles to
the free movement of goods, services, and
capital by December 31, 1992. IsGders recognize
that not all sensitive issues are likely to be resolved
by 1992 and that a barrier-free Europe, therefore, is
unlikely to be fully realized by that date. Certain
measures—such as those in the area of tax harmo-
nization — have prompted strong member-state
resistance.

In general, support for the 1992 exercise remains
strong within the EC. EC industries believe the
program will significantly improve Europe's
competitive position in the world. A flurry of
merger and acquisition activity by EC firms
indicates that they have already begun to position
themselves to take full advantage of the benefits of
the 1992 process. Consumers anticipate greater
product choice and, through competition, lower
prices after 1992. Certain groups lend more
qualified support for 1992, however. Trade unions
condition their support on progress in the area of
social issues, such as workers' rights. Small
business remains concerned that an integrated
market will benefit large corporations at their
expense.

The EC Commission argues that the external
effects of integration will be positive. However,
third countries, .including the United States, are
concerned that increased competition among the 12
member states could induce certain sectors of EC
industry to seek protection against imports, thus
forming a "Fortress Europe." Acting on these fears,
certain third-country firms — most notably Japanese
and U.S. companies — have begun to establish
plants in the EC to avoid potential barriers to direct
imports after 1992.

Institutional Mechanism for the
1992 Program

The EC acts through four principal institutions:
the EC Commission, the Council of Ministers, the
European Parliament, and the European Court of
Justice.

The Single European Act set forth the functions
of the EC institutions with respect to the 1992
integration program. The voting procedures for
issuing measures were changed and Parliament's
role in the legislative process was broadened.

Internal market measures can be issued as
regulations, decisions, opinions, or recom-
mendations, but most are issued as directives. The
Council acts on a proposal from the EC Commission,
usually voting usmg a weighted, "qualified
majority" system, with the participation of
Parliament

Directives are binding on member states only as
to the result to be achieved but leave to the member
states the choice of the form and methods of
implementation. The EC Commission may bring
suit in the European Court of Justice against a
member state for failure to properly implement a
directive. Regulations are binding in their entirety,
generally and directly applicable in member states,
and need no implementing legislation to ensure
effectiveness. Decisions are binding in their
entirety but unlike regulations are individual in
scope, providing legal consequences for only those
member states or individuals specifically addressed.
Recommendations and opinions are nonbinding.

Private parties may sue in a national tribunal,
which can then refer questions of EC law to the
Court of Justice. If a directive is sufficiently precise
and unconditional, an individual may rely on
provisions of the directive in court when a member
state has failed to correctly interpret the directive in
implementing legislation.

Developments During 1989

Introduction

Under the French presidency of the EC Council
of Ministers during the second half of 1989, the EC
made substantial progress toward passing the
legislation needed to effectuate the 1992 integration
program. As set out in the White Paper, 279 internal



market measures will form the integration program.
Of these, the EC Commission had tabled 261 as of
January 1, 1990. Also as of that date, the EC Council
had formally adopted 142 of these measures, or
about 60 percent of the program. '

Within the EC Council, the presidency changed
hands according to treaty provisions, with Ireland
assuming the chair for the first half of 1990. The Irish
Government announced that environmental policy
would be a priority during' its presidency; this
announcement is important for the institutional
framework of the EC because of a recent proposal
for the creation of a European Environment
Agency. The proposed agency would collect and
disseminate information on environmental matters
and make scientific assessments and forecasts
concerning threats to the environment.? The EC has
not yet reached agreement on the form and
functions of such an agency. The European
Parliament wants a more operational than scientific
body, whereas the EC Commission does not
propose to give the agency management tasks but
sees the agency's role as primarily data collection?

With respect to the functioning of the EC's
institutional framework, the EC Commission
opined that the Single European Act has led to
significant improvement This is noticeable
particularly in the increased use of qualified
majority voting, which can result in faster and
easier decisionmaking than the traditional
unanimous voting procedure, and the more active
and effective role played by the European
Parliament in the lislative process. The EC
Commission expressed dissatisfaction, however,
with how restrictive the Council has been in its
delegation of executive powers to the EC
Commission to carry out EC law, and is seeking to
expand that authority.* Within the EC's judiciary,
the Court of First Instance of the European
Communities, newly created to take some of an

' U.S. Department of State telegram, "EC Single Market
Tally {J anuary 4,1990).'

a Information Memorandum No. P 33, June 21, 1989; See
also Programme of the Commission for 1990, Jan. 10, 1990, p. 21.
The EC Commission is also planning to propose the
establishment of an agency to coordinate scientific evaluation
and member-state action in the field of pharmaceuticals. Ibid.
IL. 3. For more information on these proposed bodies, see pt. 2
ch. 6 of this report.

a Prognmme of the Commission for 1990, Jan. 10,1990;
InternallAarker European Report No. 1548, Dec. 13, 1989, p.
10. Parliament's Environment Committee has suggested that
thiactcy should have an independent inspectorate to audit
member-state petformance and enforce environmental
legislation. Internal Market p. 3. European Report No. 1553,
Jan. 10, 1990,

* Prolpramme of the Commission for 1990, Jan. 10, 1990, p. 1.
The EC Commission's executive fowers principally involve

uasi-legislative action to fill in a legislative framework
established by the Council, adaptation of EC law to technical

rogress such asin the amendment of technical annexes to

irectives, and the management of such bodies as the common
market organizations in agriculture. Delegation of Executive
Powers to the Commission, Report From the Commission to the
European Parliament, Sec (89) 1591, Sept. 28, 1989.
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increasing caseload from the Court of Justice, held
its first plenary session in Luxembourg on
December 14, 1989.°

The remainder of chapter 1 is devoted to two
issues of increasing importance to EC integration.
First, the recent changes in Eastern Europe have
focused attention on the foreign policy of the EC.
Second, the fact that the vast majority of integration
measures being issued by the EC are directives that
member states need to implement by transposition
into national law is bringing the issue of
implementation into increasing prominence.

External Relations

Completion of the European Community's
internal market by 1992 has ramifications that
extend well beyond the borders of the 12 member
nations. Countries from around the world are
responding with interest and apprehension to the
challenges posed by the EC's quest to create a
single, integrated market. At the same time, the EC is
facing challenges—not only the challenge of
implementing the Single European Act, but "the
challenge of its international responsibilities in the
East and elsewhere in Europe, in the Mediterranean
and in the developing world."®

The implications of the EC's single market
program on the European Community's external
relations are numerous. First, non-EC European
countries are seeking membership in the EC in
order to take full advantage of the benefits of the
internal market process. Also, the recent
renegotiation of the Lome Convention between the
EC and certain developing countries in Africa, the
Caribbean, and the Pacific (the so-called ACP
countries) guarantees that these countries will
continue to receive the same or expanded
preferential access to the post-1992 EC market that
they presently enjoy with respect to many of their
products. Another example is the recent decision by
the EC and the European Free Trade Association
(EFTA) to begin negotiations to create a European
Economic Space (EES) and realize the free
movement of goods, services, people, and capital
between the two trading blocs. Finally, the EC has
conducted bilateral negotiations with Eastern
European nations and the U.S.S.R. to set up trade
and economic cooperation agreements. These

© The first case concerned the application of EC antitrust
law. Other types of cases within the Bourt of First Instance's
jurisdiction would include certain disputes concerning the
uropean Coal and Steel Community and disputes between the
EC and its employees. The Court is expected to issue decisions
in less than a year, which is an improvement over the average
decision time in the Court of Justice, of 17-24 months. After%
years of the Court of First Instance's operation, the EC Council
will consider whethert to add antidumping cases to the Court's
Erisdiction. Common Market Reporter (Commerce Clearing
ouse (CCH)) No. 647, Jan. 4, 1990, p. 5.6.

a EC Commission President Jacques Delors, Address to the
European Patliament presenting the Commission's program for
1990,Jan. 9, 1990, (hereinafter "%)elors Address').

7'The EFTA member states are Sweden, Norway, Finland,
Austria, Switzetland, and Iceland. Under a 1972 free-trade
:lli%'eement, industrial goods are traded duty free between the

and EFTA countries.



aﬁreements provide for the elimination of many of
the member-state quotas imposed on exports from
these countries. Such quotas would be
unenforceable in the integrated market. The
following section examines the internal market
process in the context of the EC's external relations.

Enlargement

External events, including the rapid changes
occurring in Eastern Europe, may have a significant
influence on the EC single-market process in
coming months. These events have added strength

. to calls for a "widening" of the EC integration
process by bringing in new members, including
Eastern European countries.® One idea that has
em is a Europe of concentric circles, in which
the EC would form the inner ring, the six members
of EFTA the middle ring, and the Eastern European
countries the outer ring.’ Others caution that for
European integration to succeed, emphasis should
be placed on "deepening" the current EC 1992
process by intensifying cooperation among the
existing 12 EC members in all spheres— not just in
economics, but in political, social, monetary, and
defense areas as well° Finally, with efforts at
eventual German reunification moving along
swiftly, EC officials also point to the need for firmly
anchoring West Germany in the European
Community. "

Nevertheless, it is expected that applications for
EC membership will rise over the next several years.
As EC integration approaches the 1992 deadline,
many countries with historic ties to the EC are
concerned that they may miss opportunities that
full membership in the Community might hold.
This concern has caused them to reassess previous
decisions to limit their associations with the EC to
free trade or other cooperative agreements that
enabled them to benefit from liberalized trade while
maintaining a greater degree of independence and
sovereignty than would be possible by full mem-
bership in the EC. Turkey and Austria have offi-
cially applied for membership in the EC, and
Morocco, Cyprus, and Malta have not hidden their
desire to eventually become members of the Comm-
unity. > There have also been indications that

* "Westward Ho,' The Economist, Nov. 25, 1989, p. 58; and
David Buchan, 'Delors Stresses implications of Expanding EC,"
Financial Times, Dec. 1, 1989.

¢ Ibid. Also see Reginald Dale, 'EC Sees a Chance To Be
‘Magnedt' to East,' International Herald Tribune, Mar. 11 1989.
Magn Stresses Implications,' and David Buchan and
David Goodhart, 'Bonn strains at the Brussels Anchor,'
Financial Times, Oct. V', 1989, p. 2.

" USITC staff interview with U.S. Embassy officials in
Paris, Dec. 21, 1989.

" Maltese Prime Minister Edward Adami said his
Government expected to submit a formal application for
membership in the Community in 1990. See Malta Expects to
Apply to Join EC Next Year,' Europe-1991 The Report on the
Single European Market, Dec. 6, 1989, p. 457; and
'EEC/Mediterranean Countries: Towards a New

gl;diterranean Policy,' European Report, Nov. 1, 1990, p. 5.8 and

Sweden, Norway, and even East Germany and
Hurll§ary are potential members of an enlarged
EC.

An opinion of the. EC Commission on December
16, 1989, which postponed action on Turkeys 1987
application for membership in the EC, made it clear
that further consideration of other applications for
membership would also be ruled out until at least
1993.'* EC Officials argue that the EC 92 process
must be complete before further "widening" of the
EC can occur.

In its opinion on Turkey, the EC Commission
indicated that although that country's request for
membership could not be acted on at the present
time, the EC would pursue strengthened trade and
economic relationswith Turkey in theinterim."
However, according to some EC experts, remaining
political and economic obstacles makeit unlikely
that Turkish membership in the EC will come before
thefirst decade of the next century.'? Not least of
these difficulties are wide structural disparities
between the still high \psr&an economy of
Turkey and the much moreindustrialized
economies of EC member states, aswell as Turkey's
historical conflict with Greece and its continued
military presencein northern Cyprus.

A number of EC officials believe
Austria—which formallgy applied for full EC
member ship on July 17,1989'® —'isa more promising
candidate. On October 21, 1989, French Minister for
External Trade Jean Marie-Rausch, stated that
" accession to the EEC by Austria . . would bg
'desirable and in any case, possible’ after 1993."
Austrian Chancellor Franz Vranitsky has vowed to
push hiscountry's application for member ship to
the EC forward, " so that it does not take second
%Iaceto eventual movesto integrate”, other Eastern

uropean countriesinto the EC.“" The largest
stumbling block to full Austrian membership in the
EC isits 1955 commitment to " per petual neutrality "
the rlcer_eguwe_d by the four victorious powers (led
by the Soviet Union) in return for Austria's national
sovereignty.“* According to some, the price

"EEC Enlargement: French Minister Says Accession of
Austria, Hungary, and Sweden Is Possible,' European Report,
Oct. 25, 1989, p. 1-1.

" 'Turkey Commission Issues Negative Opinion On
(litémmunity Membership,' European Report, Dec. 18, 1989, p.

sc Corrado Pirzio-Biroli, Acting Head of the EC Delegation
in Washington, DC, speaking at 'Strategic Issues of the 1990s;
a conference sponsored by the International Club and the
Center for Strategic and International Studies, Jan. 19, 1990,
(hereinafter "Pirzio-Biroli speech).

'o'Turli.7: Commission Issues Negative Opinion,' p._1-3.

""We Must Have Lunch Someday,' The Economist,Nov.
11, 1989, p.62.

" 'Austria FilésReguest for Membership in EC, Other
Countries Also Ex to Submit Bids,' International Trade
Reporter, vol. 6, Ju y 1989, p. 963.

's 'EEC Enlargement,' Oct. 21, 1989, p. 1-1.

"EEC Enlangement: Fears that Austrian Membership
Application WillTake Second Place to East Geri:luny,' barroom
Report, Jan. 11, 1990, p. 1-2.

si Bureau of National Affaris (BNA), 'Austria Wants to Join
the Community,' 1992¢ The External Impact of European
Unification, July 21, 1989, p. 4.



required by the four victorious powers (led by the
Soviet Union) in return for Austria's eventual
amalgamation of the EC states into a political union
with a common foreign and security rolicy does not
go well with Austrian neutrality

the recent developments in East-West relations may
provide Austria with more flexibility in resolving
the neutrality issue.

Despite a declaration by the Swedishprime
minister in 1988 that full membership in the EC was
not possible if it involved foreign policy and
defense coordination, political pressures from
Swedish business could force the issue in the near
future. The Federation of SWedish Industries is
concerned that any drift by Sweden's EFTA
partners toward EC membership could only tip the
internal market balance further against Sweden, by
weakening its labor-intensive industries.>* In
addition, the federation estimated that only full
membership in the EC could guarantee a complete
reduction in frontier costs for Swedish goods and
allow its industry to remain competitive.

Containing even broader implications for future
enlargement of the EC was a declaration by EC
Commission President, Jacques Delors, on January
6, 1990, that East Germany could be a potential EC
member state if it became a pluralistic democracy,
with an open economy.?* This declaration followed
a statement by the French Minister for External
Trade in October 1989, that "not before, but after
1993 the EEC could surely count on ... Hungary ...
to join the Community." However, the President
indicated that to join the EC, any countries desiring
full membership would have to have free-market
economies. He stated that he hoped Hungary could
make such a transition within 4 or 5 years. >

Eastern Europe and the U.S.SR.

Since June 1988, when the EC and the Council
for Mutual Economic Assistance (CMEA)? signed a
joint declaration of mutual recognition, trade and
economic relations between the EC and these
countries have intensified 2B The Soviet Union and
all of the Eastern European nations except Romania
established formal diplomatic ties with the EC soon
after.?® The desire of these countries to improve
economic links with Europe was evident. Moreover,
as wide-ranging reforms swept the Soviet Union

--A gsburger Allgemeine, July 18, 1989.

23 '"EEC/Sweden: Industry Sees Swedish Membership as
Only Answer to the Single Market; European Report, May 5,
1989, p. 5-2.

2,""EEC Enlargement; Jan. 11, 1990, p. 1.2.

as "EEC Enlargement,' Oct. 25, 1989, p. 1.1.

'" Ibid.

'" CMEA (also abbreviated as COMECON) consists of the
Soviet Union, Czechoslovakia, Hungary, Poland, Romania, East
Germany, Bulgaria, Mongolia, Cuba, and Vietnam.

*'Until 1988, the U.S.S.R. rejected the EC's legitimacy. See
Commission EC, "EC. and COMECON Establish Official
Relations," European Community News, June 24, 1988.

" Romania plans to establish diplomatic relations with the
EC shortly. See EC Commission, "EC-Eastern Europe
Relations, European Report, Jan. 19, 1990.
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and Eastern Europe, these countries looked to the
EC, as well as other Western nations, to reinforce
the process of political reform and economic
liberalization and to establish greater participation
in European and world economic affairs. During
1988 and 1989, the EC signed trade agreements with
Hungary, Czechoslovakia, Poland, and the U.S.S.R.
The EC is currently negotiating agreements with
East Germany and Bulgaria and has plans to expand
existing bilateral accords with Czechoslovakia and
Romania. Negotiation of these agreements is
schegg.led to be completed during the first half of
1990.

Romania was the first nation among Eastern
Europe and the U.S.S.R. to sign a trade agreement
with the EC, in 1980. Only Romania was interested
in accepting the EC's offer to negotiate a bilateral
agreement, since other European CMEA members
(including the Soviet Union) insisted that only
CMEA and not individual East European countries
or the U.S.S.R. could negotiate agreements with the
EC 3t

However, as the reality of the EC's plan to
integrate more fully was recognized by the Soviet
and East European Governments, these nations
began to actively pursue bilateral agreements with
the EC to ensure continued or improved access to
EC markets.?? Although EC member countries
conduct only about 7 percent of their total trade
with the seven European CMEA countries, the EC is
the major trading partner for these countries among
western industrial nations.3® In particular, the EC's
increasing use since the mid-1970s of voluntary
export restraints, antidumping measures, and other
nontariff restrictions sparked fears among the
European CEMA countries that the EC would
impose EC-wide restrictions under the single
market plan in place of member-state barriers they
currently faced. This concern remained the central
focus of their bilateral talks with the EC.3* However,
as economic reform spread across Eastern Europe
and the Soviet Union, the desire to strengthen
economic ties on a broader basis with the EC also
grew.

In general, the EC has supported strengthened
economic links with the European CMEA because
of its long-term potential as a large market for EC
exports.®* In the EC's view, political factors have
historically limited what should have been a natural
growth in East-West trade.®® The EC's overall policy
towards Eastern Europe contains both economic
and political elements; it seeks to —

s° EC Commission, Telex, "Conseil Affaires Generales; Feb.
5, 1990.

=1 'Special Feature: EEC Relations with the Countries of
Eastern Europe; European Report, Dec. 20, 1989.

=2 Congressional Research Service, 'European Community:
Issues Raised by 1992 Integration," May 31, 1989, pp. M-82.

as Ibid.

' Ibid.

as Ibid.

as Ibid.



associate them more closely with the
Community through trade, cooperation and
appropriate financial support, the balance
between these three elements being determined
by the degree of progress made by each country
towards open political and economic systems.
As democracy and economic liberalisation take
root, the agreements can be applied flexibly and
further developed to provide for a form of
association corresponding with aspirations in
east Europe and the Community's own
interest.”

Status of Trade and Economic Cooperation
Agreements

The status of EC negotiations with Eastern
European countriesand the U.S.S.R. to establish
bilateral trade and economic cooper ation
agreementsis discussed below.

Hungary

The EC-Hungary agreement on trade,
commercial, and economic cooper ation was the first
extensive bilateral trade agreement concluded by
the EC with a CMEA country.*® It was signed on
September 26, 1988, and entered into effect on
December 1, 1988, for a 10-year period. The
agreement coverstradein both industrigl and
agricultural products, with a few exceptions. * Each
country aglgeed to grant the other most-favor ed-
nation (MFN) status. Key provisions addressin
Hungary's major concern — theremoval o
discriminatory national quantitativerestrictions
(QRs) — provided for their elimination over a 7-year
period but wererewritten in November in the
context of the PHARE Action Programme." Under
the PHARE plan, the EC agreed to speed up the
timeframe and eliminate all specific QRs on imports
from Hungary from January 1, 1990, and to suspend
nonspecific QRs (i.e., those that apply to other third
countries) for a period of 1 year from the same

s7 EC Commission, "Relations Between the Community
and the Countries of East Europe: Implications of Recent
Developments in the German Democratic Republic,
Czechoslovakia, Bulgaria and Romania," January 1990, p. 1.

3+ As noted above, Romania was the first European CMEA
country to negotiate a bilateral trade agreement with the EC,
although it was limited in scope. Proposal fora Council Derision
on the conclusion of an agreement on trade and commercial and
economic cooperation between the European Economic Community
cigggthe Hungarian People's Republic, Com (88) 568 final, Oct. 12,

" The EC agreements with both Hungary and Poland (see
below) do not apply to products covered by the treaty
establishing the European Coal and Steel Community, nor to
textile products or agricultural products already subject to
existing agreements.

" PI-ME—Poland Hungary Aid for Restructuring of
Economies—is a special program established to coordinate
economic aid to Hungary and Poland from the Group of 24
industrialized countries. The program was initiated by the
Group of Seven highly industrialized countries at the Paris
Economic Summit in July 1989. The EC is coordinator of the
operation.

date." The 1988 agreement also callsfor improved
mar ket accessfor C productsinto Hungary and for
economic cooper ation aimed at openlng? u|p new
sour ces of supply and new marketsin thetollowing
sectors: industry, mining, agriculture, energy,
research, transport, tourism, and environmental
protection.

Czechodovakia

Although the EC-Czechoslovakia trade
agreement was negotiated at approximately the
sametime asthat between Hungary and the EC, ** it
ismorelimited in scope becauseit coversonly trade
in industrial products. The 4-year accord provides
for the EC to eliminate or suspend member -state
QRsdirected at Czechoslovak imports, but no
timeframeis specified. In return, Czechqgovakia
agreesto encourage imports from the EC.

Because of the limited scope of the agreement, in
December Czechoslovak officialsrequested that it
be expanded to provide for the elimination of
national QRs and the development of commer cial
and economic cooper ation, similar to the
agreementsreached by the EC with Hungary,
Poland, and the U.S.S.R. Informal discussions
bet(\j/veen the two partiesare now taking place to this
end."

Poland

Thebilateral 5-year trade, commercial, and
economic cooper ation agr eement signed with
Poland on September 19, 1989, and implemented on
December 1, 1989, issimilar to that concluded with
Hungary 1 year earlier.” Likethe pact with
Hungary, this agreement coverstradein industrial
and agricultural goods, with certain exceptions.” It
also grants MFN statusto each party. The
elimination of national QRsdirected at Polish
exportswas Poland's primary goal throughout
negotiations. A November agreement in the context
of the PHARE program accelerated the original
5-year timetable established for the elimination of
national QRs. The EC agreed to eiminate specific

+' The PHARE plan alsojranted Hungary access to the
EC's Generalized System of Preferences (GSP) program for
1990. The GSP benefits will cover textiles and agricultural
products, as well as industrial goods. See EC Commission,
'EC-Eastern Europe Relations, Jan. 19,1990; and "Special
Feature: EEC Relations with the Countries of Eastern Europe,"
European Report, Dec. 20, 1989.

+= The agreement was signed on Dec. 19, 1988, and entered
into force on Apr. 1, 1989.

+3 For further details, see Agreement between the European
Economic Community and the Czechoslovak Socialist Republic on
Trade in Industrial Products, Official Journal of the European
Communities (0J), No. C 7, (Oct 1, 1988) pp. 5-19.

" EC Commission, "Relations Between the Community
and the Countries of East Europe; p. 3 and Annex 1.

+s Agreement between the European Economic Community and
the Polish People's Republic on Trade and Commercial and Economic
Cooperation, 01 No. L 339 (Nov. 22, 1989).

"The exceptions are the same as those under the
EC-Hungary agreement (see above); however, unlike the
accord with Hungary, the pact with Poland calls for both
parties to grant each other trade concessions in the form of
reduced customs duties and levies on certain agricultural
imports.



QRs starting January 1, 1990. The EC also agreed
under PHARE to suspend nonspecific QRs applied
to Poland and to extend the benefits of the EC's
Generalized System of Preferences (GSP) to Poland
for 1990.*7 Like the EC-Hungary accord, the 1989
agreement with Poland also seeks to give EC
products greater access to the Polish market and to
foster economic cooperation and the expansion of
trade, particularly in the following sectors:
industry, agriculture, mining, energy, transport,
tourism, telecommunications, environmental
protection, health, research, training, standards,
and statistics.

The Soviet Union

A new relationship between the EC and the
U.S.S.R. was cemented on December 18, 1989, with
the signing of their first bilateral trade and
economic cooperation agreement. *® The 10-year
accord covers trade in all products except those
covered by the treaty establishing the European
Coal and Steel Community and the EC-U.S.S.R.
textile treaty.*® The accord grants MFN status to
each party. Although the agreement is similar to
those signed with Hungary and Poland, its terms
are less generous in the area of QRs. Under the
accord, the EC will eliminate specific QRs imposed
on Soviet industrial and raw material exports to the
EC by 1995. In return, the U.S.S.R. will grant
nondiscriminatory treatment to EC exports with
respect to QRs, licensing, and the allocation of
scarce foreign-currency resources. The Soviet
Union is also obliged to facilitate the operations of
EC businesspeople and develop a suitable climate
for investment in that country.

In the area of economic cooperation, an
extensive number of sectors have been targeted,
thus making this EC treaty the broadest negotiated
to date with a European CMEA nation. These
sectors include industry, agriculture and food, raw
materials and mining, transport, tourism, the
environment, management of natural resources,
energy, science and technology, financial services,
professional training, statistics, and stand-
ardization. For the first time, this agreement covers
nuclear energy, nuclear safety, and nuclear
research for civilian purposes.

Romania

Although Romania was the first European
CMEA nation to conclude a trade agreement with

"' Similar to those for Hungary, GSP benefits will cover
textiles and agricultural products, in addition to industrial

9gwel pAgreement Between the European Economic Community and
the European Atomic Energy Community and the Union of Soviet
Socialist Republics on Trade and Commercial and Economic
Co-operation.

+¢ In December 1989, the EC and the Soviet Union initialed
:119%%w textiles agreement applied provisionally from Jan. 1,

the EC, it was limited in- scope. °® The initial 5-year
agreement was extended, but efforts to expand it

broke down in 1987 and were finally suspended in
April 1989 due to Romania's failure to conform with

its obligations under the 1980 pact and the

deterioration of its human rights record. In response
to the political situation in Romania in December,

the EC froze the 1980 agreement and proposed the

withdrawal of GSP benefits. °' However, because of
the overthrow of the Ceaucescu regime, the EC
plans to rescind the restrictions imposed in

December and begin negotiations to establish an

expanded bilateral agreement, similar to those
conclusczled with Hungary, Poland, and the
U.S.S.R.

Bulgaria

In February 1989, the EC Council authorized the
EC Commission to open negotiations with both
Bulgaria and Poland for the conclusion of bilateral
trade and economic cooperation agreements.
Although the EC-Poland accord progressed
smoothly, negotiations with Bulgaria were
discontinued during the summer, following EC
concern over the Bulgarian human rights situation.
Formal negotiations are expected to resume shortly.
The EC Commission anticipates that one final round
of negotiations should be sufficient to reach an
agreement53

East Germany

In December, the Council granted the EC
Commission a mandate to negotiate a trade and
cooperation agreement with East Germany.
Reportedly, the EC-East Germany accord would be
similar to those concluded with Hungary and
Poland. It would span 10 years, phase out
member-state QRs on East German exports by 1995,
and would provide for cooperation in a wide range
of sectors. The agreement is not likely to affect the
special trade arrangements currently existing
between the two Germanies.>*

EC Sectoral Agreements With East
European Countries and the U.S.S.R.

Some of the Eastern European countries and the
U.S.S.R. are party to sectoral agreements with the

ss The EC-Romanian trade agreement, which covered
industrial products only, was signed in 1980 and entered into
force in 1951 for a period of 5 years. It committed the EC to
making efforts to liberalize existing restrictions and committed
Romania to increasing imports from the EC. Romania was also
obliged under the agreement to provide certain economic
information to the EC and to take a flexible approach to
compensation trade. See EC Commission, 'Relations between
the Community and the Countries of East Europe," annex, p. 3.

"' Actually, the decision to suspend GSP benefits was never
implemented. EC Commission, "European Commission Position
on the Situation in Romania: Statement by Vice President Frans
Andriessen, Press Release, Dec. 20, 1989.

=2 EC Commission, "EC-Eastern Europe Relations,' p. 1and
"Relations Between the Community and tlie countries of East
Europe," p. 4 and annex pp. 3-4.

EC Commission, "Relations Between the Community
and the Countries of East Europe;. 3 and annex 2.
11"1'"'EC /East Germany," Euroilv)rief, vol. Z No. 9, Jan. 12, 1990,

p-111.



EC covering steel, textiles, agriculturalproducts,
and, in the near future, fisheries.”> Self-restraint
arrangements covering steel are currently in force
with Bulgaria, Czechoslovakia, Hungary, Poland,
and Romania. The EC Commission recently
proposed that these quotas on imported steel from
these countries be increased by 18 percent The EC
has concluded textile agreements with Bulgaria
(outside the Multifiber Arrangement or MFA),
Czechoslovakia (MFA), Hungary (MFA), Poland
(MFA), Romania (MFA), and the U.S.S.R. >’ A new
textile agreement with the U.S.S.R., in force as of
January 1, 1990, grants Soviet textiles greater access
to the EC market than did the previous
arrangement>® The EC also plans to open
negotiations with East Germany on textile trade.

The Future Relationship

The future relationship between the European
CMEA countries and the EC will depend on the
level of political and economic reforms they
embrace. The network of trade and cooperation
agreements is a first step towards creating normal
commercial and economic relations. As the reform
process continues, other forms of association are
being explored. The EC Commission is currently
examining the possibility of concluding association
agreementssa with Eastern European cotuitries.e® In
a preliminary assessment, the EC Commission listed
the principle elements of a common framework for
association: trade liberalization, improved
cooperation, technical assistance and financial
support, joint infrastructure projects, political
dialog, and information exchange and cultural
cooperation. All of these elements would require
adjustment in response to the needs, capacities, and
progress of reforms of each country.**

The EC Commission noted that efforts to
negotiate association agreements "should be
distinguished from any commitment concerning
the question of accession (to the Eq."°* Because the

" The EC maintains self-restraint agreements coverin
agricultural products with most East European members o

EA. For example, the EC has an agreement with East
Germany covering trade in sheep meat and goat meat. In the
fisheries sector, negotiations are cutrently taking place with the
Soviet Union and ]§ast Germany and are planned with Poland.
See EC Commission, ""EC-Eastern Europe Relations,' P.S,

" 'Steel: Commission Proposes to Raise Imports from East
European Report, Jan. 19, 1990, p. 5.7.

EUr B¢ Commission, "EC-Eastern Europe Relations, p. 5 and
International Monetary Fund, |ssues and Demi opmentsin
Ilr;tsegnatl 89a| TradePolicy, Occasional Paper No. 63, December

p. 92.

""EEC/USSR: Textile Trade Pact Initialled,’ Europa:it
Report, Dec. 18, 1989, p.

as Association agreements are negotiated on the basis of
art. 238 of the Treaty of Rome.

" During the first half of 1990, the EC Commission plans to
forward to the EC Council a communication develowrte
concept of association as applied to the countries of
EuroPe.

'"EC Commission, "The Development of the Community's
Relations With the Countries of Central and Eastern Europe,"
Communication from the Commission to the Council and the
Parllan}%r]g, Sec(90) 196, Feb. 1, 1990.

as Ibid.

current tendency in the EC is towards deepening
rather than widening, the EC Commission does not
anticipate that Eastern European countries (given
that they meet the political and economic criteria)
will become EC members until after 1992. The one
exception is East Germany.’ The process of German
reunification has committed the EC Commission to
"paying particular attention to developments in the
German Democratic Republic:'* Should the reform
process in East Germany progress swiftly, that
country could accede to the Community prior to any
other new members.e®

Relationship to EC 1992

The historic restructuring now taking place in
Eastern Europe and the Soviet Union will have a
significant impact on the single market process,
although the nature of the effect is not yet clear.
Many are of the view that "if Europe is going to be
subject to sweeping, pervasive change, it is better
first to complete and solidify the unification of the
Community, political as well as economic, for its
own protection and to give it as influential a voice as
possible in whatever new European order may
evolve:'w Jacques Delors, President of the EC
Commission, supports this view and calls for the
acceleration of the integration process to act as an
anchor for a new Europe and a magnetic pole for
Eastern European countries.®’ Moreover, according
to this viewpoint, it is important to firmly secure
West Germany into a strong EC to minimize fears of
a powerful, united "Deutschland uber glee's

On the other hand, others believe that events in
the European CMEA countries are diverting limited
EC resources away from completing the internal
market Some believe that the EC 92 process should
be intentionally slowed down so that the EC can
respond more flexibly to the changes that occur in
these nation.s.®® However, EC officials contend that
this viewpoint is in the minority and that
implementation of the single market plan will speed
up in direct response to developments in Eastern
Europe and the Soviet Union.’® Indeed, the 12

Pirzio*Biroli speech.

" EC Commission, ‘Programme of the Commission for
1990,' PP 26.

as Pirzio-Biroli speech. Furthermore, some suggest that if
East Germany becomes part of an enlarged F ederaigRepublic of
Germany, East Germany will become a de facto member of the
EC. Revision of the Treaty of Rome wouldprobably be
required, however, See 'Mx EC and East Germany: Growing
Pains,’ The Economist, Feb. 10, 1990.

" 'Perestroika in East EuroppeePlus or Minus for EC 19922"
EuruMarket Digest, Novem ,p- 1.

" '"Undeterred by East European Upheaval, Delors Calls
for Stronger Community,' 1992— The I mpact of
Eur%zan nification, Jan. 26, 199021%. 1

UrGfean Commission, 'Eur(épe: e Challenges of Change,
Extracts from the speech by Sir Leon Britten, Vice President of
the European Commission, to Sixth Formers of Leighton Park
School, Reading, LUnited Kingdom,' Jan. 19, 1990; pass
Release,Pl an. 19,1990.

as 'Perestroika in East Europe;g). 1.

7° For example, Corrado Pirzio-Biroli, D eputy head of the
EC Delegation in Washin ton, DC, Kfused this view. See
BNA, 'In Brief,' 1992 —17te External |mpact of European
Unification, Dec. 1, 1989, p. 7.



member states agreed at the Strasbourg Eur opean
Council in December that "It isin theinterest of all
European Statesthat the Community should
become stronger an](I*J accelerateits progresstowards
European Union."

Patterns of Trade

~ Thesuccessful reordering of Europe, which
involvestheremoval of barriersto trade, should
foster increased intra-European tradein thelong
run. In principle, non-EC countriesin
Eur ope—including both the European CMEA and
EFTA — should benefit from the economic growth
expected to result from amoreintegrated EC
market, particularly since the Community isin the
process of lowering external barriersdirected at
these countries. The establishment of the customs
union within the EC during the 1960s resulted in an
increasein EC trade with therest of theworld, but
trade expansion was only guar anteed through U.S.
and EC cooper ation at the K7§nnedy Round of
multilateral trade negotiations.

The potential for trade expansion between the
EC and the European CMEA appear s significant
Even West Germany, with itstraditional linksto
Eastern Europe, now suppliesto the European
CMEA nationswith a population of about 424
million onl _rpercent of theamount it sellsto the 17
EC and EFTA countrieswith a population of 300
million.™ At the same time, technically developed
industrialized European CMEA countries could
gain market sharein the EC, if only by reducing
transport costs on goods now imported from the
newly industrialized Asian natlons(NICE?_. *
Indeed, areunited Germany could offer the benefits
of both technological know-how and inexpensive
manpower, combined with minimal transportation
costs, to replace Japan and thg NICs as a sour ce of
exportstotherest of Europe.

~ However, in the short run certain conditions
will limit the expansion of trade between the EC and
European CMEA. First, certain of the European
CMEA countrieslack the ability to manufacture and
distribute products that are competitivein EC
mar kets. Also, EC exportsto these countrieswould
belimited by their low purchasing power and the
nonconvertibility of their currencies. Only after
European CMEA exportsexpand will hard currency
become mor e available.

Nonetheless, the potential for economic
development in Eastern Europe and the U.SSR. is

'Conclusions of the Presidency, European Council,
Strasboutg, Dec. 8-9,1989; European Community News, No. 41,
Dec. 11 1589,

" Horst Tomann, "EC Internal Market: An Opportunity
for CMEA Countries?' Interaxmomics, Novembed ber
1989, p. 306.

71 Holger Schmieding, "A Concept for a2 Pan-European
Econpmic Integration; European Affairs, p. 38.

" Bettina Hurni, "European Integration: West and East,"'
Interecorwmics, July/August 1989, p.17%

"However, it is also possible that the increasing presence
of firms from Japan and the NICs in Eastern Euroe would
accomplish the same objective. 'Germanys May Compete With
Industrialized Asia,' Journal of Commerce, Feb. 8, 1990.

vast. In thelong run, if reforms advance and the
environment for investor simproves, East-West
tradewill increase. The EC and European CMEA,

together with the EFTA nations, will expand trade,

per hados at the expense of non-Eur opean countries,
should tradediversion occur. U.S. firmsare already
tapping the Eastern European market, which could
also serve asaback door to the EC market. However,

U.S. companiesare not alone. Japanesefirmsare
currently studélng the possibility of settln%up
export basesin Eastern Europe and the U.S.SR. to
access the post-1992 EC market TheNICsare
similarly building a presencein Eastern Europe. In
thelong term, asthird countries establish basesin
the European CMEA, their export capabilities will

increase and contribute to a more competitive
environment throughout Europe.

The U.S. administration is hoping that pressure
from the Eastern European countries will
encouragethe EC to liberalize trade more quickly
than originally envisioned under the 1992 program.
Some examples ar e the moving forward of datesto
eliminate national quotas on certain Eastern
EuroEean exports, and European CMEA criticism of
the EC's protectionist agricultural system.
Accordingtothe USTR, " Our new alliesin freetrade
may help Iceep the EC honestre

‘Themajor concern of U.S. companies now isthat
strict U.S. rules gover ning export controls and
technology transfer will limit their access not only
to European CMEA markets, but to the EC market
itself. Traditionally West E pean gover nments
have supported a less r estictive export-control
regime than the United States. Not only could U.S.
firmslose potential marketsin the European CMEA,
but EC firmscould reduce their relianceon U.S.
componentsin defense and high-technology
productsif the U.S. Government does not liberalize
Its policy with regard to reexports of U.S.-origin
goods and technologies??

Finally, thereis growin? concern among EC
member statesthat incr competition from the
European CMEA will adver sely affect Community
producers, partlcul_ar!?/ in the poorer regionswhere
therearestrong similaritiesin production- ‘s EC
producer s of textiles, steel, and agricultural
P_roducts_ have voiced concern that European CMEA

irmswill become formidable competitorsif the
Community contm_u_&stogr ant them mor e open
access to these sensitive EC markets. ™ Spain and

"Testimony of Peter Allgeier, Assistant USTR for Europe
and the Mediterranean, before the House Foreign Affairs
Committee, Feb. 20, 1990.

""For more information about the technology transfer
issue, see Europe 1992: Report of the Advisory Committee for Trade
Policy and Negotiations, November 1989, pp. 33-41, or
Congtressional Research Setvice, 'European Community: Issues
Raised by 1992 Integration,' May 31, 1989, pp. 82-83.

" BNA, 'Eastern Europe: EC Mulls Over Outlook for
Southern ]*furopean States, 1992— The External Impact of
European Unification, Jan. 26, 1990, p. 10.

7- 'Steel: European Steelmakers Oppose Opening of EEC
Borders to East Eutopean Steel," Eu n Report, Jan. 13, 1990,

5-1and 'W. Europeans Fear ocks of EC Charity,'
Jowrnall of Commerce,lan. 26, 1990.



Portugal in particular fear that economic
rapprochement with Eastern Europe and the Soviet
Union could limit their economic growth and erode
their share of EC markets astechnical advances and
moder nized plantsarerealized asaresult of aid and
foreign investment * Evidence alr eady suggests
that investment projects destined for southern EC
member states have been diverted to Eastern
Europe, where wages fall below eyen the lowest EC
labor rates, found in Portugal.®” Moreover, East
European workersarefairly well educated and their
factorieslie closeto the EC'smajor markets. Should
the EC'sown member statessuffer from stiffer
competition, the EC could be forced to respond by
erecting protectionist barriersto third-country
imports. European CMEA countries could be
ﬁartlgularly hurt, smcetradltlonajlg their exports

aveinduced alarge number of EC antidumping
complaints*

EFTA

The EFTA nations constitute a larger tradin
partner of the EC than do Japan and the Unit
States combined. Consequently, the EFTA countries
are concerned about any possible resultsfrom EC
unification that would disadvantage their
companiesin relation to EC firms. Recent events,
however, have pointed toward the establishment of
amorestructured partner ship, involving closer
EC-EFTA ties.

Attention on a closer EC-EFTA relationship,
based on the notion of a European Economic Sace,
first gained momentum at a meeting of EC and
EFTA ministersin Luxembourgin April 1984. In the
resulting L uxembour g Declar ation, the ministers
stressed the need for increased EC-EFTA
cooper ation in such fields as har monization of
standards; the simplification of border formalities
and rules of origin; state aids and industrial
subsidies; public procurement; and social issues
such as education and the environments*

Back in 1984, trade barriers between the member
states were still pervasive. For EFTA firms, the
modest stepstoward cooper ation expressed in the
L uxembour g, Declar ation offered the prospect of
increasing their accessto individual member-state
marketsto roughly the level already enjoyed by
firms exporting from one EC country to'another.

S0 “European Community: Eyes East; The Economigt, Jan. 6,
1990, p. 50.

" One example is General Electric's decision to move a
new plant from Spain to Hungary. Daily announcements of
West German investments andjoint ventures in East Germany
are also of prime concern. See BNA, "Eastern Europe: EC Mulls
Over Outlook for Southern n States," ix 10.

as In the years 1980-87, East"European producers were six
times as likely, in terms of the import values concerned, to be
harassed by EC antidumping measures than were suppliers
from elsewhere. See Schmiediné 'A Concept for a
Pan-European Economic Integration,' p. 34.

e EFTA, Annex 1 to Report of the Consultative Committee,
50th Meeting, Geneva, a-t. 11-12, 1988, and 17th Joint Meeting
Between Delegations of the Consultative Committee and the
Eecor1o1fiic and Social Committees of the EC, Berlin, Oct 13-14, 1988,
EFTNCSC 13/88, Sept 2, 1988.

However, the emer gence of the single market
program changed the situation dramatically.

~~ mEC and EFTA firms had been enjoying
fajrl?/ equal accessto EC markets, completion of the
single mar ket would integrate EC member states
mor e closely among themselves than with EFTA.**

In a speech to the EC Parliament in January 1989,
EC Commission president Jacques Delors suggested
that it wastimeto review whether the EC and EFTA
wer e headed in theright direction or whether a
" new, more structured partner ship with common
decision making and administrative institutions
wer e needed.mEis challenge was taken up almost
immediately at an EFTA summit held in Oslo,
Norway in March 1989. Theresulting Oslo
Declar ation was wor ded to cover significant
differences of view.ss Norway proposed movement
towardsa full customs union, and Switzerland was
reluctant to relinquish any measur e of national
sovereiﬂnty However, despite such differences, the
EFTA heads of state affirmed their willingnessto
explore a means of achieving a more structured
partnership with the EC, and to strengthen EFTA's
decisionmaking process and collective negotiating
capacity al

EC and EFTA foreign ministersagreed in ajoint
declaration on December 19, 1989, to begin formal
negotlatlonsalmed at further economic integration
and eventually at creating the EES envisioned in the
L uxembour g Declaraticm.ss Exploratory talks will
take placein early 1990 befor e the launching of full
negotiations, which will _re?uwe a ne'\%otl_atlng
mandate from the Council of Foreign inisters,
Such a mandate is not expected before May 1990. %
The aobjective of the proposed negotiationsis " to
enableto the greatest possible extent, thefree
movement of é;oods, per sons, services and capital
between the 18 EEC and EFTA countries: *© In the
negotiations, the EC will be asking EFTA countries
to accept many of the EC rules on competition,
ﬁubllc procurement, and technical standards.

owever, themajor taskswill beto determine
EFTA'slevel of participation in the dec_:lsonmaka
process and to agree to some form of tribunal torule
on disputesarising out of EES regulations.ss One of

" Neil Gibbs, J.M. Didier & Associates S.C., 'EFTA and the
Single Market' 1992: The External Impact of European Unification,
Aug. 11, 1989.

s, Ibid.

" These difficulties are outlined more fully in Bengt
Jonsson, 'Will EFTA Be Within the Single Market, EIU
Europoin Trends, No. 3, 1989.

Yr Historically, EFTA lacks the legal basis and institutional
capacity of the EC to act on behalf olio members in external
commercial policy matters. Each EFTA country has traditionally
dealt bilaterally with the EC. Magnus Wijkman, "Patterns of
Trade in the European Economic Space,” International Spectator,
January-March 1969, pp. 30-38.

o« 'EC EFTA Relations: Institutional Hurdles Loom in
Creating Economic Space 1992— The External Impact of
EurornUnifkation, 'Jan:120990, pp. 2 and 3.

EEC/Sweden: Carlsson Pushes for Fast Progress on
Agr%rmt’" EurQPIBVtSQ!&aIﬂl: 15;«;1:30, l)r 5dhnch f EEC
o
Negotiations,' European Report, Dec. 18, 1989, p. 5-8.

" David Buchan, "EC and EFTA Agree Timetable For

Treaty Negotiations, Financial Tina, Dec. 20, 1989, p. 16.



the major obstaclesfacing EC/EFTA negotiatorsis
finding language acceptable to both parties on the
institutional linksthat are necessary for the creation
of the EES. Oneimportant option to be examined is
dieest blislunent of parallel courtsfor the
surveillance and enfor cement of the agreement
Another possibility that has been discussed isthe
creation of a parallel Council of Ministersthat
would group the EC's 12 member countrieswith the
chairman of the 6 EFTA member countriesto
improve and strengthen the decisionmaking
process.® Although the EFTA ispushing to
complete the talks by the end of 1990, EC officials
have indicated that the only important date for
completing thetalksis January 1, 1993, the date of
the planned completion of EC integration.

Certain EFTA countriesalt_)pear significantl
moreready than othersto establish closer linkswit
the EC. For most EFTA countries, the principal
objectionsto full Community member ship arethe
EC's eyplicit long-term commitment to political
union.” This objection is especially held b
Switzerland and Finland, both of which arefairly
strongly committed to a policy of neutrality in
international affairs. However, these objections
carry lessweight in countries like Norway, Sweden,
and Austria despite the fact that Sweden and
Austria also have a strong interest in political
neutrality...

Lome

Themorethan sixty ACP nations granted trade
EV_ ces by the EC under a series of agreements
—Iksthe L ome Convention.. are concer ned
that completion of the internal market may
jeopar dize special accessthey currently enjoy with
respect to EC banana, sugar, rice, and rum markets.
At least some ACP officials have expressed their
beliefs that the two basic principles of Lome's
development policy—trade and aid—ar e being
threatened by EC integration..? They have also
criticized the EC's policiesto extend trade
preferencesto other developing countries under
the GSP and undegsthetroplcal frwtsgoposal inthe
Uruguay Round.”™ A Caribbean official went one

" "EEC/EFTA: High Level Contact Group Recommends
Negotiations, But Probkms Remain,' European Report, Oct. 23,
1989, }) 51.252and 'EC/EFTA," Eurobrief, vol 2 No. 10, Jan. 26,

\1). 122.

1990
" However, because EC-EFTA talks ate still at an eatly
stage, more specific details have not been disclosed on these
institutional linkages, "EC-EFTA Relations: Officials
Tett Framewotk for Negotiating Future Tms,' 1992_ The
External Impact of Europeaniinificaticnt, Nov. 3, 1989,£, M ¢¢
""Neil Gibbs and others, T,ffA and the Single ’

p-11.
For more information about possible membetship in the

EC, see the section entitled "Enlargement" above.

<! The first of these Lome agreements was signed in 1975,
and it has been renewed and expanded every 5 years since.

" '"Lome III: Convention Set to End on Sour Note,'
EuroEaIrE_I(?ieport, June 6, 1989, p. 5-5.

id.
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step further and said the EC should compensate
ACP countriesdirectly for lossesthat will occur as
their exports arediverted away from amore
competitive EC after 1992.7.

After extremely difficult negotiationsby EC and
ACP officials, a Fourth L ome Convention was
su_ined on December 15, 1989. ' The convention
will take effect on March 30, 1990. Some of the major
achievementsof Lome |V werea 10-year (instead of
a 5-year) term; EC support for structural
adjustments; a 5-year renewable financial aid
package; thereplacement of certain export
stabilization and loan ﬁrogramswnh outright
grants, therenewal of the banana, rum, and rice
regimes,; improved accessto the EC for ACP
strawberries, yams, tinned pears, mixed dried fruit,
and bran; moreflexiblerulesof origin; and the
inclusion of Haiti, the Dominican Republic, and
Namibia goafter itsindependence) in the
convention. ™!

Of particular concern to ACP countrieswasthe
renewal of therum and banana protocols.
Preferential accessto the EC'ssugar and rice
markets are covered by EC regimeswithin the
framework of the Lome Convention and arefully
compatible with the single internal market.
However, the regimes for bananasand rum are
organized on a national basisand therefore would
not be compatible with the single market goal of free
circulation of goods among the 12 member states.

The Rum Protocol has provided the ACP
countrieswith duty-free accessfor rum, but only
within limits of a voluygd ota, above which fixed
duties have been imposed. The new protocol on
rum under LomelV providesfor arapid increasein
tlggs%gta beginning in 1993 and its abalition in

- The EC market for bananas has been organized
primarily on a national basis, with countries such as
the United Kingdom, France, and Italy ensuring
preferential accessto traditional supﬁlle_rs. Under
the Banana Protocol, the EC has authorized these
countriesto take various measuresto protect ACP
suppliers of more expensive Caribbean bananas
from competing bananas from the so-called dollar
zonesin Latin and Central America.'® Under the
new L ome agreement, the protocol on bananas has
been renewed asit stood befor e but has been
supplemented with a declaration that the
advantages of traditional supplierswould be
maintained once theinternal market for bananas
was completed.

" U.S. Department of State Telegram, Nov. 6, 1989,
Brid etown, Message Reference No. 08374.
r1‘ggtown, EEC: '%he Lorne 4 Convention is Signed, ACP
States' Concern Remaining,' Europe Agence I nternationale
Dinformation Pour |A Presst, Luxembourg-Brussels, Dec. 16,

'EC Signs New 10-Year Accord With ACP Countties,'
Europe, Januaty/February 1990, p. 52; and "EC to Sign Unique
Lome Accord with 68 Developing Countries, European
Community News, No. 44, Dec. 1§, 1989.

ue2 BC Commission, "Fourth Lome Convention,’
Information Memo, Brussels, Dec. 13, 1989, p. 6.

> "Bananas: United Kingdom Authotized to Protect Its
Market for Another Year," European Report, Jan. 11, 1990, p. 4-3.



There was concern among some ACP countries
that the Dominican Republic's accession to the
Lome Convention could disrupt existing
preferences granted under the sugar, banana, and
rum protocols. ' However, the ACP managed to

ersuade the Dominican Republic to renounce the
genefits of these protocols before the final Lome IV
agreement was reached. Concern that the
Dominican Republic is not living up to these
commitments has already surfaced with regard to
bananas. '

Another concern of ACP countries had involved
EC-Caribbean content rules for manufactured
goods. Officials of the countries argued that the
high threshold of EC and Caribbean content
required under previous Lome pacts, before such

could enter the EC free of duty, discouraged
§Zf0pment of the manufacturing sectors in their
ountries. 1°° Under Lome IV, there has been a
relaxation of the rules-of-origin requirements on
ACP exports to the EC.'”” Under the new rules,
about 45 percent of the added value in
manufactured goods will have to originate in ACP
countries, compared with 60 percent previously.

GSP

Like the Lame Convention, the EC's GSP
scheme provides nonrec%procal tariff concessions to
developing countries. 1% However, the GSP regime
is significantly less generous than Lome in many
commodities of greatest interest to the ACP
countries. In addition, it contains tariff-rate
quotas—some of them nationally based—that
effectively place quantitative limits on duty-free
access of sensitive items that compete with EC
products. The scheme provides for more favorable
preferences for those countries appearing on the
United Nations list of least developed countries,
including exemptions from quantitative limitations.
However, of the 39 countries on this list, all but 9
have signed the Lome Convention and receive
these benefits anyway.m

On November 6, 1989, the EC Council of
Ministers gave its approval to the proposed 1990
GSP, which is essentially identical to the 1989
program." As the planned completion of the single
market approaches, the EC Commission is opting
for a gradual process of adjustment of the GSP to

' Under the Sugar Protocol, the EC guarantees to
purchase a certain quantity of sugar from specified ACP states
and India at prices similar to those offered to European sugar
beet 'Producers (well above worl{,ivprices).

I Canute James, "Banana War Looms Among Catibbean
Producers,’ Financial Times, Feb. 8, 1990.

12 Lucy Kellaway, 'Little Progress Towards New Lome
Convention," Financial Times, Oct 31, 1989.

107 'EC to Sign New Unique Lome Accord," p. 2.

13° Matgaret Kelly and others. 'European Community
Trade and Industrial Policies,' ch. in Issues and Developments in
International Trade Policy, (Washington, DC: International
Monetary Fund, December 1988), pp. 100 and 101.

" “Zyid p. 101.

"o IGSP: Member States Approve Compromise for 19907
European Report, Nov. 7, 1990, pA-3.

ensure that the least developed and poorest
developing countries will not be penalized as
national quotas for industrial and agricultural
products are replaced by Community quotas."
However, the EC Commission may be required to
move faster; a recent Court of Justice judgment
obligated the EC to abolish national quotas and to
fix and use a Community quota, on a
product-by-product basis, to be binding on all
member states. 12

On October 24, 1989, the EC Commission
adopted a proposal to the Council encouraging the
extension of the GSP for a number of agricultural
products from Poland and Hungary in the larger
context of putting forward an action plan 1or
coordinated aid for those two countries. '®
Eligibility for GSP treatment for the two countries
would "apply from next year," according to the
proposal."*

Gulf Cooperation Council

The EC Commission failed to receive a
negotiating mandate for a free-trade agreement
between the EC and the six-member Gulf
Cooperation Council (GCC) after intensive
discussions of the Council of Ministers in the final
months of 1989. ' The GCC, comprising the oil
producing states of Saudi Arabia, Kuwait, the
United Arab Emirates, Bahrain, Qatar, and Oman,
has been trying to obtain a free-trade agreement
with the EC for several years, as the Gulf states have
become increasingly concerned about the
possibility of Europe "turning in on itself in the run
up to 1993.'!16

The discussions were hampered partly by
concern on the part of EC petrochemical producers
in the Netherlands and the United Kingdom, who
feared that free trade would expose them to
increased competition from low-cost gulf
petrochemicals.'" Since the early 1980s, the Gulf
states have complained about the sizeable duties
their exports attract on entry into the EC under the
GSP.'la Consequently, the only concrete result up
until now has been a low-level economic
cooperation pact signed by the GCC and the EC in
June 1988.

""" "GSP: EEC Set to Adopt Preferential Scheme for 1990;
Europarn Report, Nov. 3, 1989, p. 4-6.

'a Economic and Social Committee (ECSC) of the
European Communities, ""Opinion on the Proposal From the
EC Commission to the Council on the EC's Generalized
Prﬁgerences scheme for 1990: 01, No. C 298 (Nov. 77,1989),

P ..= EC Commission, 'Operation Phase: Improved Acceaa to
Markets: GSP,' Information Memo, Oct. 31,1989,p. 65.

""" Ibid. For more information, see the previous section of
this chapter, on Eastern Europe and the Soviet Union.

"o "EEC GCC: Free Trade Is Dead, bong Live Free Trade,

ean Report, Jan. 7/1, 1990, é)

Europe Andrew Cowers, 'EC quates Up to Gulf
Petroc.jlemicals Problem,' Financial Times, Nov. 1, 1989.

""" Andrew Gowers, 'Talks to Improve EC-Gulf Ties in
Petrochemicals,' Financial Times, Oct. 18, 1989, p. 7.

""° See discussion on GSP above.



Despite therecent failures, the EC Commission
hasindicated that it is till determined to conclude a
trade agreement with the GCC to complement the
1988 agreement Under EC pro_posals, GCC states
would eliminate duties on all European products
over 8 years. "™ In return, the Community would
|mmed|ateIY eliminate quantitativerestrictionsand
dutieson all GCC products, except for threelists of
"sensitive" items. Thoserestrictions would be
phased out over 810 12 years. " A meeting between
the EC and the GCC, scheduled for March 1990, will
bring together the foreign ministersfrom both sides
to discussthese proposals.

Schengen Countries

Concerns by the Schengen countries ' about
theinflux of East Germansinto West Germany were
at least partly responsible for a postponement of a
pact that wasto take effect on January 1, 1990, that
would have abolished border controls between
West Germany, Frgnce, the Netherlands, Belgium,
and Luxembourg.

The proposed effective date for entry into force
of the pact, which fell 36 months beforethe EC
single market deadline, would have allowed the
Schengen countriesto get a headstart on the other
EC member statesin formulating policies and
judging the workability of the proposed integration
measures. '** Many officials believed the Schengen
agreements could even serve as a prototype for full
EC integration. In the event that EC integration was
stalled, the Schengen accord could also serveasa
fallback option, enabling the five highly developed
northern European countriesto enhance trade
amon?_themselve_s without occasioning " the stress
that fiscal policy harmonization with the
less-developed southern counterpartsin the EC
would bring." 2

Since 1985, the five countries have been
negotiating the implementation of the basic
Schengen principles, with the free movement of
Eeopleastheflrst priority. An agreement that wasto

e signed on December 14, 1989, would have
established rules har monizing visa, immigration,
and asylum policies throughout the five countries.
However, in late November, West Ger many
insisted that a provision beincluded to ensurethat

""'Gulf States Reject EC. Trade Offet,' Europe- 1992: The
Repo% o the Single European Market, Jan. 10, 1990, p. 493.

"2 The SchengeﬂAccord was signed by West Germany,
France, the Netherlallds, Bel8ium, and Luxemboutrg in June
1985 with the aim of eliminating all controls at their common
bordets on the free movement of people, goods, and services.
While the agreement was signed prior to the EC Commission's
own single market initiative, both were a direct result of the
Fontain%leau European Council of 1984.

122 David Buchan and Lucy Kellaway, 'Fears of German
Influx Delay Pact on Open Botdets,' Firiancial Times, Dec. 11,

1989, o 3. Department of State Memorandum “The Schengen
?frfgeslgem: e EC Trendsetter for 199Z' (The Hague, Nov.
y .

" Ibid.

East Germany's 18 million citizens have free
circulation throusqchout the entire Community n25
When the other Schengen countriesbalked, West
Germany refused to sign the agreement After this
reversal, diplomatic sour ces admitted that
" Schengen [was] in very bad shape—and will
Iueggptitz)éedly beleft alonefor a good six months at

Two other factorsreportedly contributed to the
decision not to sign the agreement One wasthat
L uxembourg was unhappy with provisionsthat
would haverequired it to lift bank secrecy
safeguardsin itsown law. **" Another reason was
France's concern about the recent increasein Arab
terrorist activities on its soil and itsgpncer ns about
the security of more open borders.

Implementation

Asthe EC Commission, Parliament, and Council
complete more and more of their work on single
mar ket measur es, the issue of implementation of
those measures by EC member states assumes
greater and greater importance. Some internal
mar ket measures areregulations and decisions,
which take effect immediately upon their issuance
in all member states, but the vast majority of
measures are directives, which take full effect only
upon their transposition into member -state law.

The Mechanics of | mplementation

The EC Commission's Monitoring Role

The EC Commission isthe agency responsible
under the Treaty of Rome for ensunng that
directives are implemented by the EC's member
states. According to EC Commission President
Jacques Delors, " this control activity assumes great
importance for the achievement of the frontier-free
area provided for by the single[sic] European
Act." *** Onceadirectiveisissued by the EC Council
or Commission, the EC Commission communicates
the directive to each member state and publishesthe
directivein the Official Journal of the European
Communities. \Wher e appropriate, the time for
transposition of the directive into member -state law
and the duty to inform the EC Commission of the
passage of national le:gislation are stated in the
directive. The EC Commission monitorsthe
progress of implementation by using a computer
database called Automated System for Monitorin
Directives Execution (ASMODEE), and a system o
spot checksin certain member states. '*° Between

" "EFTA Patliamentarians call For New Strasbourg Ties,'
1992—The External Irnpxt of European Unification, Jan. 26, 1990,
p-5. .

iss /bid,

127 *Schengen Agreement Collapses,' Common Market
Reporter,IBIa:in. 4,1990, p. 6.

112 Thid.

= Delots, 'Answer to Written Question No. 221W87 of
fga{lg%%is Roelants du Vivier, Mar. 1,1988,' 01, No. C 174 (July

P hropean Parliament, 'Report Drawn up on Behalf of
the Committee on Legal Affairs and Citizens' Rights on the
?gg&ematic Implementation of Community Directives,' Apr. 28,

, p- 7.



the time the EC Commission notifies member states
of the issuance of a directive and the deadline for
implementation, the EC Commission regularly
reminds each member state of its obligations and
organizes meetings of member-state experts to aid
member states in interpreting directives on difficult
sub'ect§3,1 such as company law and product
liability.

The EC Commission's DG M, the Internal
Market Directorate-General (DG}, coordinates the
monitoring of transposition of internal market
directives into member-state law. Each EC
Commission Directorate-General contains a service
that monitors member-state implementation of the
directives in its own particular area of competence.
When a member state wishes to notify an
implementing measure to the EC Commission, the
member state sends the text of the measure to the
coordinating office within DG M. The coordinating
office then transmits the measure to the appropriate
DG for a legal analysis of conformity with relevant
EC law. Copies of the measures are kept in the
coordinating office in DG 111, which is considerin

'fling public access to the texts. The E
* ion's General Secretariat and Legal
Services supervise all monitoring work and
intervene when problems arise, such as the need to
seek a Court of Justice opinign on an allegedly
nonconforming national law.

If a member state fails to properly implement a
directive by the deadline, the EC Commission may
commence proceedings under Article 169 of the
Treaty of Rome to enforce the member statg‘s treaty
obligation to implement the directive. *** Upon
learning of a possible treaty violation, which EC law
calls "infringement," the EC Commission initiates
discussiops with the member state to resolve the
problem. " Failure of the talks can then lead the EC
Commission to bring an action against the member
state in the European Court of Justice. Such an
action may not result h compliance, however, as
evidenced by such cases as the EC Commission's
suit against Italy for failure to comply with EC
norms on inspection of fruits and vegetables. The
Court issued a 1983 ruling against Italy and issued
another one in 1987 for Italy's failure to obey the
1983 ruling. The EC cannot coerce member states
into implementing directives. '*°

im EC Commission, 'Implementation of the Legal Acts
1119% uiteg to Build the Single t," Com (89) 422, Sept. 7,
,p- 9.
P USITC staff interview with EC Commission official,
Brussels, Jan. 10, 1990.
us Delors, 'Answer to Written guestion No. 2503186 of
Marcel Remade, Mar. 11, 1987.' Under art 100A(4) of the EEC
Treaty, a member state may defend its noncompliance with an
EC measure by daiming that the measure is incompatible with
the members state's "'major needs' or the natural or workplace
environment In that event, it is up to the European Coutt of
Justice to determine whether the member state's invocation of
the treaty provision is justified.
he EC Commission has stated that it is stteamlining
the discussion process and in particular is reducing the time
delays inherent in the process. IP (89) 662, Sept. 6,1989.
'is Aggrieved individuals may obtain more meaningful
relief from national courts, which increasingle/ folknv Court of
Justice judgments on matters pertaining to EC measures. This

The EC Commission "vigorously" applies all the
legal and political resources at its d}i'sposal to induce
member states to comply with their treaty
obligations. However, the EEC treaty, unlike the
European Coal and Steel Community treaty,
contains no penalty for use against member states
that infringe their treaty obli:ptions. 3¢ The EC
Commission has noted that individuals can bring
actions in member-state courts to enforce EC
directive provisions, stating that the EC
Commission "sets great store by the effects of this
decentralized form of control." ¥ The EC
Commission's largest source of information on
member-state failure to properly implement EC
directives is complaints by individuals and firms
who feel injured by noncomplying national
measures. Other sources of information include
guestions from and petitions to the European
Parliament, **°

The EC Commission has asked each member
state to appoint a single liaison officer to follow up
on the implementation of EC law. In addition, the
EC Commission is seeking to increase information
exchanges on the subject of implementation, and to
increase the number of bilateral contacts among
member states to asseSS implementation and
simplify measures for sanctioning noncompliance.
To heighten consciousness of the integration
process, the EC Commission has asked the Council
to back a proposed program for an exchange of
national officials similar to the recently begun
MAITHEUS pilot program for the exchange of
customs agents. °a

Monitoring the progress of implementation is
not an easy task Each member state implements a
given directive in its own way, using language
particular to its legal system and often different
from the exact wording of the directive. The
procedures for adoption of national legislation
differ among member states and range from acts of
the legislature to legislation by decree, regulations,
ministerial circulars, advice and memorandums to
local authorities, as well as delegation of 1Vslative
acts from central to local governing b odes. On
occasion, existin; national law is considered
sufficient to permit the executive authorities to act
in conformity with an EC directive, so that no
change in the ¥aw is needecl.

"s—Continued
avenue mag not be available to citizens of one state seeking
acaess to the market of another, howevet, because they may
lack standing to sue in the second state's courts. Financial
Times, Sept 25, 1989, p. 18.

"co EFelots, "Answer to Written Question No. 2127/86 of
Nict;lag Eg&taine, Jan. 26,1987?

"¥ [P (89)662, Sept 6, 1989.

""Internal Matket,' European Report No. 1521, p. 5.

0 USITC staff interview with Ministry of Industry and
Handicrafts official, Rome, Jan. 12. 1990.



The Role of Other EC Institutions

The EC Commission has asked the European
Par liament to help promote implementation of EC
law through itsrelations with member states
political bodiesand, in particular, national
parliaments."" In resolutions .on October 12,
1989, Par liament responded aifftffitflively tothe EC
Commission'srequest, urged member statesto step
up implementation efforts, and called for amore
transparent monitoring system for noting and
publicizing implementation." * Parliament called
on the EC Commission to improve the current
method of monitoring member -state compliance
with EC law by the use of legal expertsin each
member state as consultants It was suggested
that a division of the EC Commission comprising a
small staff of lawyer -linguists was needed to
coor dinate the efforts of these national experts, who
would analyze the implementation of specific
directivesin their field of specialization.'

Parliament also determined to increaseitsrolein
reviewing the status of implementation by
amending its Rules of Procedureto havethe
relevant parliamentary committees consider and
report on the EC Commission'sreportson its
monitoring of compliance with EC laws. Parliament
stated that it wished " to monitor closely thisvital
aspect of Community affairs." '

At aplenary session of the European Parliament
on October 11, 1989, EC Council President-in-Office
Edith Cresson acknowledged that there were
difficultiesin implementing legislation at a national
level in all the member states and she proposed an
indepth study to look at ways of improving
decisionmaking proceduresto take into account the
different constitutional arrangementsin the
member states. EC Internal Mar ket Commissioner
Martin Bangemann added that the EC Commission
maintains a watchdog role over implementation
and must continueto do soin view of the growing
number of treaty infringements, standing then at
some 1,400. On that day, Parliament adopted a

141 thid,

14s European Parliament, 'Resolutions on the Internal
Market,' OfNo. C 291 (Nov. 20, 19M p. 97. Parliament
expressed its "astonishment at the Ities encountered by
certain governments in incorporating the texts adopted by their
ministers into their national legjslation, the sole excuse being
the arcane character of many 01 the Community directives.”
Ibid.

EuropeanParliament, 'Systematic Implementation of
Community ectives,' p. 6. Member-state governments are
joining the call for better monitoring of compliance with EC
measures; see, for example, the suggestion by the Dutch
Minister for EC affairs that the European Parliament put
forward its views on systematic surveillance of member-state
compliance; Ibid., p. 10.

144 Thid.

14s European Parliament, 'Report Drawn Up on Behalf of
the Committee on the Rules of Procedure, the Verification of
Credentials and Immunities on the Introduction of a Procedure
for Considering the Annual Report of the Commission on the

tion of CommunityLaw,' Document A 2-65189, Apr. 5,
IV; 9.

resolution calling on the French presidency of the
EC Council toinclude on its agenda the problem of
delays in implementing internal market legis-
lation."

At itsmeeting of December 21-22, 1989, the EC
Internal Market Council recognized the importance
of full implementation of 1992 dir ectives by member
states, welcomed the recent progress made toward
that goal, and stressed the need for more
information dissemination on the subject toinsure
transparency. The council determined to reexamine,
at least once ayear the status of implementation.”

Implementation of Standards Measures

Technical standardsform a special case, in that
the EC Commission works closely with private
European standar ds bodies to produce European
standards. Thispublic-privaterelationship is
%tenerajly closer in the EC than it isin the United

ates. Whilethe EC Commission drafts mandatory
technical requirementsin its standards directives, it
issues mandatesto the private bodiesto issue
voluntary standards. Consequently, implement-
ation in the standar ds ar ea must take into account
the parallel nature of European standar ds-
making." Each member state hasits own standards
bodiesthat belong to the European bodies, and
standardsmaking in a member state tendsto
or ganizationally resemble standardsmaking on the
European level. In Italy, for example, the Ministry of
Industry and Handicr afts issues mandatory
technical ruleswhen legisation such asEC Councll
directivesrequireit. Theserulesaresimilar to the
voluntary standardsissued by the Italian
standardsmaking bodies. Gover nment rules
sometimesrefer to and incor por ate private
standards. When the Ministry issues standards, it
usesits own technical staff. Sometimesthe Ministry
actson itsown initiative, usually in responseto a
per ceived problem, but it sometimesrefersto
private standardsin itsrule. In the case of toys, the
Ministry had issued rules even before the EC issued
its directive, and the Italian rules were based @g,
although not identical to, European standards.'

Sources of Information on Implementation

~ Upon passage of national legislation
implementing an EC directive, a member stateis
required to inform the EC Commission of the fact.
Starting on May 2.3, 1986, the EC Commission began
providing information to EC institutions, although
not to the public, on member-state implementatian
legislation in sector 7 (SG) of its Celex data base. ¢

1" European Parliament Plenary Session, Strasbourg, Oct.
9-13,1989, reported in European Report, No. 1535, Oct. 26, 1989,

'49 EC Council, 1382d Council Meeting, Press Release
11045489 (Nesse 255-G), pp. 12-13.

'4% For a more detailed discussion of EC standardsmaking,
see p. Z ch 6 of this report.

" USITC staff interview with Ministry of Industry and
Handicrafts official, Rome, Jan. 12, 1990.

'60 Delors, 'Answer to Written Question No. 20/86 of
Hemmo Muntingh, June 16, 1986."



The EC Commission has undertaken to provide
public access to "precise details of all national
transposition measures" in its public data base
INFO 92. ' That data base, which began working
on January 1, 1990, lists the national laws that
transpose EC directives by title, number, and date of
publication, although it does not contain the actual
text of the laws. '

The EC Commission publishes an annual report
on its monitoring of member-state compliance with
EC law. The report records in general terms the
progress of each member state in implementing
each EC directive, and gives details on the
enforcement and judicial procedures undertaken to
deal with noncompliance by member states. The
most recent had been the fifth annual report, which
covers activities in 1987; the sixth annual report has
now been published. 183 The EC Commission also
publishes semiannual reports on the progress of
1992, with the next one scheduled to appear at the
end of March 1990)$*

:s' Application of Instruments for Completing the Internal
Market, Sec (89) 2098, Dec. 4, 1989, p. 4.

" | mplementation of the Legal Acts Required to Budd the
Sngle Market, Com (89) 422,. Sept. 7, 1989, p. 11; USITC staff
interview with EC Commission official, Brussels, Jan. 10, 1990.

'63 0/ No. C 330 (Der. 30, 1989),p. I.

' USITC staff interview with EC Commission official,
Brussels, Jan. 10, 1990.

Figure 1-1
Breakdown of Implementation by member state

The Satus of Implementation

As discussed above, the EC Council had by
January 1, 1990, formally adopted 142 of the 279
measures listed in the White Paper, the vast
majority of them being directives that member states
,need to transpose into national law. ~ However, as
of January 17, 1990, only 14 of the 86 single market
directives that should have already been trans
into national law had been fully transposed Pél!
member states. *° Figure 1-1 provides a breakdown
of implementation by member state, showing the
numbers of infringement proceedings instituted by
the EC Commission to enforce compliance with
directives, and of derogations-exemptions from
implementation deadlines - granted to member
states.

1es U.S. Department of State Telegram, 'EC Single Market
Tally,' Jan. 4, 1990.

1" Jacques Debts, address to the European Parliament
presenting the Commission's Programme for 1990, Strasbourg.
Jan. 17, 1990, p. 36. This includes all directives on capital
movements. Appliztion of Instruments for Completing the Internal
Market, Sec (89) 2098, Dec. 4,1989, p. 3. Twenty-four directives
have been transposed into all member-state laws except those
of Greece, Spain, and Portugal, and 52 have beentransposed in
8 member states. European Report, No. 1554, Jan. 13, 1990, p. 9.
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According to the EC Commission, the most
progress toward full implementation has occurred
in the field of veterinary and plant health
legislation, whereas progress has been slow on
technical barriers to trade, especially in the fields of
transportation and financial services.

EC Internal Market Commissioner Martin
Bangemann has said of the single market
integration program that "the most difficult
problems do not now lie in Brussels but on the level
of puttmg into effect and applymg _Community
measures in the member states. However, the
EC Commission does not believe that the task of
implementing these directives requires long delays.
It has opined that most member states can
implement most of the directives without
parliamentary legislation. °a The EC Commission
warns that member states must pick tlp the pace, in
view of the fact that 28 new pieces of EC legislation,
such as measures on freedom of capital movements
and public procurement, and on the "new
approach" to technical leéislation, are scheduled to
enter into force in 1990.

As of December 1989, the EC Commission was
conducting 60 1nfr1ngement proceedings agamst
member states for failure to implement directives.' °
The EC Commission conducted more infringement
proceedings in 1988 (1,137) than it did in 1987 (850).
The EC Commission staff detected more instances of
member-state noncompliance in 1988 (307) than in
1967 (260). Reasoned opinions by the EC
Commission concerning infringements rose from
197 in 1987 to 227 in 1988, and referrals to the
European Court of Justice rose from 61 in 1987 to 73
in 1988. The number of Court of Justice judgments
not carried out by member states also rose in 1988
over 1987. The EC Commission also noted that
member states are taking longer than before to
implement judicial decisions, although "generally,

such dlelays cannot be attributed to a lack of political
will."

The EC Commission issued the largest number
of letters of formal notice to member states
concerning the internal market and industrial
affairs, thus indicating that it is monitoring matters
relating to the completion of the single market "with
particular attention." Agriculture was the
second-largest category, and the environment, the
third.

Of letters of formal notice in 1988, 107 were sent
to Italy, 64 to Greece, and 58 each to France and West
Germany. Of reasoned opinions, 52 were sent

" EC Commission, Sec (89) 2098, Dec. 4, 1989, p. 3. For
example, only Denmark has 1mp1emented all measures on air
transportatlon Ibid.

" Europe-1992 The Report on the Single European Market
(Lafay6ette ublications, Sept. 13, 1989), p. 325.
The EC Commission pamcularly noted that Italy has
ut in place a system for efficient incorporation of EC directives
into national law, i.e., the so-called La Pergola law and other
measures. Com (8 8 9) 422 Sept. 7, 1989, p. 10.

T Sec (89) (89) 2098, Dec. 4, 1989 p- 3.

u" Ibid.,

- IP( 89) 662 Sept. 6, 1989 and 'Internal Market,"
European Report, No. 521, p. 5

to Italy, 32 to Greece, 27 to France, and 24 to West
Germany. The EC Ccim mission referred to the Court
of Justice 14 cases each concerning Italy and Greece
and 10 cases each for Belgium and France.' ¢ The EC
Commission has opined that the implementation
problem could worsen soon because the particular
steps to be implemented now, such as the removal of
exchange controls and the freeing of capital
movements, will need parliamentary action in
member states and not just regulations promulgated
by governments. ¢’

Even after a member state has passed
implementing legislation, the EC Commission has
warned, implementation can be stymied by national
bureaucracies adopting a "nitpicking interpretation
of the rules." This is particularly true, according to
the EC Commission, in such sectors as customs,
veterinary, plant health, agri-food, techmcal
harmonization, and pharmaceutlcals % This
bureaucratic nitpicking can result in discrimination
against citizens from other EC countries, such as
refusal to exchange driver's licenses or issue work
permits "for reasons which can stem only from
unreasonable bureaucratic behavior."

U.S. Secretary of Commerce Mosbacher has
stated that government analysts and business
executives share a concern that narrow national
interests may delay the liberalization of European
markets and that special interests will seek to deny
the benefits of 1992 to non-EC countries. He
explained that this concern arises because the
impact of 1992 lies not only in the drafting of
directives but in their implementation. Thus the
shape of Europe 1992 will not be known for some
years. Secretary Mosbacher asserted that many
Europeans are not completely in favor of more open
markets. He suggested that some European
companies have been accustomed to having their
inefficiency shielded by their governments. He
concluded that this is a major reason why the EC
was unable to build a single internal market in its
first 30 years.te?

Some commentators read the slow pace of
implementation as a sign of reduced support for the
1992 program among member states. Such a view
may not be accurate, considering that some member
states that have exhibited little enthusiasm for
integration, such as the United Kingdom and
Denmark, have some of the best implementation
records, 165 along with France and the Nether-
lands,'® whereas Italy, a vocal supporter of
integration, has one of the worst records. '’° As the
EC Commission notes, the problems Italy and such

163 hid.

"' Corn (89) 422, F 7, and Europe-1992: The Report on the
Single European Market, p. 3
" Com (89) 422, Sept. 7 1989 }F
32’;Europe -1992: The eport on the Smgle European Market,

""" Secretary of Commerce Mosbacher, remarks at the
Columbia Institute Conference on 1992, Feb. 24, 1989, (Brussels:
U.S. Mission to the European Commumtles, Feb. 25, 19 989), p. 4.

32”6" Europe-1992.¢ The Report on the Single European Market,

" Financial Times, Sept. 25, 1989, p. 1
Bruce Barnard, Journal ofCommerce, Sept. 26, 1989.
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other member states as Greece, Belgium, and
Ireland ,” , have with implementation probably stem
from bureaucratic inefficiency ' and the press of
domestic concerns rather than lack of enthusiasm.
According to the EC Commission, the United
Kingdom and’ Denmark have the best
implementation record of the member states, and
Italy has the worst. '® Spain and Portugal are also
behind on implementation, with the particular
exception of measures dealing with border
formalities and taxation. However, allowances are
being made for Spain and Portugal because of their
recent accession to the EC and because they must
transpose into national law more than 1,000 old
directives as well as the current spate of 1992
measures.

According to the EC Commission, most failures
to implement are due to administrative difficulties,
political interests, and economic problems. There
can also be failures of communication, as when a
member-state government adopts a law hut fails to
promptly notify the EC Commission. = One EC
official suggested that national legislatures have
had difficulty keeping up with the accelerated pace
of decisionmaking in Brussels, and that the
countries with the best implementation record tend
to be those with the best coordination systems
between the national government and Brussels
during negotiations.'

Some commentators have stated that in the
member states around the Mediterranean, officials
adopt a more relaxed, "manna" approach to their
duties.’" Federal states such as Belgium have
difficulty because of their decentralized constitu-
tional structure, particularly in such areas as social,
environmental? and cultural policies, in which
federal states have devolved significant power to
their regions. Some member states, such as Spain,
are both decentralized and Mediterranean. '

EC Internal Market Commissioner Martin
Bangemann has warned that the EC may respond to
the member states' failure to implement by issuing
regulations, which are self-implementing, rather
than directives, which need implementing
legislation. '®*° This may be an empty threat,

'™ These countries have particular difficulties in the area of
technical harmonization. Com (89) 422, p. 7.

1= The EC Commission noted that the member-state
government department that implements a directive is often
not the same department that negotiated the draft of the
directive. Consequently, the implementing department may
have little incentive to move swiftly.

" Doing Businessin Europe (CCH, Oct. 10, 1989), p. 3.

--- Com (89) 422, p. 7; Financial Times, Sept. 25, 1989, p. 18;
and Europe-1992: The Report on the Single European Market, p.
325.

'76 USITC staff interview with EC Commission official,
Brussels, Jan. 10, 1990.

176 U.S. Department of State Telegram, Dec. 28, 1989,
Brussels, Message Reference No. 07303.

177 Financial Times, Sept. 75, 1989, p. 18.

17¢ European Parliament, "Systematic Implementation of
Community Directives," p. 7.

" Financial Times, Sept. 25, 1989, p. 18.

"° Bruce Barnard, Journal of Commerce, Sept. 26,1989;
'Internal Market,' European Report, No. 1524, p. 6.

however, because the member-state governments,
whose representatives form the EC Council, have
shown a strong bent for directives, even in the
veterinary and agri-foodstuffs areas, in which the
EC Commission suggested the use of regula tions. !

There are positive signs that implementation is
progressing. Following the EC Commission's
issuance in September 1989 of a warning that
implementation was not proceeding fast enough,
member states improved their record in the last part
of the _year, particularly with respect to informing
the EC Commission promptly upon the
transposition of directives into national law.
Member states also improved their record of
compliance with Court of Justice opinions after
September 1989. '* British Foreign Secretary
Douglas Hurd recently praised the EC for what he
saw as. "really rather remarkable progress" on
implementation during the French Council
presidency. '* According to the U.K.'sjunior
Industry Minister, John Redwood, the United
Kingdom has improved its own record recently by
issuing 10 new measures implementing all but one
of the outstanding directives. '** The United
Kingdom has used its good implementation record
to counter criticisms that the country is not pro-EC.
As one British official put it, "The reason why we
often appear to quibble, argue, moan during
negotiations is precisely because we have the
F):ilghi"niggy to implement the end result quickly and
a y-

At least in the past, some member-state
authorities have evidenced resistance to applying
EC law. In 1985, it was reported that the French
Interministerial Committee Secretariat (SGCI),
charged with coordinating information exchange
on implementation of EC directives, faced
considerable problems because the information
exchange was so incomplete, "the cumbersomeness
of the French system so great and the incompetence
of the legal departments of the ministries sometimes
so blatant" that the SGCI, which had no legal status
of its own, was forced to exert greater influence than
it might have wished. '®® It was also noted that the

"' Financial Times, Sept. 25, 1989, p. 19. In the Final Act of
the intergovernmental conference that produced the Single
European Act, a declaration was inserted directing the EC
Commission to give priority to the use of directives whenever
an amendment of existing member-state legislation was
necessary. Final Act, p. 24 (‘Declaration on Article 100A of the
EEC Treaty", cited in Corn (89) 422. p. 10, and G. Bermann,

The Single European Act: A New Constitution for the
Community?' Columbia Journal of Transnational Law, vol. 77,
(1989) p. 539, n. 40.

"z Sec (89) 2098, Dec. 4, 1989, pp. 2-3.

"8 |nternational Herald Tribune, Dec. 11, 1989, p. 2.

British officials maintain that the remaining directive,
concerning intra-EC trade in meat, is being held up so that it
can be passed into law along with two other related directives
with an implementation deadline in 1990. Financial Times,
Sept. 25, 1989, p. 18.

1°6 Ibid.

" European Parliament, "Report Drawn Up on Behalf of
the Committee on Legal Affairs and Citizen's Rights,'
Document A 2 112/85, European Parliament Working Documents
1985-1986, Oct. 9, 1985, p. 16, citing Josselin, Delegation to the
European Communities 'France and Community Law,' Report
No. 26/84 to the National Assembly.



courts of Denmark sometimes exhlig)_,ited a negative
attitude toward applying EC law.

Member states react differently to developments
in particular areas. With respect to the environment,
the Netherlands, West Germany, and Denmark are
the most advanced, although neither West
Germany nor the Netherlands has fully
implemented a directive on the protection of birds.
In contrast, Greece, Spain, Portugal, and Ireland are
in earlier stages of developing environmental
policy. In the middle are the United Kingdom,
France, and Belgium, where environmental
legislation already exists but EC directives tend to
force the pace. '

In some areas, individual member states have
particular sensitivities that interfere with full
member-state harmonization. For example, in the
case of heart pacemakers, Italian rulesare more
stringent than EC law, in that the Italian Ministry of
Health requires certain preimplantation testson the
patient that the EC does not Food processing is
another sector of particular sensitivity in Italy, asare
telephones and electromedical equipment
Processed-food lawsin Italy existed prior tothe
formation of the EC, and are consequently hard to
change. The Danish auto emission standard ismore
restrictive than the EC norm, a difference per mitted
by the EC Council on an informal basis, with the
approval appearing only in unpublished meeting
minutes. According to one Italian official, the
Danish case has caused concer n because although
under thetreaty Denmark wasrequired tojustify its
derogation, it had not yet done so. ™

Asdiscussed above, each member state
approachesimplementation in a different way,
according toits own culture and laws. According to
the EC Commission, some member states—

cularly Italy and Greece — have ardatively

I mplementation record. The following section,

lar gely on staff visitsto Rome and Athens,

focuses mostly on those countries because their

roblemsand their effortsto overcomethem

ighli(rzlht the implementation processin a
particularly clear way.

Implementation in Individual Member States

Italy

Although Italy isone of the most strongly
pro-EC member states, it has the wor st
implementation record. ™ | taly received over 100

thy European Parliament, 'Report Drawn Up on Behalf of
the Committee on Legal Affairs and Citizens' Rights,' citing H.
Rasmussen, Th1e9‘gg)p tc%tﬁion of Community Law in Daum?*,

t, ) p. 66 .

(E“ral“‘rﬁettconomispt, Oct. 14,1989, p. 21.

I'" USITC staff interview with i\ginistry of Industry and
Handicrafts official, Rome, {an. 17..1990.

163 .8, Department of State Telegram, 'Italy is a Laggard
in Adopting EC Directives, Especially the 1992 Ones," August
1989, Brussels, Message Reference No. EUR2507.

warning letters in 1988 concerning failure to
implement EC law and failed to comply with 20
rulings from the Court of Justice in 1989.'°' One
press report stated that Italv's delays are
particularly long in the areas of the environment,
company law, health in the workplace, and
veterinary standards. '?

The Role of the Ministries

Slow implementation of EC directives in Italy is
a problem oladministration % and of Parliamentary
delay in certain sectors. '" Within the Government,
the Ministry for the Coordination of EC Policy, a
part of the office of the Prime Minister and
equivalent to other ministries but without
appropriated funds of its own, seeks to coordinate
implementation efforts. The Ministry of Foreign
Affairs also collects the views of the ministries
before participating in EC Council decisionmaking.
Various ministries, notably Industry, Posts and
Telecommunications, Environment, and Labor,
participate in drafting laws and decreesto
implement EC directives. The simultaneous
involvement of numer ous ministries can impede
theimplementation of many directives. The EC
Policy Coordination Ministry, which seeks among
other thingsto smooth interministry relations, was
created only recently and is still Imply
under staffed. It facesthe difficult choice of either
risking long delays by submitting implementing
legislation to Parliament separately on each
directive or risking complete deadlock by
attempting to implement many directivesin asingle
omnibus bill that isvulnerableto defeat if any sing .
directive raises significant onosition.Ia
Ministry has experienced difficulty in even drafting
alist of EC directivesthat requireimplementation,
because Italian law may already be m compliance
with some directives and the various gover nment
ministries conduct a lengthy and not very
transparent review to determine whether
implementation is needed. ¢

The Role of Parliament

However, implementation does not depend on
the ministries so much as on Parliament In certain
circumstances, the process can be speeded in that
ministers can Issue decreesthat have the force of
law, but oneway or another Parliament must
approvetheissuance of decrees. Within Parliament,

16! Bruce Barnard, Journal of coMyacc, Sept. 26, 1989.

te= 'Institutions and Policy Coordination, ® European Report,
No. 1531, Oct 14, 1989, p. I.

USITC staff interview with EC Commission official,
Brusaels, Jan. 10, 1990. The EC Commission sees a general
problem with Italian implementation and does not single out
any topic or 4Ppe of directives as particularly Froblematic.

USITC staff interview with officials of Confindusttii,
Rome, Jan, 12, 1990. Confindustria is the association of
industries in I’taly.

198 U.S. Department of State Telegram, "Italy is a Laggard
in Adopting EC Directives, Especially the 1992 Ones,' August
1989, Brussels, Message Reference No. EUR2507.

'ft Ibid.



lobbies and interest groups are very strong and can
significantly impede and postpone legislation. At
least in the past, members of Parliament have spent
little time in Rome, preferring to stay mostly in their
own districts. Also in the past, Ministers of Foreign
Affairs have not always been strong, unlike more
recent incumbents such as Andreotti. Governments
and Parliaments have changed frequently, and
ministers, who are generally politicians and not
techniciansd have changed portfolio even more
frequently. *’

Frequent Parliamentary elections have slowed
the passage of laws, which must go through a
lengthy process of review by first a Senate
commission (similar to a Congressional committee),
then the Assembly of the Senate, then a Chamber of
Deputies commission, then the Chamber of
Deputies assembly, then often back to the Senate
commission, and so on. The process resembles that
of the U.S. Congress but differs in that the Italian
Senate and Chamber of Deputies have significantly
fewer staff than Congress, making the job of passing
legislation more difficult and necessitating the use
of outside expertise from interest groups such as
banks and insurance companies."

Italian industry sources stressed that the
problem is one of organization, not of willingness to
implement EC directives, and that no big lobbies
focus on opposing EC law. '® However,
implementation in Italy can be and is delayed
because of the actions of special interest groups 20°
As directives are drawn up in Brussels, political
imperatives, such as the need to show pro-EC
sentiment, sometimes force the Italian Ministry of
Foreign Affairs to support passage by the EC
Council of a directive that may put some groups in
Italy at an economic disadvantage. Italian industry
sometimes feels left out of the EC legislative process,
because it can participate mainly through the
Economic and Social Committee, which is only
advisory. Consequently, interest groups sometimes
seek to postpone implementation in Italy of
directives that they could not block in Brussels. On
the whole, the Ministry of Industry and Handicrafts
is satisfied with the pace of EC integration, but
integration is not always a clearly undergtandable
goal to translate easily into practice.  Italian
industry generally supports the rapid and clear
implementation of EC law and deplores delays.
However, certain Italians are concerned that French

" USITC staff interview with officials of Confindustria,
Rome, Jan. 12, 1990.

" Ibid.

-~ Ibid.

*", Such interest groups pose more of a threat than does
the political opposition, because, in particular, the Communist
Party is strongly pro-EC. U.S. Department of State Telegram,
'Italy is a Laggard in Adopting EC Directives, Especially the
1992 Ones,' August 1989, Brussels, Message Reference No.
EURMO7.

USITC staff interview with Ministry of Industry and
Handicrafts official, Rome, Jan. 12, 1990.

and German views and interests are more
influential in Brussels than are Italian views, and
that implementation may therefore not always be in
Italy's best interest.”

Reform Measures

The Italian Government has recently taken
significant steps to cure its noncompliance with EC
law. Following an enabling act issued on April 16,
1987, Italy adopted measures to implement a
backlog of about 100 directives, thus improving
Italy's record partigylarly with respect to Court of
Justice judgments. At the prompting of Prime
Minister Andreotti, the Italian Government has
decided to devote one of its Council of Ministers
meetings per month to transposing EC directives
into Italian law. The Italian Council's decisions
would be prepared and monitored by the EC Policy
Coordination Ministry. Prime Minister Andreotti
stated that he expects help in this endeavor from the
Labor and Economic National Council,
representing all trade associations and labor
unions.?** Italy's aim is to be up to date on EC law
before the second half of 1990, when Italy will
assume the presidency of the EC Council of
Ministers. Prime Minister Andreotti suggested
several steps to be taken, including a special
Parliament session on European affairs that would
set deadlines for the adoption of EC directives, and
faster approval of le ,gislation by Parliament. The
Italian Minister for European Affairs, Pier Luigi
Romita, declared on Oct 6 that "If we do not take
action promptly to restore our credibility in the EEC,
the situation in Italy will become contradictory with
Community membership."

The La Pergola Law

The Italian measure that has received the
biggest press is the law, passed in March 1989, on
"procedures for the performance of Community
obligations."?*® The law is also called the "La
Pergola" law after its chief proponent, the EC Policy
Coordination Minister under the past De Mita
government. According to the EC Commission, this
law should "rationalize procedures foy the
implementation of Community law in Italy."

202 USITC staff interview with officials of Confindustria,
Rome, Jan. 12, 1990.

209 According to a 1988 yearend survey conducted by the
Italian Senate Research Center, 137 directives (both 1992 and
others) were implemented during the period January 1987-July
1988, of which 87 were approved with a single law passed by
Parliament in 1987. These figures indude at least one directive,
Directive 8 1374, on product liability, that the EC Commission
has determined to not be properly implemented in Italian law.
U.S. Department of State Telegram, "Italy is a Laggard in
Adopting EC Directives, Especially the 1992 Ones, August
1989, Brussels, Message Reference No. EUR2507.

{0" Ibid.

20° “Institutions and Policy Coordination,' European Report,
No. 1531, p. 1.

2" Law No. 86 of Mar. 9, 1989, Official Gazette No. 58 of
Mar. 10, 1989, and Financial Times, Sept 25, 1989, p. 18.

2++ Ibid. Delors, 'Answer to written question No. 176688
(David Martin), Feb. 15,1989" OfNo. C 157 (June 26, 1989).
However, in his address to the European Parliament presenting
the EC Commission's 1990 program, EC Commission President
Delors termed the La Pergola law "disappointing.'



Under this new legislation, the EC Policy
Minister is to present to the Italian Council of
Ministers a draft bill by the end of every January
that would insure full compliance with EC law. By
the beginning of March, the bill and a list of
pending EC measures would be transmitted to
Parliament, each of whose committees would have
40 days to express an opinion on any directive
within its competence. Parliament would then vote
on the bill, immediately if no committee opinions
are offered.?%® This year, the Italian Government is
working on presenting a bill to Parliament to
implement about 120 directives and will act in a
similar fashion each January and present to
Parliament in March.

According to one Italian Government official,
the law poses significant problems. One problem is
simply that this is the first time the Italian
Government has attempted such a measure.
Moreover, the La Pergola process is elaborate and
cumbersome. First the Government presents to
Parliament a list of directives that must be
implemented, then Parliament passes a law
delegating authority to the various ministries to
issue implementing decrees, and finally the
ministers issue decrees in their respective fields. 2°°
The Government is to present to Parliament an
"ordinary" law, which requires passage by the full
Parliament process (consideration by each house's
commissions, then by each house's assembly). The
Government has stated that it intends to request
Parliament to use "procedures of urgency," which,
at least in the Senate, would mean passage by a
commission rather than by the full assembly, and
therefore some insulation from political pressures.
However, this procedure would require agreement
among the parties, who could deny the
Government's request or act in commission without
real urgency. Moreover, a decree issued pursuant to
the La Pergola law takes longer to issue than a
normal ministerial decree, because all ministries
must discuss it before the appropriate minister
issues it In principle, the text of a directive would be
immune from change during the process. The EC
Commission considers that a directive has been
implemented in Italy when the decree is issued. 2'°
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U.S. Department of State Telegram, 'Italy is a Laggard
in Adopting EC Directives, Especially the 1992 Ones," August
1989, Brussels, Message Reference No. EUR2507.

USITC staff interview with Ministry of Industry and
Handicrafts official, Rome, Jan. 12, 1990. There appears to be
some disagreement as to whether the passage of the annual law
delegates authority to the Government to implement EC
directives by decree or whether the law itself fully implements
those directives. The Italian Government official interviewed
by the staff considered that the former was true, whereas the
U.S. State Department considers that the latter is correct U.S.
Department of State Telegram, 'Italy is a Laggard in Adopting
ECTDirectives, Especially the 1992 Ones; August 1989, Brussels,
Message Reference No. EUR2507.

21° USITC staff interview with Ministry of Industry and
Handicrafts official, Rome, Jan. 12, 1990.

Italian measures implementing EC directives,
including both laws by Parliament and
decrees issued by Government ministers, are
published in the Gazzetty Lifficiale della Repubblica
Italian (Official Gazette).  An entry in the Official
Gazette will normally include both the directive and
the Italian implementing measure. Consequently,
the list of Italian measures implementing EC
directives can in principle be obtained by reading
the1 Official Gazette, but that is published only in
Italian.

Implementation of Sandards

In the standards area, the Italian Government
works closely with the Ente Nazionale Italiano di
Unificazione (UNI) and the Comitato Elettrotecnico
Italiano (CEI), the Italian standards bodies. UNI is
the Italian member of the European standards body
(CEN) and issues standards in areas other than the
electrotechnical sector, which is dealt with by
CEL>" Italy is the only member state that has such
separate bodies, paralleling the CEN/CENELEC
division in Brussels. UM is governed by a
managing board that includes representatives from
various industry sectors, such as plastics and
chemicals, and representatives from government
ministries, such as Industry and Handicrafts and
Public Works. UNI receives substantial funding
from the Italian Government, but is nevertheless
considered aprivate m&ganization, as is the other
standards bog , CEL.%

UNI drafts standards in 44 technical committees,
and 14 affiliated committees, each with
subcommittees and working groups. Although the
work of committees sometimes overlaps, the
standardsmaking process provides for
intercommittee review and coordination. The
process also provides for comments, ostensibly from
the public, but actually from only a selected group
of less than 150 interested _ (ies including
consumer and industry groups,,.firms that want
to participate in the standardsmaking process
should seek membership in UNI's technical
committees rather than rely on the "public"
comment procedure. UNI prefers to deal with
industry associations rather than individual firms.
The standardsmaking process is 3-4 years old and
has reduced the time for issuance of a standard from
2 years to 10-15 months.>'*

2" For example, Ministerial Decree No. 555 issued by the
Italian Minister of Health on July 25, 1987, andpublished in the
Official Gazette of Jan. 20, 1988, (but in force on July 25, 1987),
modified a decree of Dec. 3, 1985, and implemented (the Italian
word is "attuazione) EC Directive 8W431 of June 24, 1986, on
the packaging and labeling of hazardous substances. Another
example was the Ministerial Decree of May 14, 1988, issued by
the Minister for the Coordination of EC Policy (Ministro peril
Coordinamento delle Politiche Communitarie), published in
the Official Gazette on June 18, 1988, that implemented EC
Directive 85/397 on sanitary problems and sanitary police on
intracommuniy trade in treated milk (the Gazette also
published the text of the directive).

212 USITC staff interview with officials of UNI, Milan,
Jan. 11, 1990.
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Founded in 1921, UNI's output has steadily
increased, both in number of standardsand in
number of pages, although EC pressureto cometo
the negotiating table with more standardsfaster is
leading to a declinein the growth rate of numbers of
pages. UNI hasissued atotal of 7,150 standards
(versusatotal for AFNOR in Franceand.BSl inthe
United Kingdom of about 14,000 each), of which
approximately 30 percent are CEN normsrather
than purely Italian standards. UNI grew by 22
percent in 1989 lar gely because of heightened
Interest in 1992 on the part of industry, thusleading
tolarger sales of standards. Sales account for more
than 50 per cent of income, with 25 percent coming
from member ship fees and 20 percent from the
government. UNI participatesin the EC's
information procedure, and the government funds

0 mostly to that participation. Staff size has grown

rom 40to 80 in 3years, still alow level compared to
the British and French levels of 750-1,000. UNI
providesthe secretariatsfor 11 CEN technical
committees and 38 working groups, to which EC
Commission mandates are subcontracted. UNI also
provides expertsto technical committees head-
quartered in other member states. Each year, UNI
participatesmore and morein CEN, sending more
UNI and Italian industry experts (the latter are
accredited by UNI and paid by industry)sto aid in
the European standardsmaking process.

Until now, UNI has both produced standards
and accredited certifying bodies®® and testing
labor atories. Recently, however, UNI and CEI
began forming a separ ate accr editation
organization that they call SINCERT, the technical
committee of which will be chaired by a
representative of the Ministry of Industry and
Handicrafts. Firmswill be permitted to test their
productsin their own laboratoriesor use
third-party facilities, but they must obtain
certification, of their product or their quality
assurance program, from a third-party certification
body, accredited by SSINCERT. UNI and CEI have
also formed SINAL, an organization for accrediting
testing laboratories, with the participation of
industry groups and the Ministry of Industry and
Handicrafts.?!

Under the EC's new certification procedure, by
which member states areto notify certification
bodiesto the EC, UNI and CEI will play an
important rolein the notification process. The
Government plansto notify bodiesthat are
accredited by UN1 or CEl, and those bodies have
been delegated authority to participatein the
notifications, although it remainsthe Government's
responsibility to communicate its notifications to
the EC. UNI and CEI havereceived applications for
accr editation from non-Italian organizations but
have not yet accredited any such bodies; UNI and
CEIl requirethat such bodies establish some

215 [bid.

218 There are approximately 30 such bodies in Italy.
2+ Tbid.

presencein Italy ang provide recognition to I talian
certification bodies. “ a

Asto which sectorsare particularly sensitive to
Italy, and that may Igad Italy to derogate from
European standards 2t ° the construction sector was
cited asimportant The Ministry of Public Works
hastraditionally governed that sector and has
expressed concern at UNI'sattempt to issue
standardsin the area. Moreover, by tradition the
foodstuffs and agricultural sectorshave been the
subject of gover nment lawsrather than UNI
standards.=

Founded in 1909, the electrotechnical body CEl
isa private organization, but expertsfrom 10
ministries, such as Transport, Posts and
Telecommunications, etc., play arolein the
organization.”! CEI isthe ftalian member of the
Eur opean electrotechnical standards body
(CENELEC), and CEl'stechnical director hasbeen a
member of the CENELEC technical board and one
of the two Italian representatives®*? in the General
Assembly of CENEL EC since 1975. Italy has
representatives on nearly all the 50 technical
committees of the European body. CEl's 40
employees work with about 2000 industry expertsin
100 CEI technical committees, 200 subcommittees,
and many working groupsto issue standards. CEl's
committees ar e or ganized and numbered to match
those of CENELEC. CEl fully participatesin the
EC'sinformation procedure, both providing
information to other member stateson its standards
and commenting on others standards. M ember
states ar e instituting a new, mor e elabor ate,
information procedurefor electrotechnical
standards, based on the work of arecent conference
at VillaMurain southern Portugal .=

CEl's subject matter is more homogeneous than
that of UNI, which dealswith many industrial
sectors, thusleading to a difference in mentality and
effect Unlike UM’ standards, CE| standardsare
governed by a specific Italian law, 2% which gives
them legal status, on the groundsthat they cover
productsthat are mor e sensitive than many
products covered by UNI standards. Under the law,
aproducer isrequired to use good manufacturing
practices and can !move compliance with the law by
showing compliance with CEIl standards.
Compliance with such standardsis not mandatory
and may not insulate a producer from liability for a
defective product, but noncompliance may cause
mor e serious legal difficultiesit the product turns
out to be defective. The difference with UNI can also
be seen in the fact that CEl's standar ds are mostly

21-

219 Under art. 100A of the Treaty of Rome, a member state
may issue its own standards in areas also regulated by the EC
where the member state determines it has a particular need.
The member state must justify this need to the EC. Ibid.

22° [hid.

221 JSITC staff interview with official of CEI, Milan,

Jan. 11, 1990.

222 The [talian national power company appoints the other
one.

223 [hid. o

22+ Law No. 186 of Mar. 1, 1968, published in Official
Gazette, No. 77 on Mar. 23, 1968.



based on CENELEC measures rather than being
purely Italian standards. Of the 150 standards
pn duced by CEI in 1989 (as compared with 110
standards in 1988), 80 percent were based on
CENELEC standards. This figure is expected to rise
even further in the future. As a result of this high
proportion, according to CEI U.S. firms interested in
participating in the standardsmaking process
would be better advised to apply to CENELEC
rather than to CEI, which mostly just adopts
European standards. Currently, experts from IBM,
General Electric, and other firms are members of
CEI committees and provide technical assistance in
standardsmaking. >

EC member states have achieved mutual
recognition of each other's standards in the
low-voltage field. This field includes domestic
appliances, cabling, computers, medical equipment,
and electrical accessories such as plugs and sockets.
Since the EC low-voltage directive 73 /23 was
Eassed, the Italian testing organization IMQ has

by other member-state bodies.
There is reportedly opposition to extending, such
cooperation into other sectors. Some national bodies
are protective of their own mark. The spreading use
of the "EC" mark may help. As to how Italy will
notify certification bodies to the EC, CEI expects to
provide advice to the Italian Government on who
should be certified.??

Industry sectors of particular concern to Italy
might include cableing, because Pirelli has a strong
position, as well as household appliances, and
lighting. However, this sensitivity may not result in
any particular set of purely Italian standards, but
might rather be part of a broad-based attempt to
defend Italy's industries. Railway construction is
also of interest to Italy, whlch chairs Technical
Committee 9 of CENELEC. 2

Greece

According to the EC Commission's reports on
implementation, Greece has the second worst
record on implementation after Italy 2% The Greek
Government disagrees with the EC Commission's
reports, however, and recently responded to the EC
Commission that Greece's record is better than the
EC Commission thinks. Upon receipt of one of the
EC Commission's most recent reports, the Ministry
of Foreign Affairs commissioned a survey on how
many directives had been adopted in Greece and
found that about 70 percent of the directives that
needed to be implemented had been. One reason for
disagreement with the EC Commission's figures

zaa Ibid.

B

222 The EC Commission considers the most serious
problems to be those in the sectors of automobiles,
environment, and taxes. 'Me; EC Commission sees no real
prospect of improvement, pakticularly in the first half of 1990,
because of the unstable political situation. USITC staff

interview with EC Commission official, Brussels, Jan 10, 1990.
Ibid.

is that some implementing laws had in fact been
passed but had simply not_yet been published in the
Greek Official Gazette. Publication can take up to
2-3 months, depending on the importance of the
law. Another reason is that some directives listed as
unimplemented had not yet reached their
implementation deadline 222

Whether or not the Greek implementation
record is as bad as the EC Commission has reported,
Greek Government and industry officials recognize
that Greek implementation is not always what it
should be, because of several factors. In recent
months, Greece has experienced political
instability. Governments have changed frequently.
Ministers succeed each other rapidly (agency heads
tend to change every 8-14 months), as do their
senior staffs. Consequently, consistent policy is
hard to develop. Recently, the Government has
been an uneasy coalition of three very different
parties, who seek to govern by "ecumenical”
consensus but in fact rarely agree. No one party has
enough power to rule, and in particular no one can
elect a President on its own. To elect a President, 180
Parliament votes are needed, and the largest party,
New Democracy, has only 148, whereas the
Panhellenic Socialists (PASOK) have 120. PASOK
appears to be supporting the popular Constantine
Karamanlis for President, and it may gain more
power thereby. This prospect is leading to concern
in business circles. The fact that the Deputy
Minister of National Economy is a Communist of
the traditional Stalinist type and the Minister
himself is a Marxist Socialist does not encourage
investor confidence and suggests that the Ministry
may give only lip service to implementation. In
general, some perceive, ministers are ill informed
about new developments and EC directives, and are
often uninterested in pursuing the mechanics of
implementation, 23°

Implementation Procedure

The passage of laws has been impeded recently
because governmental instability has led to several
long adjournments of Parliament. Generally,
though, problems in implementation stem not from
Parliament but from the bureaucracy that drafts
laws for Parliament's consideration, because the
political decisions have already been made in
Brussels. Bureaucratic delays occur because of the
need to coordinate among the various ministries
involved. For example, the directive concerning the
right of establishment of students involved the
Ministries of Culture and Education, Public Order,
and Social Security and Health. The Ministry of
Foreign Affairs acts in a coordinating role and
generally does not involve itself with the substance
of a directive unless there are political
considerations. That Ministry submits an annual
report to Parliament on EC developments, in

222 USITC staff interview with Greek Ministry of Foreign
Affairs officials, Athens, Jan. 16, 1990.

23° USITC staff interview with officials of the Greek
Federation of Industries, Athens, Jan. 15, 1990.



coordination with the other ministries. The list of
Greek measures implementingEC directives could
be gleaned from the Gregk 0 ficial Gazette, but it is
published only in Greek.

Interministerial debate generally does not
involve how to change the text of a directive in its
implementation, because most directives are
implemented virtually verbatim, so much as how to
choose the legal form of implementation, i.e. law
(and if law, which minister will table it in
Parliament) versus decree (and if decree, which
minister will sign it). In principle, however, that
decision should be automatic, because if a directive
requires amending prior law then implementation
must be by a new law.

The EC affairs section of the Ministry of Foreign
Affairs deals with EC internal market measures,
coordinates 1992 policy among the relevant
ministries, and collects and presents Government
views to the EC. Most directives fall under the
jurisdiction of the Ministry of Commerce. The
Ministry of Commerce is responsible for
implementation of EC directives in the areas of
procurement, insurance, company law,
competition, consumer policy, safety standards
(particularly with respect to food and beverages),
and trademarks but not patents.23? An EC directive
can be implemented in Greece either by
Parliamentary law or Presidential decree. A law is
passed if the directive requires the amending of
prior Greek law. Otherwise, a decree is issued,
signed by the relevant minister, and countersigned
by the President. EC directives are generally
implemented by Presidential decree rather than by
legislation. This is because Parliament passed a
law?*® giving the ministries authority to implement
EC directivesz, even when existing legislation must
be amended. >3

The Ministry of Commerce's EC Affairs
directorate deals with Brussels and ensures
coordination and proper implementation of
measures within Commerce's competence. The
actual issuance of decrees is done by the directorates
that deal with the particular sectors. The Ministry of
Foreign Affairs coordinates the actions of all
ministries and represents Greece in EC-Greece legal
disputes such as Court of Justice actions. Ministry of
Commerce experts participate in the drafting of
directives in EC Commission working groups in
Brussels. Next, the Ministry of Foreign Affairs gives
the Greek Government position in meetings of the
Commitee of Permanent Representatives of the
Member States. Finally, when the EC Internal
Market Council votes on a directive, the Minister of
Commerce represents Greece on Commerce

22! USITC staff interview with Greek Ministry of Foreign
Affairs officials, Athens, Jan. 16, 1990.

222 The Greek Industrial Property Organization handles
patent matters.

232 Law No. 1338/83, as amended by Law No. 1440/84.

as' USITC staff interview with Greek Ministry of Foreign
Affairs officials, Athens, Jan. 16, 1990.

subjects. In general, implementation of EC
directives in Greece is hampered by the inefficienc
of public administration as compared to that of suc
countries as West Germany.?*> Moreover, interest
groups do play a role in blocking implementation of
directives. for example, EC directives on insurance
may force the Greek. Government to change a law
that has traditionally provided funding for the
Greek bankers' union, which might pressure the
Government not to fully implement such directives.
In the Ministry's view, howeveri the Government
must implement sooner or later.

According to some, the Karamanlis
administration of the late 1970s created an
additional implementationproblem because it was
so.eager to enter the EC before losing power to the
(then anti-EC) PASOK . party that it agreed to
deadlines for implementation of existing EC law
that the Greek civil service could not meet 237 The
Greek Government recognizes that when Greece
first joined the EC in 1979, the burden of
implementing existing EC law (the "Acquis
Communautaire") came as a shock. However, that
pre-White Paper law was implemented and the
Greek Government does not see any continuing
evidence of that burden getting in the way of
implementing 1992 measures.?*

Implementation of standards

In the standards area, the Greek Government
delegates significant authority for implementation
to the Hellenic Organization for Standardization
(ELOT).?*® Founded in 1976, ELOT is the body in
Greece that issues standards and is the only Greek
certification body. Although organized under the
law governing private companies, it works closely
with the Ministry of Industry. ELOT's Council of
Administration includes representatives from the
Government, and the Managing Director has until
now been appointed by the Minister of Industry
(the incumbent came from the Ministry of National
Economy). _

ELOT receives technical assistance from
industry and the Technical Chamber of Greece, a
public entity to which Greek engineers belong.
ELOT's goal in standardsmaking is to follow ISO
and, since 1981, when Greece joined the EC,
CEN/CENELEC. Without abandoning ISO
standards, ELOT is moving closer to the European
approach. When exporting to non-CEN countries,
Greek firms use ISO standards, and when dealing
with the United States sometimes use purely U.S.
standards. ELOT also performs quality assurance
for both products and production lines, and
accredits laboratories usingEN 29000 and 45000 and

z%¢ Greek civil servants have office hours from 7:30-8:00
a.m. to 3:00p.m., but starting time is often later in practice.

226 USITC staff interview with Greek Ministry of
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27 Financial Times, Sept. 25, 1989, p. 18.
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Jan. 15, 1990.



ISO 9000 series standards. ELOT is complying with
EC testing and certification measures. SLOT has its
own testing facilities for electric products, plastics,
and toys; cooperates with private and public labs;
and seeks to expand Greece's testing capabilities.
ELOT does not yet test foodstuffs—which is done
by Government laboratories—but it is moving in
that direction. Food and pharmaceuticals are the
principal areas covered by Government rules and
not ELOT standards 240

ELOT standards are voluntary, although some
become mandatory when covered by EC or Greek
legislation, which up until now has been confined
to the areas of safety and health, and not quality. In
most such cases, legislation is first issued
independently of the ELOT standard and contains
only minimum requirements, then ELOT passes a
standard. Standards are drafted by technical
committees. The size of these committees depends
on the subject, and they are composed of individual
experts appointed by ELOT and paid a nominal fee
and experts from the state, the Technical Committee
of Greece, trade associations, " chambers of
commerce, the Federation of Greek Industries, and
regional associations. Experts from U.S. firms are
free to participate in ELOT technical committees.
Furthermore, when a standard draft is final, anyone
from the public, including natural persons, is
permitted to comment for 3 months, and ELOT is
required under ISO procedures to respond to all
comments.

ELOT representatives serve on CEN/CENELEC
technical committees (only a few so far), and all
CEN/CENELEC work is reviewed and approved by
ELOT, which plans to provide secretariats for two
technical committees starting in 1990. ELOT plans to
issue two to three purely Greek standards (on Greek
Iéroduct) in 1990, and will propose them to

EN/CENELEC —and ISO if it is interested. ELOT
participates fully in the EC standards information
system. ELOT has issued 1,200 standards so far and
plans to increase the number rapidly.
CEN/CENELEC standards can be faster to
implement, because ELOT cannot change their
texts. ISO standards can be adapted, and therefore
can take more time to adopt. So far, purely Greek
standards have formed a very small proportion of
the standards ELOT has issued. ELOT follows the
activities of U.S. standards bodies, and collects such
information in its library. ELOT cooperates with
Underwriters' Laboratories (UL) in the certification
area and acts as an inspector for UL in Greece. Firms

ay for the ELOT inspection, which is cheaper than
Saving4gL personnel come over from the United
tates

With respect to the procedure for notifyin
certification bodies to the EC, ELOT will do most o
the work, with the Ministry of Industry acting as a

2a° Jhid.
= %icdh experts are often appointed from private firms.

-1 Ibid.

"channel" between ELOT and the EC. ELOT

generally recognizes the official certifications of
well-known bodies in other member states and
although it has the right to recheck, it rarely does.

ELOT can accept third-country certification if the

product meets the minimum requirements of
relevant legislation. ELOT is the only sales point for

standards in Greece, and it is under pressuge to print

more because demand outstrips supply 2

Standards are obligatory with respect to safety,
energy, and the environment; otherwise, they are
generally voluntary. Whereas small Greek firms
have difficulty meeting standards, large exporters
can afford to comply with standards. “* The latter
participate extensively in ELOT's 65 working
groups. ELOT has a small budget from the
Government (mostly from the Ministries of
Industry and Energy and Technology) and cannot
fully fund its working groups, so industry has
agreements with ELOT to develop standards. In
specific sectors, one firm dominates, and the
working group adopts the corresponding standard.
For example, Pechiney of France dominates the
aluminum sector, and the working group adopts
French AFNOR standards. ELOT tends to give
priority to working groups that base their efforts on
ISO standards. ELOT is seeking to expand the
number of standards it has adopted, in order to have
standards to propose to CEN/CENELEC and gain
influence in those bodies. ELOT is not yet very
efficient, and many more standards are needed 2

Greek industry feels that it can influence the
standardsmaking process. This is not true, however,
of the certification process, in view of the severe
shortage of testing laboratories in Greece. As a
result, Greek exporters tend to seek certification in
other member states. There is also a lack of funding
for the construction of new lab facilities. The
development law No. 1262 favors development in
outlying areas, whereas the need is for labs centrally
located near existing industry. Shortage of funds
hurts ELOT in standardsmaking as well, because
the nominal fees it pays experts are not enough to
keep them. Consequently, ELOT relies more
heavily on industry and Government experts.
Greece is very committed to standardization, but
efforts in that direction are hampered by the same
problems that plague the whole public sector.

Decentralized States

West Germany

Certain member states have devolved
considerable power on autonomous states,
provinces, or regions. West Germany is an example
of such a federal state, in that the West German
States or "Lander" hold constitutionally guaranteed

244 Thid.
2a2 [JSITC staff interview with officials of the Greek
Federatil%ndof Industries (SEV), Athens, Jan. 15, 1990.
24. Thid.
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powers in the areas of social policy, safety, and the
environment.?*® If a member state has adopted a

decentralized constitution, the task of
implementation can be complicated, a situation that

raises the specter of implementation by some

regions and not by others.

Only central governments are parties to the
Treaty of Rome,?® but the EC fully supe ¢ its the
devolution of power on regional and local . * * ies b
its emphasis on the principle of "subsidiarity.">>°

principle means that, when possible, decisions
This be taken at the lowest level of government.
Even when the EC has the authority to act, it prefers
to sketch out only the broad goals and leave the task
of working out the details to member states
"accorging to their own traditions and their own
laws."

The European Court of Justice has repeatedly
stated that each member state is free to delegate
powers to domestic authorities as it considers fit and
that implementation of EC law at a regional or local
level is permissible. The EC Commission is not
empowered to intervene in that choice of
authorities.??

In practice, the EC Commission considers West
Germany's level of implementation to be good.
According to the EC Commission, the division of
power between the federal authorities and the
Lander has not made implementation more
difficult, because the West Germans are well
organized to avoid intergovernmental problems.?5?

241 YSITC staff interview with Italian Ministry of Industry
and Handicrafts official, Rome, Jan. 12 1990. Italian regions
have much less power than do Lander, although they have
some authority (by delegation, not guaranteed by the
constitution) on environmental matters. In particular, a region
can ban the construction ofa large polluting plant in its area;
ibid; and USITC staff interview with officials of Confindustria,
Rome, Jan. 1Z 1990.

24- See Treaty of Rome and Acts of Accession.

8" Sir Leon Brittan, speaking to the General Meeting of the
Coningsby Club, July 13, 1989, IP (89) 566, p. 1.

2¢2 Debrs, "Answer to Written Question No. 210W85 of
Willy Kuijpers, Apr. 1, 1986, citing EC] cases 96/81, 97/81,
Commission v. Kingdom of the Netherlands, 1982/E.C.R. 1791
et. seq.'

261 USITC staff interview with EC Commission official,
Jan. 10, 1990.

Nevertheless, Italian -  producers report
encountering problems in West Germany because
of the Land system, in that differences in workman's
compensation, social security, and safety
requirements can preclude the sale of Italian
products in more than one Land. A German-made
tractor, for instance, will be built with alternate
safety features to satisfy all Lander, whereas an
Italian-made tractor may not.

Belgium

In Belgium, since the 1980 constitutional reform,
environmental matters have been dealt with by the
autonomous regions of Flanders and Wallonie. The
reform raised the possibility that one region might
properly implement a directive and the other one
might not. Indeed, the EC Commission knows of at
least one directive that was implemented in
Wallonie but not in Flanders.?*®

Spain

Spain has autonomous regions that are subject
to the same concerns.?*® In addition, Spain has
implemented a relatively small number of
directives. The EC Commission does not see this as a
particular problem, however, because Spain is a
newcomer to the EC and is already working under
the burden of implementing pre-White-Paper law.
Spain has been accorded numerous derogations
from the implementation deadlines imposed on
other member states. Some derogations were
scheduled to end on January 1,1990; others will last
until January 1, 1992.%57

264 USITC staff interview with Italian Ministry of Industry
and Handicrafts official, Rome, Jan. 1Z 1990.

". URIC staff interview with EC Commission official,
Brussels, Jan. 10, 1990.

266 Ibid.

"' Portugal is in a position similar to that of Spain in that it
is also a newcomer to the EC. Moreover, the generally poor
economic situation is hampering implementation in Portugal.
The Government is using derogations to give itself time to
adopt new measures. However, the EC Commission believes
that Portugal is making steady progress toward full
implementation. USITC staff interview with EC Commission
official, Brussels, Jan. 10, 1990. Portuguese Prime Minister
Anibal Cavaco Silva pointed out that in recent months
Portugal's record of implemented directives has risen from 12
to 38. Institutions and Policy Coordination,' European Report,
No. 1547, Dec. 9, 1989, p. 7.
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CHAPTER 2
REVIEW OF CUSTOMS UNION
THEORY AND RESEARCH ON
THE 1992 PROGRAM

Introduction

This chapter reviews recent economic research
that focuses on the expected impact of completing
the integration of the internal' market within the
European Community by December 31, 1992.
Before this review the chapter briefly discusses the
underlying economic theory of market inte-
gration — customs union theory — and highli is
the results of early research on the probable ects
of the 1992 program.

Customs Union Theory

Customs unions are geographical trading areas
wherein the member states reduce trade barriers
among themselves and adopt common barriers
against the rest of the world. The 1992 EC economic
integration program contains elements of both
reduced internal bathers and harmonized border
policies against other, nonmember countries.

Economists have long assessed the effects of
customs unions. As internal trade bathers are
lowered, consumers in each member country find
that imports from other member countries are now
less expensive relative to both domestic products
and imports from nonmember countries. Thus,
consumers in each country may buy more imports
from other member countries and decrease
consumption of domestic products and nonmember
imports. On the other hand, the creation of a
customs union may result in increased trade with
nonmember countries at the expense of domestic
production for domestic consumption if the
harmonized barrier against nonmember countries is
lower than the average individual national barriers
prior to the formation of the union.

The two primary trade effects of a customs
union are (1) trade creation: the shift away from
production for domestic consumption toward
member imports and production for export to other
member countries; and (2) trade diversion: the shift
away from consumption of nonmember imports
and from exports to nonmember countries in favor
of trade with member countries.

This conventional dichotomy serves to
highlight the gains to efficiency arising from trade
creation, which shifts production toward low-cost
producers located within the union, and the
offsetting losses to efficiency arising from trade

diversion, which shifts production away from
low-cost producerslocated outside the union.
Whether, on balance, economic welfar e increases or
decreases depends on therelative strength of the
two effects and has to be assessed empirically.

Finally, customs unionstend to enhance
competition by creating a larger market under
liberalized trading rules. By allowing production to
migrateto relatively efficient locations, economies
of scale and lear ning-curve effectsare morereadily
realized in select industries—in particular, those
industriesthat tend to have high fixed costs. The
achievement of size-related economiesis one of the
chief rationales offered for the EC integration plans.
M oreover, to the extent the customs union spurs
additional economic th related to scale or
location economies, r 'fnember countrieswill
become wealthier. Thisincrease in wealth may, in
turn, increase imports from nonmembersas EC
consumer s spend their additional income.

Sincethe United Statesisoutside of the EC,
measur es that reduce internal barriersbut leave
exter nal bathersunchanged causetrade diversion,
that is, increased trade among EC member statesat
the tocpense of trade between the United Statesand
the EC. Diversion hurtsboth U.S. export producers,
who lose export marketsin the EC, and U.S.
consumer s, who must compete against increased
internal EC demand for European exports. U.S.
import-substitution industries, however, benefit
from trade diversion because European exportsare
diverted, to some extent, tointernal EC
consumption. On the other hand, measuresthat
reduce the harmonized EC bather s against
nonmember countries, including the United States,
lower theprice'of U.S. goodsin Europe and thus
benefit U.S. exporters.

Early Research on the
1992 Program

Early resear ch conducted for the EC
Commission, commonly referred to asthe Cecchini
Report, predictsthat thetotal gainsfrom completion
of theinternal market would bean increasein EC
GDP of between 3.2 and 5.7 percent, a reduction of
inflation of between 43 and 7.7 percent, and an
easing of domestic budget balances and trade
balances of between 1.5 and 3.0 per cent of GDP and
between 0.7 and 1.3 per cent of GDP, respectively,
over the medium term (5to 10 years). It isalso
estimated that the labor market would improve,
with the creation of between 1.3 million and 2.3
million jobsin the EC asa whole over the medium
teem. However, it is expected that the
unemployment rate would fall by only 1to 2 percent
in the medium term.



Recent Research on the
1992 Program

This section presents a review of cent
economic research on the 1992 market “‘£3 ton
program.’ In the previous report, The Effects of
Greater Economic Integration Within theEuropean
Community on the United States,” much attention was
focused on the research conducted for the EC
Commission and contained in the Cecchini Report.
The Cecchini Report represents a major research
effort on the part of the EC Commission to estimate
the potential impacts of the 1992 program. Since this
effort is regarded as the benchmark study
estimating the potential impacts of the 1992
initiative, much of the current research draws upon
the results of the Cecchini Report as a basis for
further analysis. However, as research that
estimates similar probable effects becomes
available, it will be compared to the Cecchini results
in order to assess their relative magnitude.

The yaper "Completing the European Internal
Market, by L Alan Winters, examines international
trade policy within a completed European internal
market His paper examines two sets of implications
of the EC 1992 program for trade policy: first, the
consequences of prohibiting member states from
taxing or controlling intermember trade, and
second, the potential dangers of member states'
resorting to subsidy-based protection in the
enforced absence of border measures.

Winters discusses the proposition that it is
desirable to maintain some internal barriers to trade
in order to reduce the degree of trade diversion
entailed by a customs union.* Winters argues that

' The impending integration of the internal EC market has
moved the 1992 program to the forefront of attention in the
North American research community. This attention has begun
to spark much economic research on the likely impacts of the
1992 program. Unfortunately, the results of this research are
not currently available in economic journals and periodicals
owing to the peer review process and the backlog of other
research. Peer review and space limitations of economic
journals and periodicals results in a 1-to 2-year lag between
submission and publication. Consequently, much of the
research that has been published on EC 1992 is of European
origin and primarily focuses on the impact of the 1992 program
within the EC. Thus, the research reviewed in this report is
from a European perspective and focuses on internal EC issues.
As research from a non-EC perspective becomes available, it
will be highlighted in future reports.

U.S. International Trade Commission, The Effects of Graiter
Economic Integration Within the European Community on the
United States (Investigation No. 332-2671 USITC Publication
2304, July 1989.

Already some researchers are skeptical of the results
reported in the Cecchini Report. For instance, Merton Peck, a
professor of economics at Yale University, in an editorial
published in The Journal of Commerce on Oct. 26, 1989, argues
that the Cecchini Report significantly overestimates the gains
of the 1992 program and underestimates the difficulties in
realizing them. in particular, he asserts that the cost savings
assumed in the Cecchini Report are too high. Moreover, he
argues that the political difficulties in implementing the
program, such as the acceptance by member governments of
firm closures, are assumed away.

¢ For a technical discussion of this proposition see the
appendix of Winters' paper.
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this proposition is not relevant to the practical
assessment of completing the internal market. The
practical issue, he asserts, is the abolishment of
existing nonoptimal barriers to trade. If the choice is
between the present situation and free trade,
Winters believes it is likely that free trade is
preferable. He points out that this is especially true
because many of the EC's internal barriers have
been either introduced or at least maintained at the
behest of the industries to which they apply. For
example, Winters notes the monetary compensatory
amounts and the barriers to importing automobiles.
He also points out that given the effectiveness
industries have in influencing the policy process
and institutions in the EC, an elimination of internal
barriers to trade is likely to result in a sizable benefit
for the EC.

Winters further argues that the EC should adopt
strict measures to prevent member states from
replacing border measures on intra-EC trade with
national subsidies. He contends that existing
subsidies are large and lead to significant subsidy
competition among member states. Winters
emphasizes that in a customs union the cost of
subsidies to an economy increases. Moreover,
Winters asserts, given the independent
policymaking by member states, the likely result of
continued national subsidies is extended subsidy
wars and oversubsidization. Therefore, he
concludes that not only should barriers to intra-EC
trade be eliminated, but also subsidies to national
firms.

In the study "The Globalization of Markets and
Regional Integration," Paul Welfens addresses the
issue of industry concentration. He points out that
1993 will witness the emergence of new, EC-wide
markets in many major industries. Welfens asserts
that to the extent that economies of scale and
learning-curve effects play a more significant role
once the market potential increases, industries will
tend toward increased concentration. As presented
in the Cecchini Report, several major industries can
expect unit costs to decrease by 5 to 20 percent if the
production volume is doubled.s Welfens points out
that if one assumes that the number of suppliers
serving the U.S. market is the probable number that
would serve the EC internal market, then the
number of suppliers in the EC would shrink by
more than half. He argues that only for the
relatively young and innovative industries will the
number of suppliers remain high.

In "Telecommunications in the European
Internal Market," Jurgen Muller examines the
possible effects that completing the internal market
in the EC may have on telecommunications
equipment and services. Muller asserts that the
implementation of the EC Commission's proposals
for the telecommunications sector are likely to have

S Welfens obtains these figures from W.S. Atkins
Management Consultants, The ‘Cost of Non Europe’ in Public-
Sector Procurement (Luxembourg: Office for Official
Publications of the European Communities, 1988).



a considerable impact because price levels and
pricing structure are apt to change significantly due
to greater market access, simpler EC-wide approval
procedures, and the pressure of imports. Muller
quotes the Cecchini Report in estimating a possible
price reduction in end-user equipment of between
15 and 25 percent.’ He argues that price reductions
of that magnitude would result in significant
restructuring of the equipment- manufacturing
industry, mainly at the expense of small- and
medium-sized firms, which are at present shielded
from international competition by national
procurement policies. Muller also assesses the
impact of the potential fall in switching- and
transmission-equipment prices on the services side
of the market. He estimates that the various savings
attributed to lower switching- and transmission-
equipment prices could reduce the network
operator's production costs by between 2 and 8

ercent.” If these costs are passed on in lower prices
or telecommunications service, telephone traffic is
likely to increase. Moreover, Muller maintains that
the availability of a wider product range and the
decline in the cost of terminal equipment will also
generate additional telephone traffic. Muller points
out that there is considerable opposition to any
changes in the present structure of national
telecommunications industries that would shrink
employment in this sector. Conversely, those who
are most likely to benefit are much less outspoken.
Muller argues that the long-term gains resulting
from the EC's proposals outweigh the short-term
losses.

In their paper "Indirect Taxation and the
Completion of the Internal Market of the EC,"
Marko Bos and Hans Nelson discuss the issue of
harmonized VAT and excise taxes within the EC as a
result of the 1992 program. They point out that
domestic tax declaration and collection systems will
have to be substituted for declaration and collection
on importation. In other words, Bos and Nelson
point out that this means that sales to another
member state will in no way be taxed differently
from domestic sales.

Bos and Nelson review the EC Commission's
conclusions as to what would be needed if
border-crossing transactions within the EC were to
be treated exactly like domestic transactions, which
are as follows:

1. The substitution of a system of tax
collecting by the country of origin in place
of the present system of refunding tax on
exportation and collecting it on
importation;

2. The introduction of an EC clearing
mechanism, to which (from which) net
exporting (net importing) member states

* See INSEAD, The Benefits of Completing the Internal Market
for Telecommunications Equipment in the Community
(Luxembourg: Office for Official Publications of the European
Commur(liities, 1987).
7 Ibid.

would contribute (receive payments) on a
monthly basis; and

3. A harmonization of national VAT rates.

On the issue of excise-taxed products, Bos and
Nelson note that the EC Commission took the view
that equal treatment of border-crossing and
domestic sales can be achieved through —

1. An interlinkage of the bonded-warehouse
systems;

2. The maintenance of the destination
principle (i.e., taxation based on the
destination of the purchased good); and

3. A harmonization of the national
excise-duty rates and regimes.

Bos and Nelson argue that the proposed VAT
clearing mechanism should be capable of operating
satisfactorily provided certain entities, such as
hospitals, are integrated into the system and that
VAT collection for mail-order firms is based on the
country of destination. Bos and Nelson maintain
that the harmonization of VAT rates is desirable but
not strictly necessary. They conclude that fixing
minimum rates at the EC level might suffice. On the
other hand, Bos and Nelson assert that the EC's
proposal to achieve uniform excise rates by the end
of 1992 deserves support even though it may
impinge upon the sovereignty of member states.
They note that some industries and governments
will have to make sacrifices. Bos and Nelson argue
that if the completion of the internal market is to be
accomplished, the unification of excise duties must
be pursued with vigor.

In "Employment Effects of the European
Internal Market," Dieter Schumacher examines the
employment implications of the EC 1992 initiative
for firms in the manufacturing sector of the EC.
Schumacher notes that firms expect their domestic
sales to increase slightly but expect their intra-EC
exports to increase substantially in response to the
EC 1992 program. This means that the increase in
demand for manufactured goods will be met chiefly
by imports from other EC countries. Schumacher
notes that according to an EC Commission survey,
revenue in this sector is expected to increase by 5
percent overall.’ The growth in revenue expected in
certain manufacturing industries in the EC as a
whole as a result of completing the internal market
is reported in table 2-1. Given an overall 5-percent
increase, Schumacher calculates the labor
requirement necessary to accommodate that
growth. He finds that the EC as a whole will need a
higher number of workers per million dollars of
manufacturing output (15.7, as compared with 14.3
in 1985), a higher proportion of female workers (29.5
percent, as comparedwith 28.7 percent in 1985), and
a higher proportion of unskilled workers (45.5
percent, as compared with 43.3 percent in 1985).
Schumacher maintains that the 5-percent expected

See G. Netb, The Completion of the Internal Market: A
Survey of European Industry's Perception of the Likely Effects
%uxembourg: Office for Official Publications of the European

ommunities, 1988).



increase in output will shift the composition Of the
EC's manufacturing sector towar ds mor e labor -
intensive activity.

Schumacher also assesses the expected labor
productivity gainsresulting from anticipated lower
production costsin the completed internal market.
According to a survey performed for the EC
Commission,’ labor productivity is expected torise
by approximately 3 percent, so that if revenuerises
by 5 percent, employment in the EC's manu-
facturing sector will rise by approximately 2
percent. Schumacher notesthat if one assumesthat
productivity growth of this magnitudeis equal for
all sectorsin all countries, then employment would
fall in thoseindustriesin table 2-1 for which the
expected growth in revenueislessthan 3 percent
For example, according to Schumacher,
employment in the EC asawholewill not risein
only two manufacturing industries—synthetic
fibersand petroleum refining. Schumacher con-
cludes by noting that his calculationsreveal that the
removal of theremaining barrierswithinthe EC is
likely to lead to substantial structural changein
employment and that therewill be both winners
and losers.

In the paper " International Trade and
I ntegration of the European Community,” Alexis
Jacquemin and Andre Sapir examinethe structural
deter minants of European competitiveness.
Jacquemin and Sapir attempt to identify those
factorsthat positively influence EC imports of
community origin (i.e. trade creation) and those
factorsthat correspond to trade diversion. Once
these factors are identified, Jacquemin and Sapir
maintain that it will be possible to determine which

* Ibid.

Table 2-1

factor s should be emphasized and which factors
should be phased out asthe 1992 program
progresses. Jacquemin and Sapir empirically model

importsof EC origin asa share of total EC imports
using inter- and intra-industry deter minants,

barriersto trade, and demand growth as
explanatory factors. According to Jacquemin and

Sapir, their estimations show that human capital
and skilled labor, substantial physical capital, and

resear ch and development (R& D) are conduciveto
intra-EC trade and enable better resistanceto

imports of extra-EC origin (trade creation). Other
factors, intended to capturethe effects of the

common exter nal tariff and agro-business policy,io
while being conducivetointra-EC trade, arelikely
to promote such trade at the expense of greater

integration into wor ld competitiveness (trade
diversion). Jacquemin and Sapir believe that the
influence of the former factor s should be
strengthened through EC policies, such as
coordinated R& D and the accumulation of human

capital. They further advocate that the latter factors
should be consider ed as makeshift, destined to be
phased out They conclude that it isnecessary to
resist the temptation to create a system designed to

defend intra-EC trade at the expense of progress for

world freetrade.

Alasdair Smith and Anthony Venables
undertake someindustry simulationsin their study
entitled " Completing the Internal Market in the
European Community.” They posit that the EC 1992
program should have two principal effectson
economic welfare. Firgt, thereislikely to be

10 Agro-business policy encompasses the common
agricultural and public procurement policies followed in the

Expected growth In revenue by manufacturing firms as a result of the EC 1992 program, by Industry

(In percent)

ISIC No. Industry EC5' EC12
311/2/3/4 Food, beverages, and tobacCo ........cicicrerrmimsmrerrerrrrsssssssssssnsnsnsnss 6 6
321 TEXENES .ucuererererararansnsnsasasasasasararararsssssnsssasasasasasararsnsssssnsasasasasananannnns 6 7
322/4 Clothing and footwear ........cccciciccicsisrssirsre s s s s s s s sansasnsnsnnss 7 7
323 Leather and leather goods ........ccccviicreririiiiii i 6 6
331/2 Wood and wooden products, furniture ........coicirimcrenreirirsnn 5 7
341/2 Paper and paper products, printing ... 5 5
351 Chemicals ......ccovienenees 4 4
352 Synthetic fibers ............ 2 3
353/4 Petroleum refiniNg ...c.cccverveveserererrerersrsssssnsnsnsesesasasssassssnsnsnsnnanns 4 3
355 Processing of rubber products ........c.cccriimirrsiierssi .. 4 5
356 Processing of plastiCsS ......ccciirerermimirriiiersris e 5 6
361/2/9 Nonmetallic mineral products .......cccvcrererarisieieserererererasersssnsssasasasasarass 4 5
371/2 Production and Initial processing of metals ..........ccccecrimiriminsiinnesnnene. 4 4
381 Manufacture of metal products 5 6
382R Mechanical engineering ......ccccvcresicrierarirsirassersnsa s ssnsassnsansassnsnsnnss 6 6
3825 Office machines, EDP equipment 5 6
383 Electrical engineering ................ 8 7
3843 Manufacture of automobiles ...... 4 4
384R Other vehicle manufacture .............. 6 5
385 Precision engineering and optics 5 6
Total, manufacturing industries ........cccciiiiiriinrersiie s 5 5

® EC5 includes Belgium/Luxembourg, France, West Germany, Italy, and the United Kingdom.

Source: G. Nerb, The Completion of the internal Market: A Survey of European Industry's Perception of the
Likely Effects (Luxembourg: Office for Official Publications of the European Communities, 1988).
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increased competition, resulting in lower prices as
well as an increased range of products. Second,
changes in the size of firms could lead to a greater
exploitation of economies of scale. Their study
attempts to quantify the magnitude of these effects
in a formal model. Their model is one of partial
equilibrium under imperfect competition.

Smith and Venables use their model to evaluate
two different policy options. The first is to reduce
trade barriers between member states. They find
that this policy increases intra-EC trade (trade
creation) and is procompetitive. Their results
indicate that firm scale is increased, lower average
cost is attained, and modest welfare gains are
achieved in their 10 study industries. Table 2-2
presents their results. Note that two cases are
reported for each industry. One case holds the
number of firms constant in an industry, and the
second case allows for the unimpeded entry and exit
of firms.

The second policy option Smith and Venables
consider is a little more ambitious. They consider
firms' acting in an integrated, EC-wide market,
rather than in segmented national markets. This
assumption removes the monopoly power ' that

" That is, firms operate under increasing returns to scale
and produce goods that may be differentiated, and the ensuing
. try equilibrium involves intra-industry trade.
indus: Monopoly power refers to a firm's ability to obtain a
price for its output at a level that is higher than the competitive
result (i.e., pnce equals marginal cost). Firms tend to have a
higher degree of market power in oligopolistic industries that
are characterized by bamers to entry.

firms have in a particular market (e.g., their
domestic market) and replaces it with an EC average
degree of monopoly power. Smith and Venables
note that under this scenario there are substantial
gains in some of their study industries. The results
of this simulation are reported in table 2-3. Smith
and Venables note that a comparison of the results
in tables 2-2 and 2-3 reveal that the overall gains to
the EC are greater under this second policy option.

Smith and Venables point out that the second
policy option is closer to the spirit of "completing
the internal marker than is a mere reduction in
trade barriers as proposed in the first policy option.
They question whether this second policy option
experiment is meaningful given existing national
trade restrictions imposed by individual EC
members, together with the "article 115" controls on
intra-EC trade.'® Smith and Venables note that in
practice, actual EC policy is likely to be some
combination of their two scenarios. They believe
that their results highlight the fact that while some
gains can be derived from moving the EC closer to
being a full customs union, more significant welfare
gains may be obtained from the creation of a
genuinely unified European market

" Art. 115 of the Treaty of Rome permits countries to
suspend the free movement of goods of extra-EC origin within
in order to maintain national import restrictions.



Table 2-2
Simulation results for a reduction In trade barriers'
(In percent)

Change in welfare
gs a share of-

Chance in- Con- The change
EC Average sump- in infra-
NACE No. and industry output cost tion EC trade

242 Cement, lime, and plaster:

Fixed No. of firms ....cccccceeeeeue.. 0.24 (0.03) (0.10) (5.00)

Variable No. of firms ...cicvcvevevarasssannans (0.05) (0.10) 0.02 0.80
257 Pharmaceutical products:

Fixed No. Of firms ....ccccevrrrennnns 0.37 (0.08) 0.29 21.80

Variable No. of firms ....... 0.29 (0.13) 0.29 21.60
260 Artificial and synthetlc flbers

Fixed No. of firms ....... 4.90 (0.51) 0.99 13.00

Variable No. of firms 6.52 (2.82) 1.17 5.80
322 Machine tools:

Fixed NO. Of fiFMS wuveeeeurssirrrrennsseeeranees 1.67 (0.12) 0.84 13.80

Variable No. of firms ......cccceeee. 2.64 (0.05) 0.82 11.50
330 Office machinery:

Fixed NoO. of firms ....cccocvmveveranarecnnensns 10.40 (0.98) 0.88 8.00

Variable No. of firms ..........ce.e.. 15.50 (4.27) 1.31 6.40
342 Electric motors, generators:

Fixed No. of firms ........ccceeeueeee 0.37 (0.05) 0.29 19.00

Variable No. of firms ....... 0.31 0.09 0.29 18.40
346 Electrical household appllances:

Fixed No. of firms ........ccccveunnns 2.09 (0.32) 0.64 14.80

Variable No. of firms ......ccocvevvavsanncnnnn 1.80 (0.76) 0.70 13.70
350 Motor vehicles:

Fixed No. of firms ......c.cvcvevenes 3.36 (0.56) 0.83 17.90

Variable No. of firms ....cccvcvevirnnvencnnennn. 3.16 (1.40) 0.95 15.10
438 Carpets, linoleum:

Fixed No. of firms .......ccceevuenee 2,51 (0.17) 0.67 8.00

Variable No. of firms .......cccvcvensvcnnnann. 2.68 (0.45) 0.74 7.10
451 Footwear:

Fixed No. of firms .....c.cccverimimncnvenennenss 3.21 (0.03) 0.35 3.10

Variable No. of firms ......cccovevanrcoecenennns 3.16 (0.00) 0.37 1.40

' Based on 1982 data.

Source: Alasdair Smith and Anthony Venables, "Completing the Internal Market in the European Community: Some
Industry Simulations, - European Economic Review. vol. 32 (1988).
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Table 2-3

Simulation results for completely integrated markets'

(In percent)
Change In welfare
of-
—Charms in- Con- The change
EC Average sump- in infra-

NACE No. and Industry output cost Hon EC trade
242 Cement. lime, and plaster:

Axed No. of firms .......ccvcveimirirerninnnas 1.32 {0.12 0.22 78.00;

Variable No. of firms ........cccociruveiennnns 0.71 0.90 1.08 75.40
257 Pharmaceutical products:

Fixed No. of firms ........ccoccimiicireinannnns 3.32 i0.73 1.11 {16.10

Variable No. of firms .......cccoceveveinnnanas 1.71 2.17 1.15 16.50
260 Artificial and synthetic fibers:

Fixed No. of firms .......cccciviieireireinnnnns 9.59 (1.77) 4.14 (56.50)

Variable No. of firms .......cccccvveverananas 10.69 (4.25) 5.57 (55.60)
322 Machine tools:

Fixed No. of firms .......cccoviveveininnnanans 2.05 &0.16; 0.86 24.60

Variable No. of firms ........cccecivvevennnns 2.82 0.12 0.83 29.50
330 Office machinery:

Fixed No. of firms ........cccovevmireunannnns 27.30 (2.71) 3.88 %64.00

Variable No. of firms .........cccoiiieiininns 27.00 4.10 64.30
342 Electric motors, generators:

Fixed No. of firms ........ccoceeirnreveinnnanes 1.72 1(03.2169: 0.52 2.50

Variable No. of firms .........cccevveuiennnes 0.92 (0.94) 0.40 4.00
346 Electrical household appliances:

Fixed No. of firms .......ccocveimrereinnnanas 8.08 £1.15 1.79 %23.00

Variable No. of firms .........cccciveireinnnns 6.70 3.35 2.28 25.80
350 Motor vehicles:

Fixed No. of firms .........ccccccciiiiiiinnees 10.50 1.72 4.09 (61.40)

Variable No. of firms ........c.cccereveiennnns 9.68 2.67 4.50 (62.40)
438 Carpets. linoleum

Fixed No. of firms .......ccecveimireveinnnanas 4.46 0.75 26.70

Variable No. of firms ........cccccieiveiininns 3.80 10.211 0.75
451 Footwear:

Fixed No. of firms ..........ccccciiiiiiiiinnn, 5.53 0.26 0.46 0.00

Variable No. of limn ....c.coccvveiiiinnennns 5.58 0.42 0.50 8.70

Based on 1982 data.

Source: Alasdalr Smith and Anthony Venable*. 'Completing the internal Market in the European Community: Some
industry Simulations," European Economic Review. vol. 32 (1988).
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CHAPTER 3
TRADE AND INVESTMENT
IN THE EC

The European Community constituted one of
the largest trading partnersof the United States dur -
ing 1984-88. The EC consistently accounted for be-
tween 18 and 20 per cent of total U.S. importsduring
that period and between 22 and 23 per cent of total
U.S. exports.

Developments Covered
in the Initial Report

The U.S. trade balance for all commodities
traded between the United Statesand the EC wasa
deficit of $12.7 billion in 1988. Thetotal U.S. trade
deficit with the world reached about $129 billion in
that sameyear. U.S. exports amounted to $308 bil-
lion in 1988, while U.S. importsreached $437 billion.
As categorized by SITC commodity groupings, the
United Statesimported primarily Road Vehicles,
Machinery Specialized for Particular Industries,
and Miscellaneous M anufactured Articlesfrom the
EC. The United Stateswasa primary exporter of Of-
fice Machines and Automatic Data Processing
Equailr)ment, Other Transport Equipment, and Elec-
trical Machinery Apparatus and Appliances.

The EC member statesimported about $950 bil-
lion worth of goodsin 1987. EC exportswereat a
level of $951 billion in 1987. The principal suppliers
tothe EC werein fact EC member states, including
West Germany, France, and the Netherlands. and
major marketsfor total EC tradein 1987 were West
Germany, France, and the United Kingdom. Total
imports external to the EC member stateswasa level
of $399 billion in 1987, and total exports external to
EC member statesreached levels of about $394 bil-
lion. Switzerland, Austria, and Sweden formed the
principal non-EC sour ces, and the principal exter-
nal market for EC exportswasthe United States, fol-
lowed by Switzerland, Sweden, and Austria.

One of the more significant trendsin EC trade,
asrecorded by the UN OECD database, isincreased
intra-EC trade as a per centage of total EC trade with
theworld. In 1984, atotal of $633 billion in imports
was recor ded by the 12 EC member states. EC trade
with other EC countries comprised approximately
51 percent of thisamount, or about $325 billion. The
per centage of intra-EC importsincreased gradually
to about 58 percent in 1987.

EC exportsrecord asimilar trend. Intra-EC ex-
ports made up approximately 59 per cent of the total
of $951 billion in EC exportsin 1987, or about $557
billion. Thisrepresentsan increase from 1984 when
intra-EC trade accounted for about 54 percent of to-
tal exports of $608 billion.

Developments During 1989
U.S. Trade with the EC

Introduction

The European Community, as defined by its
current member states, continuesto be one of the
largest trading partners of the United States (see
app. E, tablesE-1 and E-2). In terms of imports, the
EC consistently accounted for between 18 and 24
percent of total U.S. importsduring 1985-89. The EC
ranked second during 1989 with Japan and Canada
ranked first and third, respectively.

U.S. Trade Balance

The U.S. trade balance for all commodities
traded between the United Statesand the EC wasa
deficit of $1.5 billion during 1989. This compar es fa-
vorably with a deficit of $12.7 billion recorded in
1988, indicating a substantial reduction of the U.S.
trade deficit with the EC in 1989.

Theindividual SITC divisonsthat provided the
largest impact on the current trade balance are
shown in table E-3. U.S. exports of Office Machines
and Automated Data Processing Equipment (SITC
division 75) exceeded imports by about $8.0 billion,
and provided the greatest positive balance with the
EC during January-September 1989. Various other
SITC divisions (79, 87, and 22) encompassing pri-
marily manufactured goods also provided positive
trade balances. Road vehicles (SITC division 78)
provided the greatest negative trade balances, pri-
marily asaresult of U.S. imports of automobiles
1;|rom West Germany, the United Kingdom, and It-

y.

U.S. Exports

During 1989, U.S. exportsto the EC totaled $82.5
billion, representing an increase of 15.7per cent over
1988. Exportsto the EC accounted for 7,4 percent of
total U.S. exportsin 1989. The EC wasthe United
States most significant export market in 1989, asit
has been since 1987.*

Among EC nations, the United Kingdom was
thelargest purchaser of U.S. exports, accounting for
23.8 percent of U.S. exportsto the EC. West Germany
was the second largest EC nation in terms of pur-
chases of U.S. exports, accounting for 19.5 percent of
all U.S. exportstothe EC. France and the Nether-
Ianﬂs eEagh accounted for 13.2 percent of U.S. exports
tothe EC.

Exportsof productsin the following categories
accounted for the largest percentages of U.S. exports
tothe EC in 1989: Other Transport Equipment,
which includesrail coaches, airplanes, and ships,
Office Machinesand Automated Data ProCessing

' The second-largestpurchaser of U.S. exports was Canada,
with total purchases of U.S. goods amounting to $75.0 bil-
lion —213 percent of all U.S. exports—in 1989. Japan was the
third largest purchaser of U.S. exports, purchasing $42.8 billion
of U.S. goods— 12.2 percent of all U.S. exports.



Equipment; Power Generating Machinery and
Equipment; Electrical Machinery, Apparatusand
Appliances; and Miscellaneous M anufactured Arti-
cles(tables E-4 through E-8). Exportsto the EC of
productsin these categoriestotaled $34.1 billion,
slightly over 42 percent of total U.S. exportsto the
EC.

Thelargest SITC division grouping for U.S. ex-
portstothe EC was Transport equipment (SITC di-
vision 79), which includesrailway and tramway ve-
hicles, aircraft, and ships. Exportsto the EC in this
category increased by 52 percent during 1989 com-
pared with $6.3 billion to $9.5 billion in 1988. This
was largely dueto increased activity in EC travel
and tourism indirectly resulting in greater demand
for thesetypes of vehicles. Thelargest market for di-
vision 79 exports waswithin the United Kingdom,
followed by Germany and the Netherlands.

The second largest SITC category was Office
Machines and Automated Data Processing Equip-
ment (SITC division 75). Total U.S. exportsincreased
from $23.1 billion during 1988 to $23.2 billion during
1989, an increase of lessthan one per cent, while ex-
portsto the EC decreased by 15 percent over the
same period. The EC accounted for 45 percent of ex-
portswithin this category, with the United King-
dom, West Germany, and the Netherlands compris-
ing 29, 23, and 14 per cent, respectively, of total 1J.S.
exportstothe EC.

Thethird largest category of exportstothe EC
during 1989 was Power Generating Machinery and
Eciuipment (SITC division 71). Total U.S. exportsin
thisdivision amounted to $14.2 billion, with U.S. ex-
portsto the EC amounting to $5.1 billion, or 36 per-
cent of thetotal. Exportsof articlesunder SITC' 71to
the EC during 1989 increased by 28 percent in 1988.

U.S. Imports

Importsfrom the 12 EC countriesin 1989 totaled
$84 billion, essentially the same level asthat in 1988.
Importsfrom the EC accounted for nearly 18 percent
of total U.S. imports of $468 billion in 1989. The EC
currently ranksasthethird-largest source of U.S.
imports, behind Japan and Canada.

The5largest SITC commodity groupings of U.S.
importsfrom the EC were Road Vehicles, Machin-
ery Specialized for Particular Industries;, Miscella-
neous M anufactured Articles; Power Generating
Machinery and Equipment; and General Industrial
Machinery and Equipment (SITC divisions 78, 72,
89, 71, and 74, respectively). These five groupings
accounted for $29 billion, or 21 percent of total U.S.
importsfrom the EC. These same five groupings ac-
counted for 29 percent, or $135 billion of total U.S.
iEmﬂ))rtsfrom all countriesduring 1989 (tables E-9to

Imports of Road Vehicles (SITC division 78)
from the 12 EC countriestotaled $9.5 billion in 1989,
representing a decrease of about 15 per cent from the
level of $11.2 billion recorded in 1988. Imports from

the EC accounted for nearly 15 percent of total U.S.

imports of these products of $64 billion in 1989. The
EC ccurrently ranks asthe third-lar gest sour ce of

these imports, behind Japan and Canada. Thelarg-
est EC supplier was West Germany, whose imports
amounted to $6.1 billion during 1989, compar ed
with $7.8 billion in 1988.

Importsof Machinery Specialized for Particular
Industries (SITC division 72) from the 12 EC coun-
triesin 1989 totaled $5.7 billion, essentially the same
level asin 1988. Importsfrom the EC accounted for
nearly 44 percent of total U.S. imports of these prod-
ucts of $12.9 billion in 1989. The EC isthe largest
sour ce of these U.S. imports. Specific products and
product groupingsincluded in SITC 72 are agricul-
tural machinery; lawnmowers; construction vehi-
clessuch as bulldozers, excavators, and mechanical
shovels; industrial machinery for producing tex-
tiles, including spinning, weaving, knitting, and
washing machines; and other machinesrelated to
the manufacture of paper.

Imports of Miscellaneous Manufactured Arti-
cles(SITC division 89) from the 12 EC countriesto-
taled $5.2 billion in 1989, showing an increase of 10
percent over 1988. Importsfrom the EC accounted
for nearly 22 percent of total U.S. imports of these
products of $23.8 billion in 1989. The EC isthelarg-
est source of such U.S. imports. Miscellaneous
Manufactured Articles (SITC division 89) includes
such products as miscellaneous printed materials,
office supplies, jewelry, musical instruments, and
other miscellaneous manufactured articles.

EC Trade With Eastern Europe

The deficit in the EC balance of trade with East-
ern Europe gradually declined from nearly $11 bil-
lion in 1984 to about $6 billion in 1987. The lower
deficit was largely dueto lower levelsof imports
from the Soviet Union, while exportsincreased to all
countrisin Eastern Europe. Exportsto Czechoslova-
kia nearly doubled during the period, from $1.3 to
$2.4 billion, while exportsto Romania decr eased by
?gpSe?rcmt from $827 million in 1984 to $752 billion in

EC importsfrom Eastern Europe, as defined by
the country grouping of Bulgaria, Czechoslovakia,
East Germany, Hungary, Poland, Romania, and the
Soviet Union, fluctuated between 1984 and 1987. EC
imports from these countries decreased from $28.3
billion in 1984 to $25.0 billion in 1986 beforeincreas-
ing tothe 1987 level of $28.0 billion. The overall de-
creaserecorded in importsfor 1984-87 was about 1
percent The largest supplier in this country group-
ing was the Soviet Union, which accounted for
dightly more than 53 percent of total imports. The
next largest supplier was Poland, which supplied 12
peitcent of total EC importsfrom Eastern Europe (ta-

le E-14).

EC exportsto these countries amounted to $17.3
billion in 1984, rising significantly to $22.1 billion in
1987. Exportsincreased by 27 percent during this
period, or by an average of about 9 percent per year.
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In 1987, exa!oortsto the Soviet Union made up 48 per-
cent of total EC exportsto Eastern Europe. Hungary,
Poland, and Czechoslovakia each recelved 11 to 13
Eerlgﬁnt of total EC exportsto Eastern Europe (table

Trends in EC Trade

Oneof the more significant trendsin EC trade,
asrecorded by the UN OECD database, isan in-
creasein theintra-EC trade as a per centage of total
EC tradewith theworld. Intra-EC imports ac-
counted for about 58 percent of total EC imports of
$950 billion in 1987, or about $553 billion. Such intra-
EC importswere $325 billion in 1984, or 51 per cent of
total EC importsof $633 billion. The growth in per-
cent of intra-EC importsincreased by about 4.6 per-
cent annually since 1984.

EC exportsreflect asimilar phenomenon. Intra-
EC exports made up approximately 59 percent of a
total trade figure of $951 billion of exportsin 1987, or
about $559 billion. Thisrepresentsan increase from
1984, when intra-EC trade amounted to $330 billion
out of total exports of $608 billion, or about 54 per-
cent The percent of intra-EC exportshasalso gradu-
ally increased by an average of about 2.6 percent per
year since 1984.

Investment

Investment in the EC

Introduction

In 1988, U.S. investment in the EC was at a level
of $126.5 billion, compared with $8.8 million by Can-
ada, $8.3 billion by Japan, and $44.9 million by South
Korea. Although U.S. investment in the EC in-
creased by 76 percent during 1984-88, Japanese in-
vestment is reported to have increased by 404 per-
cent and South K orean investment, by 251 per cent 2

EC member statesasa group experienced a
nominal ,GNP growth rate of 33 percent in 1989.3
There are expectationsthat the elimination of physi-
cal, technical, and tax barrierswithin the EC will re-
sult in GNP growth, the creation of new jobs, and
consumer Flce decr eases. As economies through-
out the EC grow, gover nments ar e expected to
spend mor e on telecommunications, power genera-
tion, and transport, with the largest growth and in-
vestment expected in the electrical and heavy-engi-
neering sectors. One sour ce forecasted growth in
GNP in the EC member statesto reach 3 percent per
year in the early 1990s, compared with 2 percent per
year for the United States and about 4 percent per
year for Japan. Accordingto the forecast, West

e James M. Jones and Linda M. Spencer, America's Position
in the European Community Investment, Diplomacy and Trade,
(Arlington, VA: Congressional Economic Leadership Institute,
1990), 1,. 2.

2 Conversations with Don Wright, U.S. Department of
Commerce.

Germany, France, and Spain arelikely to experience
the greatest growth.*

Government Support for Investment

The European Investment Bank (EIB) was estab-
lished concurrently with other treaties founding the
EC Commission. Beginning in 1957, the primary
task of the Investment Bank wasto provide funding
and resour cesto promote equal development
within EC member statesand to provide aid to de-
veloping countries. Approximately 10 billion ECU
wereinvested by the Bank in 1988, with 90 per cent
of thisamount allocated to EC member states, and
theremainder to third countries.

The EIB iscurrently financing projectsin the
Eastern European countries of Hungary and Po-
land, and some speculate that the Investment Bank
will be able to expand operationsin the future.
However, recently the EC Commission indicated
plansto set up a special development bank for East-
ern European countriesthat would also allow other
countriesto participatein joint financing. Such a
bank would be especially attractiveto some Eastern
European countries, which could require capital in-
vestment to improvetheir basicinfrastructure.

The EC hasalso taken stepsto encour age new
and continued investment in the EC member states.
The European Seed Capital Scheme of the EC Com-
mission servesto help increase the availability of
seed capital fundsfor entreprenetus.” Currently
backing 24 new seed capital funds provided by pri-
vate European investment firms, the EC Commis-
sion will provide approximately 12.5 million ECU to
meet part of the capital needs of firmsinvesting in
theless developed areas. Seed capital istypically
used to assess new technology or study process fea-
sibility, aswell asto arrangefor licensing and pat-
ents. In Europe, many private investment firms pro-
vide seed capital to smaller companies.

Currently the Seed Capital Schemeisbacking
threefundseach in Italy, Spain, West Ger many, and
the United Kingdom. There are two funds each in
Belgium, France, and the Netherlands, and one
fund each in Greece, Ireland, and Portugal. Three
additional fundsare"transnational” and deal with
operationsin morethan one country.

U.S. International Investment Position

The U.S. international investment position, as
compiled from estimates by the Department of Com-
mer ce Bureau of Economic Analysis (BEA), indicates
the balance between U.S. claimson foreign cor por a-
tionsand foreign claimson U.S. corporation. Thein-
ternational investment position is adjusted each
year by reflecting changesin the capital flows and
adjustmentsto the valuation of holdings.

. *"Wild Card' Investment Themes for 1990, Financial
Times, Dec. 5, 1989, p. 44.

Ebu:lopean Report, Nov. 22, 1989, sec. 3, p. 2.
o Ibid.

7 "EC Tries to Plug the Gap for Early Stagers,' Financial
Times, Dec. 5, 1989, p. 12.
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Reinvested earnings are the most important
source of investment funds for U.S. companies in-
vesting abroad. During the latter part of the 1980s,
these flows experienced sharp fluctuations, reflect-
ing differences in growth rates among european
economies and that of the United States, disparities
in the cost of borrowing, and large shifts in ex-
change rates. In addition, changes in investments
trade flows can occur as a result of the revaluation of
the U.S. dollar resulting from a change in the base of
investment data as collected by the U.S. Department
of Commerce.

U.S. Direct Investment Abroad

U.S. direct investment abroad, as a measure of
U.S. private assets held in foreign markets, was at a
level of $308 billion in 1987 (table E-16). Increases in
the direct investment position in 1988 totalled
nearly $19 billion, resulting in a cumulative total of
nearly $327 billion in 1988, or an increase of 6 per-
cent. The 1988 rate of increase was the slowest since
1984 and reflected a sharp drop in reinvested earn-
ings and a shift to equity capital inflows.

Overall, U.S. direct investment in Europe made
up approximately 47 percent ($126.5 billion) of total
U.S. direct investment abroad in 1988. U.S. direct in-
vestment in other industrialized nations made up a
sizable proportion of total foreign direct invest-
ment, including Canada (18 percent, or $61.2 billion)
and Japan (5 percent, or $16.9 billion), indicating for-
eign investment is not largely limited to developing
countries as a means of shifting production to lower
cost areas of the world. Total U.S. direct investment
in Developing Countries, as designated by the BEA,
amounted to 24 percent, or about $76.8 billion, in
1988.

The concentration of U.S. direct investments in
Europe is not a recent development, but reflects the
long historical ties between the United States and
Europe. European investment in the United States
was one important factor in the early development
of the American industrial infrastructure. During
the nineteenth century, European investment acted
as an important factor accommodating sharp bursts
in U.S. economic growth and in the domestic expan-
sions of canal and railroad facilities. Because of this
development, the United States itself was investing
in Europe as early as 1869. 8

Since 1984, U.S. direct investment abroad, espe-
cially in the EC, has increased, largely due to rein-
vested earnings as U.S. foreign subsidiaries kept
foreign profits abroad rather than converting them
into dollars at a time when dollar exchange rates
were declining. The increase in the U.S. direct in-
vestment position reflects a continued strength in
U.S. bank lending to the overseas, interbank market,
some increased U.S. direct investment abroad, and
U.S. net purchases of foreign bonds.

o U.S. Library of Congress, Congressional Research Service,
Foreign Ownership of U.S. Assets: Past, Present, and Prospects,
Report No. 88-295,1988.

U.S. direct investment in the 12 EC member
states totaled $126.5 billion in 1988, an increase of 5
percent from $120.1 billion in 1987. Growth in U.S.
direct investment in the EC was slightly less than
the overall U.S. direct investment growth rate of 6
percent The largest levels of investment were in the
United Kingdom ($48 billion), West Germany ($22
billion), and the Netherlands ($15 billion). The U.S.
direct investment position in the EC was the great-
est in the area of General Manufactures, reaching a
level of $65 billion, an increase of about 1 percent
from the 1987 position. Direct investment in General
Manufactures in 1988 made up approximately 52
percent of total U.S. direct investment in the EC, fol-
lowed by Finance and Insurance ($21.6 billion, 17
percent of total), and Petroleum ($15.7 billion, 12
percent of total).

Investment in the United States

Introduction

In recent years, foreign-owned foreign multina-
tional companies have increased holdings in the
United States as a means of expanding globally and
guining access to the U.S. market By acquiring U.S.

in , foreign firms can establish a local manufac-
turing and technology base for operations in the
U.S. market

Other factors resulting in increased foreign in-
vestment in the United States include few restric-
tions on foreign merger and acquisition activity, as
well as the continuing economic growth and expan-
sion in the United States. Potential profitability also
attracts foreign investors into the domestic market,
and economic growth abroad contributes to the for-
eign parent's profitability and provides the funds
needed for investment

Foreign Direct Investment in the United
States

New foreign direct investment in the United
States in the form of capital outlays increased by 21
percent from $40.3 billion in 1987 to $65 billion in
1988, according to statistics reported by the BEA.
The strong growth in new outlays primarily re-
flected the large number and size of acquisitions of
new U.S. affiliates financed from abroad. The exist-
ing U.S. affiliates of foreign companies also experi-
enced improved performance, further contributing
to the increase.

The total foreign direct investment position in
the United States in 1988 was at a level of $328.9 bil-
lion for all industries (table E-17). Of this figure, di-
rect investment by the 12 EC member states attained
a level of $193.9 billion in 1988, or 59 percent of the
total. Among the EC member states, the largest for-
eign direct investment position was held by the
United Kingdom ($101.9 billion, or 53 percent of to-
tal EC investment), followed by the Netherlands
($49 billion, or 25 percent of total EC investment)
and West Germany (§23.8 billion, or 12 percent of to-
tal EC investment). The foreign direct investment
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position held by the EC in 1988 was over three times
the position held by Japan ($53.4 billion, or 16 per-
cent of total foreign direct investment) and over 7
times that of Canada ($27.4 billion, or 8 percent of to-
tal).

The largest areas of investment by the EC in the
United States continue to be in manufacturing,
wholesale trade, and miscellaneous services. The
foreign direct investment position attained by the
EC in manufacturing was $62.4 billion in 1987 and
increased by 27 percent to $79.5 billion in 1988. The
investment position held by the EC in the area of
wholesale trade increased by 33 percent from a level
of $24.8 billion in 1987, to $32.9 billion in 1988. The
investment position in miscellaneous services
reached $16.2 billion in 1988, increasing by 23 per-
cent from the 1987 figure of $13.1 billion. Changes in
the major industrial categories as compiled by the
BEA are due primarily to increased equity capital in-
flows and increased reinvested earnings by the
United Kingdom and the Netherlands.

EC Directives Concerning Trade and
Investment

Resolution on Trade Statistics

A November 14, 1989, EC Council Resolution,’
89/C 297/02, emphasizes the importance of interna-
tional trade and the collection of trade statistics. The
directive requests the EC Commission to continue to
work to improve the quantity as well as the quality
of statistics by making them compatible with EC-

° Council Resolution (89Y297, ngial Journal of the European
Communities, No. C 297 (Nov. 14, 1989), p. 2.

wide definitions, withoutincreasing the adminis-
trative burden. The EC Commission is further di-
rected to establish and make a data bank available to
administrations and professional and research or-
ganizations which would provide updates in na-
tional and local laws regarding trade in goods and

. services. Further, the EC Commission is directed to

involve the commercial sector more closely in the
preparation of EC-wide policies, strengthen coop-
eration between member states and to make use of
advisory bodies and existing structures to carry out
this directive.

EC Investment Resolution

The European Commission issued Proposed
Resolution'° 89/C282'06 on September 12, 1989, em-
powering the EC Commission to borrow funds for
the purpose of promoting investment within the
EC. In the proposal, the EC Commission is author-
ized to borrow under the New Community Instru-
ment for the purposes of lending on finance invest-
ment projects within the EC member states.

The proposal further stipulated priorities of
lending to small and medium-sized enterprises situ-
ated in rural areas. Those enterprises must help to
protect the environment or must not be totally agri-
cultural in nature. Any resulting loans are to be
made with joint approval of the EC Commission and
the European Investment Bank

'° EC Council Resolution (89)/28Z 01 No. C (Sept. 12,
1989), p. 6.






PART II
ANTICIPATED CHANGES IN THE EC AND
POTENTIAL EFFECTS ON THE UNITED STATES



This section, chapters4to 12, accounted for the major share of the resources used on the
study. The following paragraphs explain what is and is not covered by the section and how
the section differsfrom other writings on EC 92. The section generally setsthe stage for what
istofollow in theindividual section chapters.

In June 1985, the EC Commission issued a White Paper outlining approximately 280
directivesintended to complete the internal market of the EC by December 31, 1992. USITC
investigation No. 332-267, first follow-up study, examines all of the White Paper directives
that were proposed by the EC Commission as of December 31, 1989, and not covered in the
initial report. When a directive that was proposed as of December 31, 1989, was modified
following that date, the morerecent version of the directiveisnoted in this study provided
text was available as of March 23, 1990. See attached appendix C for alisting of the EC
initiatives addressed in thisinvestigation.

In thisinvestigation, the USI TC does not attempt to predict the progress of proposed
directivesin the approval and implementation stages. Nor doesthe USITC predict how
proposed directives might be amended. Instead, it isassumed that proposed directivesare
implemented as proposed.

I'n addition to proposed directives, theinvestigation has examined other EC Commission
decisions, recommendations, and regulationsthat are associated with the program to
complete theinternal market. These measures differ from one another and from directivesin
variouswaysincluding the degree to which an action by the EC isbinding on member states.
For instance, aregulation is essentially self-implementing, whereasan EC directiveis
implemented by each member state through alteration in member-state law. The
investigation has also examined certain relevant decisions by the European Court of Justice.
EC initiatives or developmentsthat do not directly affect the program outlined in the White
Paper to complete theinternal market are not.included in this study.

The EC initiativesthat are examined in more detail arethose that seem potentially more
significant for U.S. commer cial interests. Because initiatives differ greatly from oneto
another, thereisno reliable way to make quantitative comparisons of the potential effects of
different initiatives.

In thisinvestigation, EC initiatives are examined more closely if they include one or both
of the following elements:

1. A significant changein the EC regarding a product or servicethat the U.S.
exportsto the EC in large quantity.

2. Adignificant changein the EC regarding a product or servicethat U.S. facilities
in the EC currently providein lar ge quantity.

Theinitiatives are organized into categories depending on the nature of the initiative

(e.g., whether it affects product standards, customsregulations, etc.) These categoriesare as
follows:

*  Government Procurement and the Internal Energy Market
» Financial Sector

e Standards, Testing, and Certification

e CustomsControls

* Transport
»  Competition and Corporate Structure
» Taxation

* Residual Quantitative Restrictions
* Intellectual Property

Note that these categories wer e selected by the staff of the USITC and are not official EC
designations. Likewise, the allocation of particular initiativesto specific categoriesis based
on staff analysis and may differ from allocations by the EC Commission or other
organizationsor individuals.
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CHAPTER 4
GOVERNMENT
PROCUREMENT AND THE
INTERNAL ENERGY MARKET .

Introduction

At art estimated 15 percent of the EC's Gross
Domestic Product, the EC public sector represents a
large and potentially crucial market for a number of
U.S. industries. In several key areas-such as
telecommunications equipment, power generators,
computers, and water treatment
equipment-public purchasers are the most
important prospective EC customers for U.S. firms.
Currently, however, U.S. suppliers do not have
ensured access to nearly half of the value of EC
beedisector contracts, because these contracts have

removed from the scope of EC and
international trading rules. As part of the 1992
program, the EC will put in place rules intended to
introduce greater openness, transparency, and
nondiscrimination in all phases of public
purchasing.

Developments Covered
in the Initial Report ¢

Background and Anticipated Changes

In the 1970s the EC adopted two directives
intended to open member-state procurement to
greater competition. The legislation attempted to
increase transparency and reduceopportunities for
discrimination in procurement of public works and
supplies. Subsequently, the EC pined the Tokyo
Round Agreement on Government Procurement, to
which the United States is also a signatory.

Despite these steps, progress in opening up
public sector oppOrtunities in the EC was nunimat
In its 1985 White Paper, the EC Commission
proposed a substantial strengthening of
member-state commitments on public procure-
ment

The legislation envisaged as part of the 1992
program would -

* Close loopholes in existing directives
governing central and local government
purchases of goods ("supplies”) and public
works construction;

e Expand the scope of EC discipline to service
contracts and most entities in the so-called

"excluded sectors" of telecom-
munications, water, energy, and trans-
port;

¢ Require member states to provide effective
administrative and judicial remedies for
wronged suppliers; and

e Strengthen EC oversight of member-state
procurement practiCes.

The EC Commission had proposed five
directives by December 31, 1988, covering (1)
"supplies"; (2) "works"; (3) "remedies"; (4) energy,
transport, and water, and (5) telecommunications.

Possible Effects

The EC's 1992 agenda for government
procurement is generally welcomed by U.S.
suppliers and procurement experts. Directives are
substantively similar to previous U.S. proposals for
change.

The EC's new rules could encourage more
competitive procurement by entities at all levels in
the member states. Rules that were previously
vague and loosely worded will be more specific and
detailed. In the case of the "excluded sectors," all
suppliers offering products that meet the EC's
definition of an EC product should be guaranteed
specific rights. U.S. firms may benefit from the
directives' requirements for public announcement
of tenders, projected annual purchases, and
winning bidders, since such information could help
them pursue primary and subcontract
opportunities in the EC.

U.S. suppliers are concerned that the
directives on the excluded sectors woumrnable
member-state procuring officials to refuse to
consider offers having less than 50 percent EC
content Some U.S. companies appear to be hedging
their bets by shifting their sourcing and investment
from the United States to the EC. The EC has stated
that it intends to use the possibility of
discrimination against non-EC suppliers as
leverage to obtain reciprocal market opportunities
for EC firms.

The directives may also affect the
competitiveness of EC suppliers relative to those in
the United States and elsewhere. In several key
sectors - notably computers, telecommunications,
and heavy electrical equipment-gains from
economies of scale could lead to the eventual
strengthening of EC competitors in world markets.

U.S. suppliers are well placed to benefit if the
directives do move EC public purchasing in the
direction of greater openness. U.S. firms have
strong international positions in many of the sectors
expected to be most directly affected.

Developments During 1989
Government Procurement

Background and Anticipated Changes

The year 1989 saw no new proposed directives
in the area of government procurement, although
those directives proposed previously progressed
through the EC's decisionmaking. process. As of
yearend 1989, the EC had adopted three directives
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and proposed one directive related to opening up
public sector markets. These four directives are (1)

supplies"; (2) "works"; (3) "remedies"; and (4)
"excluded sectors." A fifth directive covering
services is envisioned.' The EC Commission is also
preparing a proposal for a directive on appeals
procedures for contracts covered by the
excluded-sectors directive. The status of the first
four directives is discussed below?

Supplies Directive

The Supplies Directive was adopted on March
22, 1988, and became effective for most member
states on January 1, 1989? Greece, Spain, and

Portugal must comply with the directive by March
I, 1992.

Works Directive

On July 18, 1989, the EC Council adopted the
Works Directive, which coordinates procedures for
the award of public works contracts. During its
second reading in February 1989, the European
Parliament proposed two amendments that would
require bidders to take account of youth
unemployment and the chronically unemployed
and to be informed of the social legislation in
countries where the works would be performed.
The Council accepted only the second of these
amendments. This directive will enter into force on
July 19, 1990, for all member states except Greece,
Spain, and Portugal, which have until March 1,
1992, to comply.

Remedies Directive

The Remedies Directive, which facilitates
appeals against discrimination in the award of
ublic contracts covered by the Supplies and War ks
irectives, was adopted on December 22, 19139.° In
July, the Council forged a common position that
deleted a controversial provision allowing the EC
Commission to suspend a tendering procedure for

' The EC Commission is currently preparing a proposal
outlining procurement rules for public contracts awarded in
the services sector, including engineering and architectural
services, software and data processing services, and other
technical consultancy services. (Software services connected
with telecommunications ec(;iuipment projects are covered by
the directive on the excluded sectors.) See EC Commission,
Public Procurement in the Field of Services: The Context for an EC
Directive, Nov. 28,1988.

For a description and analysis of these directives, see U.S.
International Trade Commission, The Effects of Greater Economic
Integration Within the European Community on the United States
(Investigation No. 332-267), USffC Publication 2204, July 1989.

Council Directive of22 March 1988 Amending Directive
77/62/EEC Relating to the Coordination of Procedures on the Award

Public Supply Controls and Repealing Certain Provisions of
Directive 80/767/EEC, Official Jounial of the Eutopesn Communities,
No. LIZ', (May 20, St 89?,“1,1-11.

Council Directive 18July 1989 Amending Directive
71/305/EEC Concerning ion of_Procedures_ for the Award of
Public Works Contracts, 01 No. L 210 auly 7, 1%9), pp. 1-22.

* Council Directive of 21 December 1989 on the Coordination of
the Laws, Regulations and Administrative Provisions Mating to the
Ayplicetion of Review Pram:lures to the Award of Public SupAcaisd
Public Works Coolness, 01 No. L 395 (Dec. 30, 1989), pp. 33-35.

up to 3 months in cases of infringement. Also, the
common position approved the introduction of ad
hoc bodies to address grievances in member states
that have no arrangements for the traditional form
of review by the courts. The European Parliament
did not approve any amendments to the common
position during its second reading in November
and the directive was adopted by the Council
without debate. Member states must implement the
directive by December 1, 1991.

Excluded Sectors Directives

Debate throughout 1989 delayed the Council
from reaching a common position by yearend on the
two directives covering public procurement in the
four so-called excluded sectors. The first directive
covers water, energy, and transport, and the second,
telecommunications. In August, the EC
Commission issued an amended proposal based on
the amendments recommended by the European
Parliament during its first reading in May. Of the
changes suggested by the Parliament, the most
noteworthy was the decision to combine the two
directives into a single proposal. Other changes
incorporated into the amended proposal likewise
sought to simplify or clarify, rather than modify, the
substance of the original directives.

Some of the more substantive changes
incorporated into the amended proposal include the
following:

I. Whereas the Supplies and Works
Directives applied under certain
circumstancesto entitiesengaged in
activitiesrelating to drinking water, the
amended proposal requiresthat the
Excluded-Sector s Directive cover activities
related to the entire water processing cycle,
including activitiesin thefiield of hydraulic
engineering projects, irrigation, land
drainage, or the disposal treatment of
sewer age.

2. Thedefinitions of suppliesand workswere
modified. Supply contractswill now cover
contracts that include mechanical or
electrical engineering activitiesthat impose
siting and installation coststhat are higher
than the cost of the supplies themselves.
Originally these contracts would have
fallen outside the scope of the directive.
The amended proposal clarifiesthat
turnkey contracts are covered under the
definition of works contracts.

3. Theamended proposal requiresthat
entities notify the EC Commission of
activities excluded from the directive's
cover age, which would then be published
in the Official Journal.

4. Whereidentified, thetimelimitsfor the
oper ation of certain tendering procedures
wer e gener ally decreased. More

importantly, the amended pr%posal allows
the contracting entity and potential



suppliers to mutually agree on the time
limit for receipt of bids in restricted or
negotiated procedures, as long as all
tenderers are granted equal time.

5. Contracting entities are now entitled to
know what share of a contract may be
intended for subcontractors.

Before a common position on the excluded
sectors can be attained, several issues need to be
resolved .” Reportedly, three issues remain
foremost: (1) the scope of the directive's application,
including the treatment of private companies and
possible sectoral derogations;” (2) threshold levels;
and (3) the treatment of non-EC-origin bids. With
respect to the last issue, the directive states that
contracting entities may exclude offers when less
than half the value of the goods or services to be
rendered are of EC origin (die so-called 50 percent
value-added rule). Some member states favor
maintaining the provision as it stands or increasing
the content requirement, while other member
countries are concerned that it would create an EC
preference and prompt third-country accusations of
a "Fortress Europe."® Reportedly, a value-added
rule will be incorporated in the directive, but the
inclusion of language linking its application to
negotiations in the Government Procurement Code
remains undecided.’

Regional Preferences

In addition to the directives mentioned above, in
July the EC Commission adopted a policy on
regional preferences in response to member-state

° The EC Council reached an a t in principle for a
common position on the Excluded-C:¥Directive at the
Internal M[;rket Council meeting on Feb. 22, 1990. Reportedly,
the provisions relating to the treatment of third-country bids
(the 50-percent value added requirement and the 3-percent
]}rice preference) remained intact Mark Orr (Deputy U.S.

rade Representative for Europe and the Meditetranean) and
Auke Haagsuta (First Secretary for Legal Affairs, Washin
Delegation of the EC) speaking at a conference sponsored by
the Columbia Institute on '92 Europe, The U.S. Role in a
United Europe,' Feb. 23, 1990.
Reportedly, the exploration and production of
may be excluded from the scope of the directive.
the supply of natural gas and electricity may be
temporarily excluded from the directive's coverage until the
entry Into force of directives on the transit of natural gas and
electricity. (See the latter part of this ch?ipter on the internal
energy market for a discussion of these directives.) Certain
countries are also re%uesting that they receive authorization to
delay the date of the directive's application. 'Public
Procurement: Council Fails to Agree on Utilities Directive,’'
European Report, Dec. 22, 1989, p. 4-12, and "Public
Procurement: Member States ngl to Agree on Contracts in
Excluded Sectots; European Report, Jan. 4, 1990,p. 4-1

e See "Public Procurement: Experts Expect Plt))litical
Guidelines at November 23 Council,' European Report, Nov. 17,
1989, p. 4.-12, and "Public Procurement: Member States Divided
on Directive on Water, Telecommunications, Energy, and
Transiort' European Report Nov. 23, 1989, p. 4-6.

* Apparently, the agreement for a common position
incorporates the value added rule intact and does not include
language linking its application to negotiations in the
Government Procurement Code. "92 Europe, The U.S. Role in a
United Europe,' conference sponsored by the Columbia
Institute, Feb. 23, 1990. Also, see part 3 ofthis report for a
discussion of the renegotiation of the Government
Procurement Code.

concerns that liberalized public procurement

markets are incompatible with the objective of
strengthening economic and social cohesion within
the EC. 1 Four countries— Greece, Italy, the United
Kingdom, and West Germany—grant regional
preferences in the award of public contracts as an

instrument for economic development. ' In order to
ensure that regional preferences do not interfere
with the single-market goal of nondiscriminitory
access to public contracts, the EC Commission is
offering these four member states two options to be
implemented by December 31,1992: the progressive
elimination of preferences or the modification of
existing preference systems. The former objective
would focus on encouraging small and
medium-sized firms to effectively participate in
public contracts, on utilizing Court-sanctioned
nondiscriminatory contract provisions requiring
the use of long-term unemployed persons, and on
using structural funds to assist the regions in
general. The role of small firms could be promoted

through improving information on public
contracts, training management, subcontracting
large contracts, dividing contracts into lots, etc.

Alternatively, member states could modify existing
systems by granting regional preferences only in
contracts that fall below the sums of 200,000 ECU for
supply contracts and 5 million ECU for works
contracts, the amounts currently identified as
thresholds in the Supplies and Works Directives,

respectively. Allowable preferences would have to
be totally transparent and have no significant
economic impact. > The EC Commission has
requested discussions with the member states to
coordinate a work program aimed at carrying out
the above-mentioned objectives.

Compliance Monitoring

During 1989, the EC Commission also
introduced a system for monitoring compliance
with public procurement rules of projects executed
with assistance from the EC's structural funds and
financial instruments. '* Both the EC Commission

'8 Public Procurement: Regional and Social Aspects, Coat 89)
400 final, July 2A, 1989.

" The purpose of regional preferences is to assist firms
located in ll;ss favored regions 1n winning procurement
contracts they otherwise would not receive because they lack
know-how, infrastructure, access to capital, sophisticated
matrketing and product-development methods, or (Hafl)ortunities
for specialization. The preferences granted vary widely among
the countries and include, for example, geographically based
tendering lists, price preferences, and aﬁowm the
resubmission of tenders. The EC Commission has concluded
that these preference schemes have not contributed
significantly to the economic development of the regions in
question. Ibid.

2 Reportedly, a member state would be allowed to retain
its regional 1I;reference system if it were extended to all EC
regions with a development index lower than that of the region
where it intends to award the contract, thereby creating an EC
tegional preference regime. See "Public Procurement:
Arrangements for Certain Regional Preference Regimes,’
European Intelligence, July 198%: p- 4-2.

' EC Commission, Notice C(88) 2510 to the Member
States on Monitoring Compliance With Public Procurement
Rules in the Case ongrojects and Programmes Financed by the
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and the national authorities are responsible for
monitoring compliance. The monitoring
mechanism includes preventive measures that aim
to advise recipients of the obligations they assume
in receiving EC funds, the payment request form
already in use, and EC Commission spot checks. The
mechanism also requires applicants for EC
assistance to fill out questionnaires about all public
contracts awarded that fall under the scope of the
Supplies and Works Directives. Should the EC
Commission determine that entities have not
complied with these government procurement
directives, it may choose to suspehd payments or
order past payments returned. Contracts falling in
the excluded sectors are not covered by directives in
force. However, the EC Commission still intends to
give priority, by way of an incentive, to applicants
for assistance who aim to procure openly
(whenever numbers of applications of the same
type are excessive and all other things being
equal).'*

Finally, 1989 marked an important precedent for
the EC Commission in enforcing legislation under
the 1992 program. During the summer, the EC
Commission opened proceedings in the Court of
Justice against Denmark for violating EC
government procurement rules in the award of a
contract for the construction of a bridge.”® In
particular, the EC Commission issued a "reasoned
opinion" claiming that the Danish Government had
not observed transparent bidding procedures and
had inserted discriminatory clauses in the contract
by specifying the use of Danish labor and supplies.
Although the Danish Government deleted the
offending clauses from the contract, it refused to
acknowledge the right of the EC Commission to
suspend the contract award on its own authority
and went forward with the award. In response, the
EC Commission filed a summary complaint with the
European Court of Justice seeking an injunction
suspending the contract and reopening of the
tender procedures.'® However, during last-minute
negotiations, the EC Commission agreed to
withdraw its summary complaint for an injunction
in return for an acknowledgement of error by the
Danish Government, payment of monetary
damages to reimburse all unsuccessful bidders of
their expenses, and the opportunity for
unsuccessful bidders to claim damages and interest
in the appropriate Danish courts.'? Although its
summary complaint was withdrawn, the EC
Commission is pressing forward with its formal
complaint of discrimination against foreign bidders
on the merits. The Court's judgment is not expected

"—Continued
Structural Funds and Financial Instruments,' 01 No. C 22
(Ian.1 28,b1?189), p. 3

4 Tbid.

o %J{Hr.non Market Reporter, Aug. 24,1989, p. 7.

" Common Market Reporter, Sept 26, 1989, p. 4.
c

for at least 1 to 2 years. '® In the meantime, EC
Commission officials cite the case as an important
deterrent to any party attempting to circumvent EC
public procurement rules and point out that bids for
Danish Government tenders have increased by 400
percent's'

Possible Effects20

According to U.S. firms, the proposed directive
on the excluded sectors is unlikely to change
entrenched attitudes supporting national
champions in the short run, although certain trends
are likely to open public sector markets in the long
term. These U.S. companies believe that the
transparent procurement procedures required
under the new directive, as well as other trends,
such as increased privatization 2t globalization of
the market, and budgetary constraints, will
eventually open public markets in the excluded
sectors.?> The EC Commission also believes that
significant changes in procurement practices will
only occur in the longer run but adds that the
directive provides for a review of its operation not
later than 4 years after its entry into force. At that
time, the EC Commission will assess the
effectiveness of the directive and respond
accordingly.?®

The EC Commission claims that explicit
enforcement mechanisms will ensure that all of the
government procurement directives are observed.
These measures include the Remedies Directive and
an eventual parallel directive for the excluded
sectors, as well as the institution of the monitoring
system whose scope the EC Commission intends to
eventually extend to the excluded sectors. EC
Commission officials also cite the Danish bridge
court case as confirmation of the EC Commission's
ability to enforce government procurement rules. **
U.S. suppliers urge the U.S. Government to support
EC efforts to strictly monitor and enforce

" Procurement: Denmark Agrees to Pay Damages

to Bidders in Bridge Dispute,' 1992— The External lapin of
Euroi)leeir; 9L(J)nlﬂ c%non, Oct. 6,1989; and Common Market Reporter,
an. p. 7

J " See 'éirI; le Market: Club de Bruxelles Conference

Anflirses the Major Issues,' European Report, Nov. 21, 1989,

p. 4-4.

2° All government procurement directives that have been
proposed or adopted to date were analyzed in the initial report.

z' The recent privatization of the e ..ty sector in the
United Kingdom has already increased opportunities for U.S.
suppliers of electric power generation, transmission, and
distribution equipment and setvices. See "Trade Mission
Particif)ants Discover That Electricity Privatization in the
United Kingdom Opens Opportunities for U.S. Power
Industry,' Business America, Aug. 28, 1989, p. 15.

S lJ'!,yuro e 1992: Report of the dvisory Committee for Trade
Policy and Negotiations,llovember 1989, pp. 15-25.
USITC staff meeting with EC Commission, Brussels,

Feb. 27,1989.

"' "Public Procurement: Denmark Sees the Error of its
Ways and Commission Drops Call for Work on Storebaelt to be
Suspended,' European Report, Sept. 26, 1989, p. 4-4.
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government procurement niles.”” However, how
effectively regional preferences are addressed
could also determine the openness of markets.

Despite these forecasts of future liberalization,
U.S. sypppliers warn that certain provisions
pro T Xm «¢ directive would hamper their
abi fty to take advantage of more open
procurement®® These include the 50-percent
value-added rule and the mandatory 3-percent
price preference granted to EC bids over equivalent
non-EC-origin offers. U.S. industry also seeks
clarification of a provision , that describes the
circumstances under which entities may obtain
waivers from utilizing existing, European standards
in favor of national standards and clarification of
the time limits and conditions under which a
member state may use Industrial adaptation" to
postpone procurement changes.

Of particular concern is the 50-percent-content
rule that denies competitive treatment and the
procedural guarantees of the directive to
non-EC-origin products and thus results in an
unpredictable bidding situation for U.S.
suppliers.?’” This uncertainty prevents U.S.
suppliers from making long-term plans based on
predictions of how much of the market will be open.

C entities may never seriously consider bids that
were costly to prepare. As a result, the 50-percent
value-added requirement may have the effect of
"politically inducing U.S. investment in the EC"?°
and could "pressure companies to increase foreign
research and development in the EC in order to
meet the content requirement."2®

U.S. suppliers strongly recommend that
resolution of the issue concerning the 50-percent
value-added rule be considered essential during
negotiations now under way in Geneva on revisin
the GATT Code on Government Procurement
The EC Commission appears willing to use the
GATT forum to extend the benefits of its liberalized
markets.! Furthermore, according to USTR, U.S.
officials anticipate that ongoing negotiations under
the Government Procurement Code will provide

2s Europe 1992: Report of the Advisory Committee for Trade
Policy1 zirg)q(ll\legotiations, November 1989, pp. 15-25.

al Ibid.

"' This situation differs from the Buy America Act in which
suppliers of foreign products to the U.S. matket are entitled to
fay competitive procedures except for the Buy America price

reference accm  U.S. products in evaluating bids. Europe
]1)992: Report .~  Advisory Committee for Trade Policy and
Negotiations, Newember 1989, p. 18.

" National Association of Manufacturers, "NAM Points
out EC-92 Market Oﬁ)ortunities and Concerns to Congress,’'
NAM News, Jan. 30, 1790.

as U.S. General Accounting Office, European Single Market:
Issuesof Concern to U.S. Exporters, February 1990, p. &

" Pethaps a GATT-signatoty value-added rule could be
negotiated. For a discussion of the GATT Government
Procurement Code, see pt. 3 of this report.

st Amended Proposal for a Council Directive on the
Procurement Procedures of Entities Operating in the Water, Energy,
Transport and Telecommunications Sectors, Com (89) 380 final ,
Aug. 31, 1989, p. 61.

the opportunity to address the issues relating to
standards and induStrial adaptation.

The Internal Energy Market

Background

The first guidelines on developing an EC-wide
energy market were issued in 1968. Although
progress was made towards defining the priorities
for member states' domestic energy policies, for
almost 20 years little movement occurred towards
building a common market in energy. The EC
Commission's White Paper, issued in 1985, did not
expressly address the energy market However, in
1986, the EC Commission issued broad energy
objectives, including the need for "greater
integration, free from barriers to trade, of the
internal energy market with a view to improving
security of supply, reducing costs and improving
economic competitiveness."*? Accordingly, in 1987,
the EC Commission announced its intention to
draw up an inventory of the existing obstacles to a
unified energy market and to submit appropriate
proposals to progressively eliminate them by the
end of 1992. In May 1988, the EC Commission
completed its list of barriers®® and in July 1989
submitted its firstproposals to implement the
internal energy market Completion of the internal
energy market by January 1, 1993, is now considered
an integ};al part of the EC's internal market
program.

The major problem identified by the EC
Commission in its report on existing obstacles is the
tightly protected and partitioned European market
for energy products. The segmented energy market
results from (1) extreme diversity in both products
and end uses; (2) wide diversity in the size of
operators; and (3) a high degree of variation in
political traditions, taxation policies, and energy
resource endowments among the member states.
The cost of the fragmented market has been
estimated at between 0.5 to 1.0 gercent of EC GDP,
or 20-30 billion ECU per year. °® The removal of
existing barriers would result in reduced energy
costs to consumers, more competitive EC industry,
improvements in the structure of EC industry, and
increased security of supply.>®

" EC Council Resolution, 01 No. C 241 (Sept. 25, 1986)
outlines the EC's latest ener BOHCY objectives for 1995. These
objectives include hotizontal objectives that apply to the
energy sector as a whole, such as guaranteeing supplies,
reducing costs, and producing environmentally harmless
energy, and vertical objectives s;l)eciﬁc to energy subsectots,
such as oil, natural gas, solid fuels, etc. The gogrto ensutre a
secute supply of energy could be met through efforts to reduce
energy dependence and to improve diversity in energy
supplies, particulatly with respect to the need to find
substitutions for imported crude oil.

" EC Commission, Thelnternal Energy Market, Com (88)
238 final, May Z 1989.

2+ European Parliament, Report on the I nternal Energy
Market, Session Documents, Doc. A2-158/89 (Apt. 28,1989), p. 5.

" EC Commission, Panorama of EC Industry, 1989, p. 1_21.)

" Ibid.
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The EC Commission's report presents a
framework for action to eliminate the obstacles. The
first part of the four-part plan - application of the
White Paper-proposes to remove technical
barriers both by harmonizing rules and technical
norms and by opening up government
procurement®” This part of the plan also proposes
to remove fiscal barriers by approximating indirect
taxation (VAT and excise duties). Part 2 proposes to
apply provisions of EC law -

1. To ensure the free movement of goods and
services (for example, by, removing
import-license and certificate-of-origin
requirements, buy-national policies, and
rules setting special requirements for
exports or imports);

2. To regulate state-sponsored monopolies of
supply, transport, distribution, and
importing and exporting;

3. To enforce competition policy more strictly;
and

4. To discipline government subsidies ("state
aids") in each member state.

Part 3 of the program addresses environmental
protection and seeks to set emission standards for
combustion plants and to harmonize safety
standards. The major goals of the fourth part of the
plan are establishing more market-based and
transparent pricing schemes and ensuring an
adequate and optimally utilized infrastructure.
Followup studies on some of these issues are
planned 3e

Anticipated Changes

In July 1989, the EC Commission proposed a
package of four directives and regulations aimed at
creating an EC-wide market in energy. These four
measures are concerned with (1) procedures to
improve the transparency of natural gas and
electricity prices; (2) investment projects in the oil,
natural gas, and electricity sectors; (3) the right of
transit between integrated high-voltage electricity
grids in order to increase and liberalize trade; and
(4) the right of transit of natural gas in the
high-pressure transmission grid. The EC
Commission originally intended these proposals to
be implemented on January 1, 1990 (for the
regulation on investment projects), or by July 1, 1990
(for the remaining three directives), but the
concerns of industry and the member states have
slowed the process towards adoption. The four
proposed directives and regulations are discussed
in more detail below.

22 In 1988, the EC Commission proposed a directive on
procurement procedures for entities operating in the excluded
sectors, including energy. For a discussion of this directive, see
the Government Procurement section of this chapter.

3° The EC Commission plans to examine each of the
obstacles listed in the inventory and to report to the Council on
its findings. See Com (88) 238, p. 10 and Prosmitame of the
Commission for 1990, Jan. 10, 1990 pp- 5-6,15.

A fifth measure in the energy field proposed in
1989 instituted an EC-wide action program for
improving the efficiency of electricity use . >° The
action program would focus on coordinating
national initiatives in the areas of consumer
information, technical advice, demonstration
projects, and improving the efficiency of electrical
appliances and equipment and electricity-based
processes. The goal of the program is not only to
improve the efficiency of such products, but also to
encourage more energy-efficient behavior by
consumers and industry.

Transparency of Gas and Electricity Prices

Because of the segmented nature of the EC's
energy market, prices for natural gas and electricity
vary widely from country to country. The EC
Commission points out in its relevant
proposal - Draft Council Directive Concerning a
Community Procedure to Improve the
Transparency of Gas and Electricity Pnces Charged
to Industrial End Users*' - that energy price
transparency is an essential precondition to free
trade. The goal of the proposed directive is to make
available more information on prices to offer
consumers a clear choice both among different
energy sources and among different suppliers. In
order to improve price transparency, the directive
establishes procedures obliging natural gas and
electricity undertakings to collect details of prices
charged to a range of industrial end users and to
submit these price quotes biannually to the EC's
Statistical Office (SOEC), which will then publish
the information. All costs for collecting this
information are to be borne by the companies
themselves. The EC Commission argues that this
directive should put pressure on companies
charging the highest rates to reduce their prices in
order to remain competitive.

The major concern of member states about this
proposal has generally involved the confidentiality
of rate structures.*?> However, this concern, as well
as others, appears to have been addressed. Of the
four energy directives currently under discussion,
the price transparency directive enjoys the
strongest support and is antlclpated to be adopted
by the EC Council by June 1990. *® The next Energy
Council meeting is scheduled for May 1990."

Investment Projects

To meet the single-market goals of increased
efficiency and security of supply in the ener
sector, the EC Commission is seeking to move the

=* Council Decision of 5 June 1989 on a Community Action
ogramme for Improving the Efficiency of Electricity Use, 01 No. L
1570une 9,19  p.3Z
4" Ibid.
*t OfNo. C 757 (Oct 10, 1989), gp 7-14.
42 Peter Palinkas, 'The ECon t e Way to an Internal
2 Matket,' Intereconomtcs, (SeptetribetiOttober 1989),
43 Telephone conversation with an EC Commission official
in Brussels, Feb. 22, 1990.
" ‘Energy: Discussions on Price Transparency Move
Towatds an i};cord ' European Report, Novpﬁ)t 1989, p. 4-1.



EC countries away from national self-sufficiency to
self-sufficiency in energy for the EC as a whole. The
aim of the draft regulation on investment projects'
is to ensure the development of efficient energy
infrastructures and the optimal allocation of
resources at the EC level. Optimization of
investment should (1) provide greater security of
supply and flexibility; (2) require less investment
because of the need for a smaller safety margin; (3)
provide less risk of overcapacity; and (4) account
more carefully for environmental concerns.

Specifically, the regulation requires persons
and undertakings in the petroleum, natural gas, and
electricity sectors to transmit data on planned
investment projects to the member state on whose
territory the project is planned. Investment projects
for production, transport, storage, and distribution
are covered. This regulation introduces two major
changes to a similar regulation that was passed in
1972: ° (1) member states are now obliged to
transmit all project details to the EC Commission
immediately following completion of a feasibility
study, allowing time to make adjustments; and (2)
the EC Commission is now required to inform the
other member states of these investment projects
and to invite them to submit comments or propose
alternative solutions within 1 month. These
changes will permit the EC Commission to "propose
corrections" to the national authority, although
these changes would not be obligatory.
Furthermore, the new regulation obliges
confidential treatment not only of the information
forwarded but of all information circulated in
connection with the regulation's procedures.

Industry concern over this regulation focuses
on the problem of confidentiality, fears of ceding
investment planning to a national or EC
bureaucracy, and the difficulty in defining the
"Community interest"*” Because of these concerns,
the regulation did not enter into effect on January 1,
1990, as originally planned and is not anticipated to
be adopted by the EC Council during the first 6
months of 1990.*®

Transit of Electricity Through Transmission
Grids

Because barriers to trade limit intra-EC trade in
electricity (estimated at less than 4 percent of total
consumption™), some countries of the EC have

+° Draft Council Regulation Amending Regulation No. 1056/72
on Notifying the EC Commission of Investment I'roiects of Interest to
the Community in the Petroleum, Natural Gas and Electricity
Sectors, Com {89) 335, 01 No. C 250 (Oct. 3, 1989),
pp. 5-6.

> Council Regulation No. 1056/72, May 18, 1972, 01 No. L 120
(May 25, 1972), p. 7; and Regulation No. 1215176, Amending
Rei;ulalion No. 1056/72, May 4, 1976, Of No. L 140 (May 28, 1976),
p. L

*7 Palinkas, 'The EC on the Way," p. 252.

+° Telephone conversation with an EC Commission official
in Brussels, Feb. 22, 1990.

+° EC Commission, 'Information Memo: Towards
Completion of the Internal Energy Market,' July 12, 1989.

competitive excess capacity of electricity that goes
unused, whereas other EC member states find their
generating capacity can barely satisfy demand at
high costs.® As a result, the EC Commission
proposed a three-part approach to liberalizing
transborder trade in electricity. The three steps
include (1) improving prior notification and the
consultation procedure relating to future
investment projects in electricity generation and
transmission (which was addressed by the
proposed regulation on investment projects
discussed above), (2) creating the right of access to
high-voltage electricity transmission networks, and
(3) determining through newly established
consultative committees whether access to the
high-voltage grid systems by third parties should be
organized.

The proposed directive on the transit of
electricity through transmission grids°' addresses
the second stage of the three-part plan. Currently,
transfrontier transit between the large networks is
based on voluntary interutility agreements; > the
proposed directive would establish a legal
obligation to transfer electricity from one network
to another and a monitoring mechanism to ensure
compliance. In particular, the directive introduces
the modalities for applying the right of transit
between integrated high-voltage electricity grids,
whether or not these grids fall within the territorial
jurisdiction of the same member state. All requests
for transit with a duration of 1 year must be
communicated to the EC Commission and national
authorities. Negotiations to formulate a transit
agreement are conducted between the relevant
entities—the electricity producers and the entities
operating the networks. The transit conditions
specified in the agreement must be equitable and
should not include unfair clauses or unjustified
restrictions. The EC Commission and appropriate
national authorities must be informed of either the
conclusion of a transit agreement or the lack of an
agreement should 12 months pass from the date of
the original request for transit without an accord.
Interested parties are obliged to indicate the reasons
why an agreement could not be reached. If such
reasons are unjustified or insufficient, the EC
Commission may open proceedings under relevant
treaty provisions, either at the request of the
applicant for transit privileges or on its own
initiative.

" For a complete description of the EC's electricity sector,
see EC Commission, Increased intro-Community Electricity
Exchanges: A Fundamental Step Towards Completing the Internal
Energy Market, Com (89) 336 final , Sept. 29, 1989. For an
inventory of the existing obstacles to trade in the electricity
sector, see EC Commission, The Internal Energy Market, Corn (88)
238, May 2, 1989.

=+ Proposal fora Council Directive on the Transit of Electricity
Through Transmission Grids, Com (89) 336, 01 No. C 8 (Jan. 13,
1990), pp. 4-7.

52 Local distribution undertakings or individual consumers
cannot usually buy electricity from other countries. See EC
Commission, Corn (89) 336 final, p. 5.
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The third stay in the three-part plan to
liberalize trade in electricity proposes that
third-party access to the high-voltage transmission
grid should be considered as a further means to
reduce average electricity costs and increase
security of supply. Application of the "common
carriage principle' to the electricity market would
mean that energy consumers could purchase
electricity anywhere in the EC and be guaranteed
delivery through the transmission grids currentlgr
reserved for the national or regional monopolies. >
The EC Commission intends to examine whether
access of third parties (e.g., large industrial
consumers and electricity distributors) should be
organized, and if so, under what conditions. Two
consultative committees will be created to advise
the EC Commission.>*

The proposed directive on electricity
transmission, together with the price transparency
directive, face the least controversy and are
expected to be adopted by the EC Council by June
1990.5° Nevertheless, the requirement that electric
utilities abandon their exclusive ri&hts and agree to
fair tariffs remains controversial. > Some member
states are opposed in principle because they feel the
directive would interfere with their national en ergy
policies. Certain companies argue that tTie
open-access provisions would endanger their
long-term supl;_:ly contracts and, therefore, the
security of their supplies and that greater
competition would lead to more uncertainty over
future sales and higher investment risks. Because of
this adverse effect on long-term planning,
electricity undertakings claim that energy costs
could tend to rise rather than decline.®’

Transit of Natural Gas Through the Major
Systems

The EC Commission has taken a parallel
approach with the natural gas industry, which also
faces significant obstacles to trade, although
intra-EC trade in gas is substantially higher than
that in electricity.-- The EC Commission states that
'there is for practical and technical reasons no
competition between gas suppliers for sales to

as The "coaunon cartiage principle' refers to the ability of
third parties to mess existinJ% transportation networks on
payment of a reasonable tariff. ) ) B

" EC Commission, Increased | rani-Community Electri-ity
Exchanger.

"' Telephone conversation with an EC Commission official
in Brussels, Feb. 22, 1990.

as "Energy: Commission Presents First Plans for
Liberalising Trade,' European I ntelligence, July 1989, p. 4-6.

" Palinkas, "The EC on the Way,' Ip 53. For a discussion
of the viewpoints of both energy supply undertakings and
indus%/ users on common carnage, see European Parliament,
Doc. A2158/89, pp. 21-22.

" For a complete description of the EC's natural gas sector,
see EC Commission Towards Completion of the Internal Market for
Natural Gas, Com (89? 334 final , Sept. 6, 1989. For an inventory
of the existing obstacles to trade in the natural gas sector, see
E(llg(égmmissmn, The Internal Energy Market, Com (88) 238, May
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end-consumers anywhere in the Community. In
cases where competition from other fuels is not
particularly intense, there is a lack of competitive
pressure on gas suppliers to operate efficiently and
minimise [sic] costs." As a result, similar to the
electricity sector, the EC Commission has proposed
a three-part approach to increase competition
within the gas industry. The three stages in the plan
are (1) to promote an EC dimension to future
investments in the natural gas sector (which was
addressed by the proposed regulation on
investment projects discussed above), (2) to create
the right of access among gas companies to the
high-pressure gas transmission grids, and (3) to
consult regarding a system of third-party (e.g., large
industrial consumers and public distributors) access
to the transmission grid.

The proposed directive on the transit of natural
gas through the major systems® sets out the
modalities for enforcing the right of transit of
natural gas through transmission grids whether or
not on the territory of the same member state.
Negotiations for a transit agreement shall be
conducted by the bodies responsible for the grids
concerned; i.e., the gas companies. All other
procedures involving gas transit are regulated the
same way as in the directive on electricity
transmission.

Similarly to its proposal for electricity, the EC
Commission proposes to create consultative
committees to determine whether to introduce
third-party access to the transmission grid and, if so,
under what conditions. In fact, the EC Commission
has already estimated that the introduction of
common carriage in the gas sector would benefit the
EC b;rg_ 625 million ECII per annum by the year
2000.

As in the case of electricity, gas companies have
reacted against the proposed transit directive, citing
similar reasons for concern. These undertakings
have also complained that the gas sector should not
be singled out as was the electricity industry, since
intra-EC trade in natural gas far exceeds that in
electricity.” They argue that new regulations
should not be introduced since the system inplace
already operates effectively.e? Because of the
controversy, it is doubtful that the directive on
natural gas transmission will be implemented by
the member states by July 1, 1990g as originally
anticipated by the EC Commission. &

" Proposal for a Council Directive on the Transit of Natural Gas
Through the M gjor Systems,  Cotn (89) 334, 01 No. C 217 (Sept 213,

1989); ]%p 6-1

owards. Completion of the| nternal Market for Natural Gas,

Com (8%334g9ept 6, 1989, p.
01.( ; %%bs’idies Would Face the Glare as Well;
Atlantic Trade rt, Aug. 221989

, p- 3.
.2 "Enetgy:Freer Internal EC I\Rarket Could Close Doots to
Outside,' 1992 _ The External Impact of European Unification,
Nov. 17,1989, p. 7.
*a Palinkas, '"The EC on the Way,' ]fa 253; and telephone
conversation with an EC Commission official in Brussels,
Feb. 22, 1990.



Other Anticipated Developments

The EC Commission plans to address a broad
energy agenda in the time leading up to 1992. Some
of the proposed directives require followup
discussions and proposals, such as decisions on
common carriage in electricity and natural gas. The
EC Commission also intends to examine each of the
obstacles listed in the inventory of existing barriers
to trade and to report to the EC Council on its
findings. Some of the issues pending include
evaluation of the role of national monopolies, state
aid policiesg environmental issues,” and energy
efficiency. ®

For example, the EC Commission plans to report
on how to ensure that competition is not distorted
by state aids, predatory pricing, or other
anti-competitive practices. The coal industry could
come under considerable scrutiny. The EC
Commission's desire to discipline the use of state
aids leaves at stake certain vertical agreements
between coal producers and consumers. These
arrangements provide coal producers with a
long-term guaranteed market, enabling them to
maintain production capacities over a long period
while eliminating competition from other coal
suppliers and other forms of energy. These
agreements also provide users with a guaranteed
supply of coal regardless of market fluctuations,
although prices are often fixed at unrealistic levels.
The most noteworthy of these arrangements is the
German lahrhundertvertrag,," which requires that
electricity producers burn a certain amount of local
coal until 1995. Power stations are compensated for
using the higher cost domestic coal over other
supplies of energy by a charge (the "Kohlepfennig")
levied on electricity consumers. The German
arrangement has been the source of many
complaints, particularly by the French, whose
exports of less expensive nuclear-generated
electricity have been blocked by West Germany. °®
The EC Commission has also indicated that it plans
to pressure West Germany into phasing out or at
least reducing coal subsidies by 1993.°‘ National
aids such as those granted to the coal industry in
various member states have been authorized by the
EC Commission until 1993 and thereafter will be
subject to the proviso of a license obtained from the
EC Commission.e®

" In November, the EC Commission approved a
communication to the Council describing relationship of
energy and the environment. See 'Energy and Environment:
Commission Paper Finally Approved on November 29;
Eur(gjean Report, Dec. 1, 1989, p. 4-8.

Urdp a'list of future activities in the energy sector planned
by the EC Commission, see EC Commission, Programme of the
ammission for 1990, Jan. 10, 1990, p. 15.

" A recent agreement between West Germany and France
should ease French opposition to the Getman policy in retutn
for West Germany's promise to inctease imports of French
nudeat powet. See "Enetgy: Freer Internal EC Market Could
Close Doots to Outside,' p. 7; and "Patis and Bonn Do Deal on
Energy Policies; Financial Times, Nov. 17, 1989, p. 2.

$" See "Paris and Bonn Do Deal" p. Z ot "ﬁnergy Subsidies
Would Face the Glare as Well; p. 3.

" European Patliament, Doc. A2-158/89, p. 15.

In the area of environmental concerns, the EC
Commission is expected to make a decision
regarding whether to retain a 1975 directive limiting
the use of natural gas in electricity generation.
Environmental groups propose to repeal the
directive in order to encourage construction of new
gas-fired capacity and to provide a disincentive to
using highly polluting coal-fired power. ® Also
under discussion is an EC-wide energy tax, whose
aim would be to cut consumption and make energy
prices better reflect environmental costs?" These
are just a few examples of issues still pending.

Possible Effects

The EC Commission's efforts to forge an
internal energy market in one of the EC's more
tightly protected industry sectors are slowly
moving forward. Strong opposition from member
states to open energy markets has led the EC to take
a step-by-step approach aimed at avoiding
confrontations with national governments. As a
result, completion of the internal energy market
could be a long, arduous process. Member states
have already expressed opposition to the four
proposed directives, citing unwelcome interference
from Brussels in their national energy policies, as
well as concern that national energy industries
could suffer from cheaper sources of sitx. " The
achievement of the objectives of the in energy
market will require coordination of national energy
policies, especially price and tax policies.
Harmonization of technical standards,
environmental protection, safety requirements, and
VAT and excise duties are all required to achieve
this common marketer Controversy surrounds all
of these areas targeted for change.

The eventual implementation of the internal
energy market is expected to produce a more
competitive environment, causing restructuring
within the energy sector and ultimately, the
restructuring of industry itself. U.S. industry is
carefully monitoring this proceA.” All companies
operating in the EC will ultimately benefit from the
greater freedom to choose among the types of
energy consumed as well as suppliers. The
petrochemical industry established in Europe
already anticipates large cost savings from the
internal market process, particularly in the energy
area. For example, Dow Europe—the subsidiary of
Dow U.S.A.—estimates overall annual savings of

" 'Energy: EEC Ministers Tackle Singlle Market, Electricity
Efficiency arid Refining Costs,' European intelligatce, May 1989,

"' See 'Brussels Draws Up Proposals on Energy
Efficiency," Financial Times, Dec. 4, 1989, p. 6, ot Eutopean
Partliament, Doc. A2-158/89, p. 9.

7 For example, see 'Eneriy: Work Continues Into the
Possibilities of the Common Catrier; European Report,
Nov. 21, 1989, p. 4-8.

72 Peter Palinkas, "The EC on the Way," p. 254, and
European Pazijam eshDoc. A2 158489 1. 22723

Manufacturer's Association representative, Jan. 23, 1990.
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approximately $50 million, roughly 1 percent of
1988 European sales, which could double if savings
realized by energy deregulation are included.
Because petrochemicals is one of the most
energy-intensive industries, a unified energy
market should have a relatively greater impact on
this sector.”

Other sectors should also benefit from EC
efforts to implement the internal market for energy.
Opportunities for U.S. energy firms providing
energy systems, equipment, and technblogy could
increase. Diversification of energy sources to lessen
dependency on single fuels and suppliers, concern
about conservation and the environment, and the
shift away from nuclear power have already
prompted new projects or plans for reorganization
in the energy sectors of member countries a
should create opportunities for U.S. suppliers.
However, government procurement liberalization
will also play a key role in determining the extent of
U.S. participation in the EC's energy industry.

U.S. exports of coal should also benefit from the
EC's energy policy objectives. For example, one EC
goal is to reduce dependence on imported oil and
promote the use of alternative energy sources, such
as coal and natural gas. Also, the desire of certain
member states to reduce their USCof nuclear energy
has led to a rise in the use of coal.”®

Of the proposed energy directives, the one on
transparency of gas and electricity prices is
considered one of the more applicable to U.S.
interests. For example, U.S. exports of coal to the EC
could be directly affected. (See analysis below.)
Also, the directive could have implications for
opening up government procurement markets.
Under the relatively closed procurement regime
now in place in the EC, high procurement costs
contribute to the relatively high cost of energy. The
price transparency directive should make apparent
to consumers how high energy prices actually are
and should put pressure on energy entities to lower
procurement costs. In turn, support should grow for
the liberalization of public sector markets."

*EC92 No Fortress for Chemical Trade," Chemical
Marketing Reporter, Nov. 13, 1989, p. 16.
" U.S. Department of Commerce, EC 1992: Growth Markets,
September 198% p. 55.
" Ibid., p. 50
" Telephone conversation with NEMA representative,
Jan. 23,1990.
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Transparen(éy of Gasand Electricity Prices
om (89) 33Z Final)

U.S. Exportstothe EC

The United States exports neither natural gas
nor electricity to the EC; however, U.S. exports of
relatively inexpensive coal could increase if the
directive on price transparency is adopted. Greater
transparency of gas and electricity prices could lead
better informed energy consumers to pressure
member governments to eliminate or reduce state
subsidies. It could also lead them to pressure gas and
electricity undertakings to rely on cheaper energy
sources. The United States is the world's leading
producer of coal and is a major supplier to the EC
market; however, U.S. coal exports will also have to
successfully compete with other fuels for a larger
share of the EC market

Diversion of Trade to the U.S. Market

This directive will not affect U.S. imports of
energy products. The EC market for energy is
currently tightly protected. Because the aim of the
price transparency directive is to pressure gas and
electricity companies into lowering their rates and
demanding cheaper energy inputs, the EC is likely
to increase imports of relatively inexpensive coal,
including U.S. coal. Therefore, the directive is
unlikely to block imports of energy into the EC that
could be diverted to the U.S. market Furthermore,
the linitt...1 States is a net exporter of coal and
imports only small amounts of coke from Canada
and Japan.

U.S. Investment and Operating Conditions
in the EC

This directive should have little or no effect on
U.S. investment in the EC's energy industries, since
they are predominately state owned or
monopolistic. Even in those energy areas in which
private multinationals operate, such as oil and gas
exploration and production, the directive will have
little impact However, it should provide companies
operating in the EC with more consistent energy
prices on a country-by-country basis.

U.S. Industry Response

The directives dealing with energy policies are
being closely followed by the U.S. coal industry.
Industry sources indicate that state subsidies for
coal in the EC have hampered efforts by U.S. coal
producers to increase exports of lower priced U.S.
coal to EC utilities. U.S. coal producers could
experience an increase in demand for coal;
however, there will also be an increase in the level
of competition from rival fuels, such as heavy fuel
oil and nuclear power.
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CHAPTER 5
FINANCIAL SECTOR

The 1992 program for financial services has
raised interest and concern in the United States. EC
capital marketsand financial finnsarelikely to
becomerelatively more competitive and efficient.
Liberalized and open financial and capital markets
in the EC should create potential business
opportunitiesfor U.S. financial servicesfirms.
Reciprocity provisions areincluded in thefinancial
services dir ectives, however, and the application of
the Community'sreciprocity policy may have the
]gffect of restricting future market accessfor U.S.
irms.

Developments Covered
in the Initial Report

Background and Anticipated Changes

The Treaty of Rome set forth the free movement
of services and capital astwo of its principal
objectives. However, barriersto the freedom of
capital movements, to cross-border tradein
financial services, and to the freedom of
establishment for financial servicesfirms have
restricted thefull financial integration of theEC
market. With the adoption of the White Paper on
Completing the Internal Market and the Single
European Act, the EC set out to createa single
financial market.

Thefinancial servicesdirectives, in conjunction
with the capital movements dir ectives, are intended
to havethree broad effects: (1) toliberalizethe
financial services sectors; (2) to benefit the
individuals and finns that consume such services;
and (3) to increase the discipline of market forceson
the monetary and fiscal policy of member states.

The approach of the EC has been to harmonize
essential standardsthat apply to financial services
firmsregarding authorization, supervision, and
prudential rules and to provide for the mutual
recognition of home-country control on the basis of
those har monized rules. Under thisregulatory
regime, financial servicesfirmswill be ableto
oper ate throughout the EC with a single license.

The approximately 30 financial sector directives
apply to banking, securities, insurance, and the free
movement of capital. The Capital M ovement
Directive providesfor thefull liberalization of all
capital movementsasof July 1, 1990. The core
banking directiveisthe Second Banking Directive,
which introducesthe single banking license and
which isdeemed by the EC to be " essential” to
achieving theinternal market. The Own Fundsand
Solvency Ratio Directives deal with the capital
adequacy of banks and will be implemented
simultaneously with the Second Banking Directive.

A bank with a singlelicense, including an EC
subsidiary of a U.S. bank, will be ableto undertake
banking and securities activities throughout the EC
either through branching or through the
cross-border provision of services.

Thelnvestment Services Directiveisthe core
directivefor securitiesfirms. It ismodeled on and
complementsthe Second Banking Directive. The
directive would introduce the single license and
providefor the mutual recognition of home country
control for securitiesfirms. Other important
securities dir ectives coordinate rules on mutual
funds, insider trading, and public-offer
prospectuses. Once an investment firm hasa single
license, it can sdll its services throughout the EC.

Thetwo main insurance directives deal with the
freedom of cross-border servicesfor lifeand nonlife
insurance. The Second Nonlife I nsurance Directive
providesthat firms can sell nonlife insurance across
borderstoindustrial and commercial customerson
the basis of home-country control. The Second Life
Insurance Directive would provide that firms can
@l lifeinsuranceto individuals on the basis of
home-country control when an individual in one
member state seeksto buy lifeinsurancein another
member state.

Possible Effects

The 1992 program for financial services creates
opportunitiesaswell as challengesfor U.S. firms.
Although most of the necessary directivesin this
area, asoutlined in the White Paper, have been
proposed and many have been adopted, a host of
definitional and inter pretive uncertaintiesremain.
Asmorefinal directivesare adopted and as national
gover nments begin to implement the directives, the
pet effect of the financial servicesdirectivesin the
EC, in individual member states, and in therest of
theworld should become clearer.

Developments During 1989
Banking

The Second Banking Directive

With the adoption of the Second Banking
Directivein December 1989, the Eur opean
Community has set in place a regulatory regimethat
should, over time, lead to and facilitate the creation
of asingle banking market in Europe.’ The directive
introduces both product and geographic
liberalization. After January 1, 1993, EC bankswill
be ableto do a wide range of commercial and
investment banking business throughout the
Community. The adoption of thisdirectiveis seen
by the EC as symbolic of itscommitment to
economic integration, to mutual cooper ation and to
mar ket forces. Compared to the U.S. banking

' See Second Council Directive (89/646), 01 No. L 386
(Dec. 30, 1989), p. 1.
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market, which legally limits interstate banking and
separates commercial and investment banking, the
European banking market should become relatively
more open and unified.

The Second Banking Directive relies on the
concept of the single banking license. Once an EC
bank has a single license, it can then do business
throughout the 12 member states. A single license is
available to EC banks and EC subsidiaries of
third-country banks. In other words, the subsidiary
of a U.S. bank could get a single license, whereas a
branch could not. The range of activities that can be
done with a single license includes merchant and
investment banking activities, such as
underwriting and advising on mergers and
acquisitions, as well as traditional commercial
banking activities. The annex to the directive
contains a list of the activities that are covered by the
single license.

The single license is made possible because the
EC has harmonized essential rules regarding the
authorization and prudential supervision of banks.
These common rules mean that all banks that are
authorized in the EC are subject to the same basic
regulatory requirements. The Second Banking
Directive provides for the mutual recognition of
home-member-state control on the basis of the
common rules. Under the mutual recognition
principle, if a bank is authorized in its home
member-state in accordance with the Second
Banking Directive, then another member state must
permit such a bank to do business in its territory. In
other words, the host member-state must ize
that a bank with a single license is authorized
supervised by the home member state, even when
banking activities are carried out in the host
member state.

Along with the harmonization of certain
essential standards in the Second Banking
Directive, the EC adopted two measures in 1989
regarding the capital adequacy and solvency of
banks. The Own Funds Directive sets forth common
criteria for determining the composition of a bank's
capital.” The Solvency Ratio Directive sets forth a
minimum ratio of own funds in relation to certain
risk-adjusted assets and off-balance-sheet items. 3 It
requires banks to hold capital equivalent to 8% of
risk-weighted assets.” These two directives are
central to the prudential supervision of banks with a
single license because they measure and ensure the
financial strength and stability of EC banks. In a
single banking market, common capital adequacy

16"" See Council Directive 89/299, 01 No. L 124 (May 5, 1989),
p.

p- 14
* The capital adequacy provisions follow international
standards developed by the Basle Supervisor's Committee of
the Bank for International Settlements. The United States
participated in the work of the Basle Committee and has

§enerally introduced the international standards in the United
tates.

" See Council Directive 89/647, 01 No. L 386 (Dec. 30, 1989),
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and solvency requirements should facilitate mutual
recognition of home-country authorization and
prudential supervision, and reduce distortions of
competitive advantage that might have occurred if
EC banks were subject to varying capital adequacy
regimes.

The mutual recognition principle will create a
regulatory environment wherein EC banks with a
single license, including subsidiaries of U.S. banks,
can freely sell their banking services throughout the
Community, either by establishing branches in
other member states or by selling their services
directly across borders without utilizing a branch.
The host member state may not require
authorization nor endowment capital for branches
of EC banks with a single license. Moreover, the
Bank Branch Disclosure Directive, which was
adopted in February 1989, provides that the host
member state may not require the publication of
annual branch accounting documents. ®> These
restrictions on host-member-state regulatory
powers effectively eliminate barriers that various
member states have used to limit the market access
of banks that were established in other member
states.

Notwithstanding these restrictions, however,
the host member state may establish conditions
under which, "in the interest of the general good," a
branch of a bank with a single license may operate.
Also, the host member state, in cooperation with the
home member state, is responsible for supervising
the liquidity of branches and ensuring that
institutions take steps to cover risks arising out of
open positions on financial markets in the host
member-state. Moreover, host member states are
responsible for measures resulting from the
implementation of their monetary policies.
Ultimately, the development of the single banking
market and the benefits of the single license will
depend on good-faith cooperation between the
regulatory authorities in the home and host member
states.

The Treatment of Third-Country Banks

U.S. banks that have established subsidiaries in
the EC prior to January 1, 1993, should generally
benefit from the potential opportunities in the
single, integrated market to the same extent as
EC-owned banks because the Second Banking
Directive recognizes the grandfather rights of
existing and duly authorized subsidiaries. U.S.
banks that seek to establish a subsidiary and to
obtain a single banking license after the Second
Banking Directive has become effective will be
subject to the EC's reciprocity policy.

Access to the single market after January 1, 1993,
will be contingent on whether EC banks receive
"national treatment and effective market access" in
the third country concerned. Under this policy, the

" See Council Dirativc 89/117, Of No. L 44 (Feb. 16, 1989),
P- 40.



EC will belooking to seethat EC banksreceive
genuine national treatment that really worksin
practice (i.e., dgjure and defacto national
treatment). If the EC determinesthat thethird
country does not provide genuine national
treatment to EC banks, then requestsfor banking
licenses from banks of the third country could be
suspended pending negotiations. Since the United
States provides genuine national treatment to EC
banksin the United States (although some state
banking laws may adver sely effect foreign banks), it
isnot likely that U.S. b%nkswould be subject tothe
suspension procedure.

However, even if athird country isfound to
provide genuine national treatment, the EC may
seek negotiationsin order to obtain treatment for EC
banksin thethird country " comparable to that
?ranted by the Community to credit institutions

rom that third country." It isunder thislatter
procedur e that the EC could seek to negotiate with
the United States. The negotiations would seek to
obtain " compar able competitive opportunities’ for
EC banksin the United States, which could include
theright to sell commercial and investment banking
services throughout the United States on the basis
of asingle authorization? Such negotiations may be
difficult because U.S. banking laws generally limit
inter state banking and separ ate commercial and
investment banking.

The singlelicense and thereci rocity&?e(glicy
apply to EC subsidiaries of U.S. banks. The Second
Banking Directive does not apply to branches of
U.S. banks. Branches of U.S. bankswill continueto
beregulated by the First Banking Directive, which
leaves the member statesfreeto provide for
third-country branches under their national law,
but providesthat such branches may not enjo
"morefavorabletreatment” than branchesof E
banks. Therefore, branches of U.S. banks may be
subject to requirementsregarding authorization,
endowment capital or annual branch accounting
documents, for example, depending on the law of
the member state concer ned.

In thefuture, the EC may seek to provide
uniform treatment to third-country branches
throughout the Community on the basis of
reciprocity. Moreover, the EC may seek to ensure
that third-country branchesdo not receive " more
favorabletreatment” than branchesof EC banksin
order to correct possible distortions of competitive
advantage that might occur if third-country

° It should be noted that onr}an. 29, 1990, U.S. Senate
Banking Committee Chairman Donald W Riegle, Jr.,
introduced the Fair Trade in Financial Setvices Act of 1990,
which would, if enacted, provide that national treatment
include 'the same competitive opportunities (includin,

effective matket access)." The bill, S. 2026, would seek to ensure
that U.S. financial firms receive de jure and de facto national
treatment abroad.

7 In a speech to the Overseas Bankets Club in London on
Feb. 5, 1990, Sir Leon Brittan, Vice President of the EC
Commission, stated that the EC would seek to negotiate
regarding restrictive U.S. banking laws, including the
Gl%ss-Steagall Act.

branches wer e subj ect to less burdensome
regulation than branches of EC banks.

Possible Effects

U.S. Exports to the EC

Asthefinancial sector providesa service,
commodity exportsin thetraditional sense do not
occur . Although financial activitiesmay originatein
the United States, financial services by U.S.-based
firms generally appear to be provided through
branches or subsidiaries established in the EC.
Thereare no good data that accurate%quantify the
amount of feesor revenues generated by U.S.-based
financial servicesfirms operating in the EC from the
United Statesor in the EC directly. However, the
Bureau of Economic Analysis (BEA) reportsthat fees
and commissions gener ated by U.S. banks and
brokeragefirmsin the EC were estimated at $1.27
billion in 1988; during thefirst half of 1989 the
receipts were $802 million, up nearly 60 percent
from $502 million over the same period in the prior
year.- U.S. banksdirect investment position in the
EC at year end was estimated at $5.83 billion, up
dightly from $5.77 billion in 1987.a

Diversion of Trade to the U.S. Market .

Industry sources did not indicate that any
diversion of trade would occur tothe U.S. market as
aresult of implementation of these directives. As
financial marketsare restructuring and becoming
increasingly global, the flow of funds between
countriesiscurrently relatively unrestricted. Banks
from the EC, the Far East and other world regions
have had long established operationsin the United
States. Since the integration of the Eur opean
Community should enhance the opportunity for
U.S. and non-EC firmsoperating in the EC, it is
unlikely any significant amount of trade will be
diverted to the United Statesasa result of the plan.
Banking in the United States has become intensely
competitive. Although therewill continueto be
new entrants, the EC plan does not appear to bethe
catalyst

U.S. Investment and Operating Conditions
in the EC

It isdifficult to anticipate how investment and
oper ating conditionsin the European Community
will be affected by the 1992 banking, program. The
1992 banking program removes significant barriers
to market accessin the 12 member states, ther eby
enabling a bank with a singlelicenseto sell awide
range of banking services throughout the European
Community. In the single banking market, U.S.

* Estimates based on BEA data. )

© Periodically, the Survey of Current Business, a publication
of the BEA, provides statistics on the U.S. international
investment position, measuring the stock of U.S. assets abroad
and of foreign assets in the United States. The BEA indicates
their measurement is not entirely accurate as it is based on
information subject to being outdated, incomplete, or based on
misreported data on intetnational balance-of-payment flows.
Nevertheless, the data provide an indication of the magnitude
of assets abroad.



banks should generally face the samepotential
Oﬁ:)ﬁortuniti% and challenges as EC banks.
Although therearemore U.S. banksin the EC today
than in 1985, a number of large U.S. banks have
withdrawn from the EC market and many others
have restructured and limited their activities. The
1992 banking program does not aﬁpear to have
significantly altered U.S. activity in thisregard.

An integrated and dynamic Community
banking market is expected by the EC to evolve over
time as market for ces effectively prompt a
conver gence of member stateregulatory systems. At
the sametime, the competitive conditionsin the EC
banking market are being influenced by new
computer and telecommunications technologies
and a global trend toward the deregulation of
financial markets and services. Many pnvate sector
representativesfrom U.S. and EC banksview the
developmentsin the EC aspart of a global process of
consolidation and restructuring in thetinancial
markets, with the EC integration plan hasteniqg the
changes that have been gradually occurring.

Thenew regulatory environment is built on
coor dinated capital and licensing requirements,
common prudential rules and disclosure
obligations, and regulatory cooper ation between
the supervisory authorities of the member states.
The system isintended to promote the stability of
theintegrated financial market and to provide
transparency and compar ability for consumers,
investors and regulators. Firmswill befreeto
innovate and their servicesin thesingle,
integrated market; at the sametime, firmswill face
%reater competition in new markets and at home.

reater competition will put pressure on operating
and profit marginsand a degree of consolidation is
expected.

Market Access of Third-Country Banks

Two issues areraised by the EC'sreciprocity
Bolicy: thefirst issueiswhether third-country
anking licenses will be subject to any limitation or
suspension; the second issue iswhether and to what
extent the EC will negotiate to obtain " compar able
competitive opportunities’ for EC banksin thethird
country concerned.

The" national treatment and effective market
access' standard contained in the Second Banking
Directive hasreduced concernsthat U.S. banks
might be subject to discriminatory treatment !
Moreover, the directive expressly recognizesthe
grandfather rights of existing EC subsidiaries of
third-country banks. The directive providesthat the
reciprocity provisions do not apply to duly
authorized subsidiaries or to the acquisition of an
interest in an EC bank by such a subsidiary.
However, some U.S. bankers are uncertain whether
the Community'sreciprocity policy will apply if

1° Conversationswith bankersin Europein January 1990.
" Conversationswith U.S. bankersin the United States
and Europein December 1989 and January 1990.
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theK undertakea corporate restructuring or merge
with another firm. ™

After January 1, 1993, the market accessfor U.S.
banks may berestricted by the application of the
EC'sreciprocity policy. The EC has stated that they
would deter mine whether EC banksreceive
" genuine national treatment” or "dejureand de
facto national treatment” in thethird country
concerned. Even though U.S. policy providesactual
national treatment to EC banks (although some state
banking laws may adver sely effect foreign banks), it
remainsto be seen how the EC will defineand
interpret " effective market access." Although every
indication suggeststhat the EC will befair and
reasonablein itseffort to open foreign markets, U.S.
firmsand the U.S. Government have lingering
concerns and will no doubt carefully follow the
implementation of the EC'sreciprocity policy. **

The other issueraised by the EC'sreciprocity
policy isthelikelihood that the EC will seek to
negotiate to obtain " compar able competitive
opportunities’ for EC banksin third countries. The
EC will prepare periodic reportson the treatment of
EC banksin third countries. Thereafter, the EC may
initiate negotiations to open a foreign banking
market to EC banks. In particular, the EC will
negotiate with countriesthat do not provide
" effective market access comparableto that granted
by the Community to credit institutions from that
third country." Thisprocedureisintended by the
EC to open foreign banking markets, and it has
already prompted a reexamination of home country
regulatory systems by the United States, Japan, and
EFTA nations, for example. Such countriesare
looking at their own regulatory system with a view
to maintaining the global competitiveness of their
own banking firmsand financial industry.

Dueto the uncertainty about future market
access, aswell asother broader developmentsin the
global banking marketplace, somefirmsare
considering whether it isadvisable and feasibleto
establish a banking subsidiary in the EC prior to
1993. Despite theincentivetoinvest in a subsidiary
prior to 1993 in order to benefit from " grandfather
rights,” many U.S. banks are not presently prepared
to commit the resour cesto the European market,
and they may be adver sely affected by the EC's
reciprocity policy if they seek to do businessin the
EC after 1992.

For similar reasons, many other third-country
firms are considering whether it isadvisable and
feasible to establish an EC banking subsidiary

12 Conversations with French, German, and British
bankersin January 1990.

2 The United States Government has continuing concerns
about how the EC will interpret and apply itsreciprocity
policy. See, eg., Honorable David C. Mulford, Treasury Under
Secretary for International Affairs, Statement before the House
Banking, Finance, and Urban Affairs Subcommittee on
Financial I ngtitutions Supervision, Regulation, and Insurance
(Sept. 24 1989). See also, Europe 1992,arep0rtoftheAdvisor§/
Committee for Trade Policy and Negotiations (November 1989).



prior to 1993 to avoid therisk of being adversely
affected by the EC'sreciprocity palicy.

Japanese banks have been concer ned because
the EC has emphasized that itsreciprocity policy is
intended to open foreign markets, including the
Japanese banking market in particular. Japanese
banks have encountered some barriersin
establishing operationsin the EC. However,
industry sourcesindicate that Japanese banks have
been ableto enter the market, and increase their
mar ket share significantly in certain sectors.
Japanese banks have been reviewing their
organizational and operational structurein Europe
for various reasons, including the per ception that
Japanese banks arethe main target of the EC's
reciprocity policy, and the need to service
increasing Japanese investment in Europe and the
increasing economic liberalization in Eastern
Europe. For example, the fourth-largest Japanese
bank is considering expanding its operationsin
Frankfurt and making that city its European
headquartersas opposed to its L ondon office which
isfour timeslarger in termsof employees. * A
spokesman for the bank stated this move may be
made because of the growing importance of Eastern
Europe and a decision later thisyear would be based
on continuing developmentsin theregion.

In addition to reviewing their existing banking
operationsin the EC, individual EFTA nations have
taken a different approach. For example, Sweden
and Norway have indicated a willingnessto
consider adopting the provisions of the Second
Banking Directive and the Solvency Ratio Directive
in their respective national laws with a view to
extending the principal of mutual recognition of
home-country control in the future. In other words,
the single license concept could be extended to
certain non-EC countries by agreement. Another
example, which might serve asa model of future
EC-EFTA cooperation in the financial services area,
istheproposed EC-Swiss Non-Life Insurance
Treaty. If approved, it would provide for the mutual
][_ight of establishment for Swissand EC insurance
irms.

Organizational and Operational Conditions

The potential benefits of a single license will
probably encourage U.S. banksin Europeto operate
through a subsidiary even though the capital and
tax costs may berelatively higher. Although the
Second Banking Directive introduces the possibility
of univer sal banking throughout the Community,
no one expects all banksto enter all product and
geographic markets. Industry sourcesindicated that
some economies of scale should berealized asbanks

+ Conversations with French attorney and British
management consultant in January 1990.

° Conversations with German and British bankers in
January 1990.

consolidate their back office and marketing
operations, for example, and sell their serviceson a
cross-border basisor through branchesthat no
longer need separ ate authorization, endowment
capital or branch accounting documents. * While
bank executives could not quantify the direct
savingsthat might be achieved asa result, one
individual with amajor U.S.-based bank estimated
that operating expenses could decline 15 to 20
percent asresult qf the consolidation of some
activities after 1992, 1

Competition

Theliberalization of the banking sector should
increase competition in the marketplace, ther eby
benefitting consumers. New market entrantsand
the potential threat of new entrants should force
banks, including those banks with vast branch
networksthat virtually ensure sizable market share,
to offer awider array of products at more
competitive prices. Moreover, in order to protect
consumer s and to encour age competition in the
banking sector, the EC Commission has been taking
action against hidden and variable charges
concer ning consumer creditle and interbank
agreementson interest rates, for example. In this
new and competitive market, banks may chooseto
expind broadly or they may focus on specialized
mar kets.

Thewholesale or institutional market has been
largely gﬂoba]ly competitive, whereastheretail
mar ket has been less so. Most of the increased
competition will befor market sharein what are
expected to be new and growing markets, especially
for individuals and small- and medium-sized firms.
Asaresult, even though theretail market issaid to
be generally overbanked, ¥ it is precisely this
mar ket wher e the Cecchini report on the effects of
the 1992 program expects the greatest net welfare
gain.

EC and non-EC industry sour ces notethat at
present the only true pan-European retail bank
with operations throughout the EC is U.S.-based
Citicorp.= The bank has been building aretail
banking network in Europefor over a decade and
over thelast 5 five years has experienced gver seas
revenue growth of over 20 percent a year.?' Given

1 Conversations with French, German, and British
bankers in January 1990.

"7 Conversations with British bankers in January 1990.

" See Council Directive 90/88, 01 No. L 61 (Mar. 10, 1990),
p. 14.

'* For example, in 5 European countries alone, there were
145,000 brar.:hes as compared with 102,000 in the entire United
States and 42,000 in Japan. See Professor Luigi Coccioli,
Chairman, Banco di Napoli, Rome, Italy, Testimony before the
House Banking, Finance, and Urban Affairs Subcommittee on
Financial Institutions Supervision, Regulation, and Insurance
(Sept. V, 1989).

" Conversations with United States, French, German, and
British bankers in January 1990.

2! See Sylvia Nasar, 'America Still Reigns in Services,’'
Fortune, June 5, 1989, p. 68.
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the need for local expertise and personnel necessary
to build a successful client relationship, Citicorp's
strategy hasfocused on developing a local image
and as such only about 2 percent of its overseas
branch managersor executivesare U.S. citizens.

U.S. and EC banks have an opportunity to
expand their activitiesin each national market
where financial products, such as money-mar ket
accounts, variable rate mortgages or credit cards, for
example, are unavailable or under utilized. Citicorp
has been successful in expanding itsretail
operationsin the EC and should be ableto pursuea
wider range of commercial and investment banking
activitiesthrough its branch network after 1992.

The level of consumer use of credit servicessuch
asmortgage lending and credit cards hasvaried
significantly in the EC. In the United Kingdom
consumerstend to use credit cards morethan they
doin France or West Germany. In France, debit
cardsarealso used whilethe Eurocard or cash is
most common in West Germany. Banks can exploit
these opportunities by marketing their services
directly throughout the EC, by establishing,
expanding, or acquiring a branch network, or by
linking up with suitable partnersin a similar or
complementary product or geographic market In
other words, firms can expand on their own in
either broad or specialized markets, or they can
cooper ate with other firmsand sell each others
productsin their respective markets.

EC and non-EC industry representatives expect
that in the next several yearsonly a few banks will
try to dominate the retail banking businessthrough
an EC-wide presence. Theretail market is
considered to be overbanked in France, West
Germany and the United Kingdom, whereasthe
mar kets of southern EC countriessuch asltaly,
Greece, Spain, and Portugal might be developed
further upon implementation of the 1992 banking
program.*? Asaresult, many banks may choose to
target select product or geographic markets.

U.S. banks have ear ned a global reputation as
innovator sin developing new financin
techniques such as asset-based securities, an
option and hedging techniquesand in relying on
new computer and telecommunication techn-
ologies. While U.S. firms have had a long history of
developing new products and stressing analytical
researc.h, EC firmsin general arein the early stages
of growth. Industry sour ces expect that U.S.
banking firms should be able to capitalize on their
strength in specialized product markets after the
implementation of the EC 1992 plan.

J.P. Morgan's strategy has been to concentrate
on developing businesslocally through strong
client relationships while maintaining a quality
image by specializing in areas such asprivate

1* Conversations with U.S. and European bankers in
January 1990.
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banking, providing financial advice and arrangin
sophisticated mergersfor major corporate an
sovereign clients. Diversification by engaging in
other investment services has brought mixed results
for the firm. Morgan purchased a successful French
brokerage firm, Nivard-Flornoy, in preparation for
1992. However, J.P. Morgan Securities, a subsidiary
in London, experienced lossesin the highly
compz%titive government bond market in 1987 and
1988.

Notwithstanding the benefits of the single
license and the potential opportunities of
expanding a branch network or exploiting a
specialized product market throughout the EC on a
services basis, many residual regulatory, structural,
customary, cultural and tax barrierswill hinder the
development of atruly integrated banking market.
Individual consumers may prefer dealing with a
local bank and may resist new and unfamiliar
financia]fproducts. For these reasons, banks ma
chocIJ(seto ind suitable partnersin potential growt
markets.

Concentration, Mergers, and Acquisitions

Theactions of EC banksin responseto the 1992
program isoneindication of how the competitive
condition in the EC banking market will evolve.
Whether a bank choosesto expand broadly or to
focus on a specialized market, one key will be
having an effective distribution system in the
targeted market. For thisreason, many firmsare
linking up with firmsin other markets.

Themajor banksin the United Kingdom are
rethinking their strategiesin light of the EC
integration plan. In 1989 Midland Bank, the third
largest bank in the United Kingdom, announced
that in preparation for 1992 it would focus on
wholesale banking. It recently purchased a
controlling interest in Euromobilaire, aleading
[talian merchant bank, and also has ma{(orlt stakes
in German, Swissand French banksthat are
involved in investment banking activities such as
cor por ate finance, treasury oper ations,private
banking and asset management.. National
Westminster, the United Kingdom's second-lar gest
clearing bank, has expanded through acquisition,
but isalso consderln%(growmg by tailoring its
services to specific markets such as personal and
cor por ate banking, leasing, and insurance
brokering.

Major banksinvolved in broad-based banking
activities ar e also developing specializations.
Deutsche Bank, for example, recently started a new
British fund management businessto provide
services to British subsidiaries of German
companies, and to British companies as a specialist
manager of international bond fundsand European
equity portfolios.

~ While U.S.-based Citicorp has been successful
in developing itsretail banking operations

" 1.P. Morgan Raises the Stakes in Europe," Financial
Times, Nov. 9, 1989, p. 28.



throughout Europe, industry sour cesindicate that
commercial or corporate activities have proven to be
mor e successful for most U.S. banks and investment
firms.2* Initial wide-ranging services have been
scaled back and the current cor porate strategy isto
provide " niche" or very targeted banking and
investment services. For example, one U.S.-based
investment services company hasfocused on trade
financing, while another firm has emphasized
cor por ate finance. EC and non-EC sour ces
anticipate a continuing trend toward smaller, more
consolidated operations.”” For example, one
U.S.-based bank that 5 year s ago had the
third-largest network in terms of officesin the EC
has closed or sold all but three of its EC offices.

Several West German banks apdpear to be
positioning themselvesto provide a wider array of
retail and merchant banking services by purchasing
existin]q banking operationsin other countries. For
example, Deutsche Bank, the largest bank in West
Germany hasacquired or increased its position in
banksin Holland, Italy, Portugal, and Spain. In
1986, Deutsche bought Bank of America's
100-branch Italian network for $603 million.
Deutsche has also diver sified by purchasing
Morgan Grenfell, a British merchant bank, and
moving into management consulting and life
insurance. During 19B8 Deutsche Bank led in terms
of assets among West German bankswith 305 DM

billion, followed by Dresdner Bank with 231 DM
billion and Commer zbank with 180 DM billion.
These bankstogether hold an estimated mar ket
share of 12 percent of West German per sonal
customer business. Industry sour ces estimate that
4,700 banks hold the remaining per centage. *° With
EC 1992 asthe catalyst, however, all three major
banks have stepped up effortsin expanding into
insurance activities. For example, Dresdner Bank
and Allianz (West Germany), Europe'slargest
insurer, have agreed to cross-mar ket some of each
other'sproductsin five statesin central Germany.

The major French banksare also exploring
potential new markets. Over thelast several years,
Credit Lyonnais has built z network of 300 branches
outside France. The firm hasbeen selective,
however, about which countriesit has entered.
France and West Ger many, one company sour ce
indicated, appear to be unprofitablein terms of
establishing new retail operations. In 1989, Credit
Lyonnais acquired control of Italian-based Credito
Bergamasco and the Belgian subsidiary of Chase
Manhattan Bank.

Spain'slargest bank, Banco Bilboa Vizcaya,
announced last year that it arranged to swap a
subsidiary for Banque Nationale de Paris
Compaigne de Credit Universel unit. Another

2+ Conversations with French, German, and British
bankers in January 1990.

2s Conversations with German and British bankers in
January 1990.

2° The Long Shadow of the Majors; Financial Times,
July 11, 1989, p. §4.

Spanish bank, Banco de Santander bought 10
per cent of the Royal Bank of Scotland in 1988,
announced an alliance with Japan-based Nomura
Securities and purchased 3 percent of Kemper
Corp., aU.S. financial services holding company in
1989. Spain'slargerural savings bankshavejoined
with Deutsche Genossenschartsbank, the organi-
zation for West Germany's cooper ative banksto
open a new bank that will act asa central point for
providing infor mation, establishing the overall
policy for the savings banks, and serve as a vehicle
to open new banks.

The exchange of shares of equity at levels of 10
per cent between two financial services companies,
such asa bank and an insurance company (ter med
"bancassurance" in France) is becoming more
common to gain exposur e to other markets both
within and outside the home country. For example,
Union des Assurances de Paris, a large French
insurer, and Banque Nationale de Parisinitially
exchan?ed a 10-percent interest in each other for
$380 million, but expect to remain separ ate entities.

Industry sourcesindicated a variety of reasons
for thelater strategy: afriendly allianceto preclude
apossible takeover attempt, an initial positioning
for alater larger stake as strategic plans changein
anticipation of 1992, or asan indirect way to
establish a presencein a country. *” In the case of the
linkage between a bank and an insurancefirm, the
bank gains from the higher capital levels of the
insurance firm, which can help it maintain solvency
ratios and also provide a quasi-captive sour ce of
stable, long-term fundsfor the bank's investment
products, whiletheinsurance firm gainsfrom the
distribution channels of the bank's branches.

U.S. Industry Response

Despite the wave of consolidation takin% place
in the EC financial market, U.S. firms, with some
exceptions, have not been notably active. U.S. firms
havein the past freely entered the EC and operated
with relatively few restrictions but have also left the
EC when competition in banking intensified and
profitability was negatively impacted. M ost
recently, U.S. banks strategies have been to focus
on strengthenin%their U.S. banking operations due
possibly to higher capital requirements, third-
world loan difficulties, and other opportunitiesin
the United States.

Although the 1992 program isgenerally
considered to be a positive development in opening
the EC marketsand liberalizing capital flowsamong
the member states, it appearsunlikely U.S. banks
will significantly increase their presence asaresult.
Many U.S. banks entered Europe over a decade ago
to serve subsidiaries of U.S. multinationals, and
because competitive opportunitiesin the United
Stateswer e limited due to the M cFadden and

27 Conversation with French banker in January 1990.
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Glass-Steagall Acts. With theinflux of new entrants
into Europe and deregulation of London's market,
competition became so intense that a number of U.S.
banks scaled back operationsor totally withdrew
from the marketplace. Industry sour ces expect that
U.S. banks may be most successful in developing
certain specialized product markets where their
expertise with innovation and automation may give
them a clear competitive advantage in the single
banking market

Investment Services and Securities

The Investment Services Directive

The proposed Investment Services Directiveis
modeled N and complements the Second Banking
Directive.?® It would introduce a single license for
nonbank investment firms. Like the Second
Banking Directive, the | nvestment Services
Directiveisintended to establish aregulatory
environment wherein authorized firms can branch
or sell their servicesfreely throughout the
Community. Thedirective sets out to harmonize
essential rulesregarding authorization and
prudential supervision and to providefor the
mutual recognition of home-country control on the
basis of thoserules. Theinvestment servicesthat are
subject tothe single license are set forth in the annex
to the directive. The services are covered by the
Second Banking Directive as well, and they may be
undertaken by a bank with a single banking license.

Asnoted in our initial report, many questions
areraised by the Investment Services Directive due
to thefact that fewer standards and regulatory
detailsare provided in the proposal, as compared to
the Second Banking Dir ective. M oreover, essential
flanking measur es have not yet been proposed. In
thisregard, principal concernsrelateto the capital
adequacy of investment firms, the prudential
supervision of investment firms, the allocation of
home-host supervisory authority, conduct of
businessrules, and investor protection.?®

The main debate has centered on drawing up
capital adequacy rulesfor nonbank investment
firms, which would be analogousto the banking
directives on own funds and solvency ratios. Two
very different approaches are being consider ed.
One approach would set a relatively high minimum
capital requirement which would ensurethe
solvency and stability of investment firms and
providethe basisfor prudential supervision. This
approach has been criticized because it could
operateasabarrier to entry by new firms. The other
approach relieson a complicated and flexible

1990? See Amended Proposal, Com(89) 629, Of No. C 42 (Feb. 2Z
’

2s See, e.g., European Economic and Social Committee
(ECSC), 'Opinion of the Economic and Social Committee on
the Investment Services Directive; 01 No. C 298 (Nov. 22,
1989), p. 6, and The Securities Association, | nvestment Services
Directvx: A Commentary and Analysis  (March 1989).
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risk-based standard that would set the capital
requirement on the basis of the market risk of the
various activities of a firm. Although the risk-based
approach resultsin lower capital requirements, it
requires constant and complicated capital adequacy
adjustments and agreeing on the appropriate
components of a risk-based standard has proved
troublesome.

The EC wantsto establish rulesfor banksand
non-bank investment firmsthat do not distort
competition. However, the high capital approach
tendsto favor universal banksthat undertake
investment activities, wher eas therisk-based
approach tendsto favor investment firms. EC
investment firmsthat are currently operating under
arisk-based system, including U.S. investment
banksin the United Kingdom and France, would
face consider ably higher capital costsif the EC
adoptsthe high capital requirement

Many U.S. firmscarry out their securities and
investment banking activitiesin Europethrough a
non-bank financial institution. U.S. investment
firmsin London have been concerned that the
capital adequacy directive would raise capital
requirements. In aletter to Sir Leon Brittan, four
U.S. firmsin London said that excessive capital
requirements may lead firmsto consider moving
some oper ationsto non-EC locations.

EC investment firms are also concer ned that the
single banking license and the single investment
firm license become effective simultaneoudly. If the
development of an acceptable directive for
investment firmsis delayed too long, then
investment firms, including U.S. firms, may be put
at a competitive disadvantage as compared to banks
with the benefit of a single license.

A final concern for U.S. investment banksis
raised by the EC'sreciprocity policy. The amended
proposed | nvestment Services Directive containsa
reciprocity provision that ismodeled on the more
flexible approach provided in the Second Banking
Directive asadopted. Thus, the EC will rely on a
"national treatment and effective market access'
standard and may seek negotiationsto achieve
" compar able competitive opportunities’ for EC
investment firmsin the United States.

Insider Trading

ThelInsider Tradlng Directive was adopted in
November 1989.% |t coordinates rules on insider
trading and providesfor extensive cooper ation
between member states so that cross-border insider
trading can be effectively pursued.

Thedirective prohibitstrading on the basis of
inside information by primary and secondary
insiders. The directive definesinside information as
"information which has not been made public of a
precise nature" relating to transferable securities or

s> See Council Directive 89/592, 01 No. L 334 (Nov. 18, 1989),
p. 30.



issuers thereof "which, if it were made public,
would be likely to have a significant effect on the
price" of such securities. The directive prohibits
primary or secondary insiders from using inside
information for their own account or for a third
party. In addition, primary insiders may not disclose
inside information to a third party, except in the
normal course of employment, nor solicit a third
party to act on the basis of inside information.

A primary insider is a person who possesses
inside information " by virtue of his membership of
the administrative, management or supervisory
bodies of the issuer, by virtue of hisholdingin the
capital of theissuer, or because he has accessto such
infor mation by virtue of the exercise of his
employment, profession or duties." A secondary
insider isa person whoisnot aprimary insider but
"who with the full knowledge of the facts possesses
inside information" obtained either directly or
indirectly from aprimary insider. Asfor the
enforcement of the prohibition, each member state
shall establish penalties" sufficient to promote
compliance.”

Thelnsider Trading Directiveisan important
contribution towar dsthe creation of a genuine
European capital market in that it seeksto ensure
fairness and transparency for investorson all
securitiesmarketsin the EC. Denmark, France and
the United Kingdom have tough insider trading
laws alr eady, wher eas the remaining member states
will haveto either introduce new rulesor toughen
their existing regimes. Thedirectiveis
complemented by a Council of Europe Convention
on Insider Trading which would extend mutual
cooper ation in thisarea to non-EC _signatories from
Council of Europe member states.®!

Stock Exchange Directives

One objective of the EC isto establish a
regulatory environment in which securities can be
issued and traded freely throughout the
Community. Our initial report noted the earlier
directivesthat coordinated the conditions for
admission to a stock exchange®® and the information
about the issuer and the securities that had to be
disclosed in the listing particulars.® A subsequent
directive provided for the mutual recognition of
listing particulars when admission is sought in two
member states at about the same time. 34

21 It should be noted that the U.S. Securities and Exchange
Commission recently negotiated cooperation agreements wit
the Governments of France and the Netherlands, respectively,
that would facilitate and enhance mutual assistance in
securities matters.

2132 See Council Directive 79279, Of No. L 66 (Mat. 16, 1979),
p-

: == See Council Directive 80/390, 01 No. L 100 (Apr. 17, 1980),
p.

8‘1" See Council Directive 87/345, 01 No. L 185 (July 4, 1987),
p. 81

In 1989, the Public Offer Prospectus Directive
was adopted.* It coordinated requirements
regarding public-offer prospectuses and provided
for mutual recognition when offers are made in two
member states at about the same time. The
information required in a prospectus is comparable
to the information contained in the listing
particulars. In November 1989, the EC Council
reached a common position on a proposed directive
that would provide for the mutual recognition of
public offer prospectuses as listing particulars. *
The proposal provides that when admission is
sought for securities that have been that subject of a
public offer within the previous three months, then
the prospectus, if drawn up in accordance with the
Public Offer Prospectus Directive, must be
recognized as listing particulars, although some
additional information could be required. Once this
directive is adopted, a company could prepare one
prospectusto haveits shares offered in morethan
one member state and to haveitsshareslisted in
mor e than one member state. Thisdirective should
T\akEeét easier for firmsto raise capital throughout
the EC.

Possible Effects

U.S. Exportstothe EC

Asthefinancial sector providesa service,
commodity exportsin thetraditional sense do not
occur. Although financial activities may originatein
the United States, financial services by U.S.-based
firms generally appear to be provided through
branchesor subsidiaries established in the EC.
Thereareno good data that accurateli; quantify the
amount of fees or revenues generated by U.S.-based
financial servicesfirms operating in the EC from the
United States or in the EC directly. However, the
Bureau of Economic Analysis (BEA) reportsthat
receipts from banksand brokerage firmsfees and
commissions gener ated in the EC wer e estimated at
$1.27 billion in 1988. During the first half of 1989 the
number was $802 million, up nearly 60 percent from
$502 million over the same period in the prior year. 37
U.S. finance and insurance companies direct
investment position in the EC at year end 1988 was
$2%§8$i!;§°”’ up nearly 21 percent from $17.9 billion
in :

. " See Council Directive 89/298, 01 No. L 174 (May 5, 1989),
P. %,

"' See EC Commission, Corn (89) 133, 01 No. C 101 (Apr. 22,
1989), 13) 13. The Council reached a common position on
Nov; 13, 1989.

" Estimate from BEA data.

2= Periodically, the Survey of Current Business, a publication
of the BEA, provides statistics on the U.S. international
investment position, measuting the stock of U.S. assets abroad
and of foreign assets in the United States. The BEA indicates
their measurement is not entirely accurate as it is based on
information subject to being outdated, incomplete, or based on
misreported data on international balance-of-payment flows.
Nevertheless, the data provide an indication of the magnitude
of assets abroad.
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Diversion of Trade to the U.S. Market

Theinternational flow of fundsisrelatively
unrestricted with investors purchasing instruments
denominated in numerousforeign currenciesfrom
issuersthroughout the world. Investment firms
from the EC, Far East, and other world regions have
had long established operations aswell as accessto
the U.S. markets. Whiletheintegration of the
European Community should have an impact on
those U.S. firmsoperatingin the EC, it isunlikely
any significant amount of trade will be diverted to
the United States as a result of the plan. Both
domestic and foreign investment firms operating in
the United States are currently encountering an
intensely competitive market in which
consolidation and shrinking profit marginsarethe
norm. Although it islikely that new firmswill enter
the United States, theintegration of the EC does not
appear to bethe cause.

U.S. Investment and Operating Conditions
in the EC

Theincreasing globalization and inter -
dependence of world financial markets has been
driven by a variety of factors, inclugling
deregulation and technological innovation.* As
theinter nationalization of stock trading has grown,
world stock market capitalization has grown from
$2.5trillion in 1980 to over $8.0trillion in 1988.% The
1992 program responds to these developments and
isintended to accelerate the trend towardsrelying
on the efficiencies of global market forcesin the
European Community. The 1992 program for
investment services and securitieswill change
competitive conditionsin the EC market for
securitiesfirms, securities products and securities
markets. European industry sour cesview EC
integration as hastening the changes that have been
evolving in the investment services sector over the
last decade.s

Market Access of Third-Country Investment
Firms

Third-country investment firmswill be subject
to the Community'sreciprocity policy. The
Investment Services Directive containsareciprocity
provision that ismodeled on the " national treatment
and effective market access' standard from the
Second Banking Directive, as adgpted, and a
grandfather provision isincluded.»? Asin the

3= See U.S. Securities and Exchange Commission (SEC), The
Securities Markets in the 1980s: A Global Perspective, Jan. 26, 1989.

4° !bid, pp. 32-33.

41 Conversations with financial service firms in Paris,
London, and Frankfurt in January 1990.

42 It should be noted that the Explanatory Memorandum
to the proposed Investment Services Directive expressly
provides that the reciprocity regime does not apply to existing
Investment businesses already established in the Community.
See EC Commission, Corn (88) 778 of Dec. 16, 1988.
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banking area, however, lingering questions about

possible EC inter pretations of the reciprocity

provisonswould remain. For example, several U.S.

Industry sour ces wer e concer ned whether the

reciprocity policy would be applied to a

lr)&etkrlL‘Jscturing, amerger or theacquisition of a
ank.

Organizational and Operational Conditions

Theresolution of the debate over the
appropriate capital adequacy regime for investment
firmswill deter mine whether it will be more
advantageousto carry out investment banking
activitiesthrough a universal bank structurewith
high capital requirements based on credit risk or
through an investment firm structure with
relatively lower capital requirementsbased on
market or position risk The capital adequacy regime
for investment firmswill also influence the global
competitiveness of doing investment services
businessin the EC market. The EC istrying to
establish a regime that would not tilt the
competitive advantage in favor of one
organizational structure.

The EC hasalwaysindicated that the single
investment firm license and the - singe banking
license would become effective simultaneously.
Industry sour ces are concerned that, if the licenses
arenot effective at the same time, banks mi?ht havg
a competitive advantage over investment firms.*
Therefore, thetiming of implementation may
influence competitive conditionsin the EC market

The allocation of wﬁervisory responsibility
between the home and host member state may
create problemsin certain casesfor investment firms
seeking to operate with a single license. One
potential problem isillustrated by the situation in
which an investment firm with a singlelicensetries
to issue mortgage-backed securitiesthrough its
branch operation in a host member statethat does
not provide for such a security. Even though the
investment firm is supervi by home member
state under the law of the home member state, the
host member state may enfor ce national laws that
protect the public good. The uncertainty relatesto
whether the host member state may prohibit or

otherwiserestrict the issuance of the security,

deeming it to betoorisky for itscitizens. Another

example of uncertainty ariseswhere afirm becomes
insolvent in a host member state and the host
member state takes measuresto protect itscitizens.

The ancillary securities dir ectives coor dinate
variousinformation disclosure obligationsin order
to ensur e transpar ency and compar ability
throughout the Community, ther eby easing
cross-border securitiestransactions. Thedirectives,

+° Conversations with banking and investment services
representatives in the United States and London in December
1989 and January 1990.

" Conversations with bank and investment services
executives in the United States, London, Frankfurt, and Paris in
December 1989 and January 1990.



which deal with listing particulars, prospectuses,
shareholder disclosure obligations and insider
trading, are considered to be generally positive
developments by U.S. and European sources and
should result in cost savings to issuers." They may
also bring greater efficiency to the capital markets
due to the uniformity among documents and
member state regulations.”

Competition

The globalization of financial markets has
created an intensely competitive environment.
Deregulation has encouraged the introduction of
complex new financial instruments and the
expansion of financial markets. Brokerage
commission rates were opened to competitive
pricing and an influx of foreign and domestic
investment firms and banks entered the major
financial centers. While the supply of international
financial instruments has increased, the number of
companies wanting to act as dealers in buying and
selling them increased even faster. The increased
competition to deal in Eurobonds, government
securities, and stock resulted in greatly reduced
profit margins. Events such as the market crash in
October 1987 and the decline in Euromarket activity
magnified the overcapacity as activity in stock
trading and new issue offerings slowed, and, asa
result, the revenues for many investment firms
declined.

The profitable U.S. firmset()ferating intheEC are
concentrating on specialized or " niche" services
such as corporate finance or merger and acquisition

advice, rather than expanding into theretail

brokerage sector. Industry sour cesindicate that

despitethe ofpfportunity after 1992 to increase
mar keting of financial productsto individuals
throughout the EC, it would be difficult and
prohibitively expensiveto develop such networks
at thispoint.™ Several EC industry sources
acknowledge the expertise U.S.-based firms have
developed in such areas as hedging techniques and

financing acquisitions and they consider that U.S.
banks may have a competitive advantage asthe EC
deregulatesitsfinancial marketsand allows greater

movement in capital flgws and cross-bor der
mer ger sand acquisitions.

Despite theretrenching and structural changes,
U.S. firms have been successful in the Euroequity
market. In 1987 U.S. issuersraised $2.6 billion or 17
percent of that market, ug significantly from $200
million or 9 percent in 1985. In contrast, from 1983 to
October 1988 the British issuersaccounted for about
27 percent, whilethe J an@eigjed lessthan 1
per cent of Euroequity offerings. *

" Conversation with industry representatives from the
United States, France, West Germany and United Kingdom in
December 1989 and January 1990.

" Conversations with attorneys in Patis in January 1990.

" Conversations with bank and investment firm
executives in London in January 1990.

'S Ibid.

"' See Organization for Economic Cooperation and
De6vzelopment (OECD), Financial Market Trends, November 1988,
p. 62.

Concentration, Mergers, and Acquisitions

The consolidation by investment firms on Wall
Street, and investment firms and banks with
brokerage operations in London continues. Many
British industry representatives indicate that the
majority of banks, both British and foreign such as
Citicorp, Merrill Lynch, and NatWest, that had
purchased stock brokerage operations in the
mid-1980's or expanded operations, have suffered
large losses and have been forced to shut securities
oper ations either totally or on a partial basis. >
Citicorp, thelargest U.S.-based bank with a major
presence throughout the EC, announced recently
that its 1986 acquisition and merger of two
prominent stockbr oker ages continued to be
unprofitable despite apreviousrestructuring. It is
closing the operation. I'n early 1990 the largest U.S.
securitiesfirm, Merrill Lynch, announced the
biggest annual lossin earningsin itshistory asa
result of a pretax chargerelated to a continuing
wor l[dwiderestructuring of itsbusiness. These
latest announcementsr eflect the shakeout that has
occurred in response to over expansion and the
slowdown of growth in some areas of the financial
services markets.

Recognizing thetrendstowardsinter-
nationalization and consolidation, First Boston in
1988 announced its merger with its European
affiliate, Financiere Credit Suisse-First Boston, and
itsintention to develop into a global investment
bank with centersin the United States, Europe and
Japan.

Astheregulations separating investment and
commer cial bankstend to be much lessprevalent in
the EC than in the United States, mergers and other
combinations among the two types of entities have
occurred on aregular basis. Nevertheless, with the
integration plan of 1992, this activity- has been
increasing. For example, between December 1987
and November 1989 Deutsche Bank expanded its
investment banking activity by establishing or
taking majority control in the following firms:
MDM (Portugal), Albert de Bary (Holland), Barclays
gommissionaria(ltajy) and Morgan Grenfell

roup.

Development of Products and Markets

While the stock market, options and futures
exchangesin the United Stateswill continueto play
an important role asfinancial markets, the flow of
investor fundsinto the European and Far Eastern
countriesisexpected torise astheir level of
sophistication in operations and new product
offerings develops. For example, the Eur obond
mar ket has become a primary investment sour ce for
global investors. L ondon'sfinancial futures
exchange (LI FFE) is offering 3-month D-mark
interest rate contractsand theworld'sfirst ECU
future. The French futuresmarket (MATIF), which
opened in February 1986, already trades more
contractsthan the LIFFE. West Germany recently
opened itsfirst automated options and future

oo Conversations with securities firms and bank
representatives in London in January 1990.
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exchange and linked the oper ations of itsregional

stock exchanges. A number of EC investment firm

representativesindicated that serious consideration

isbeing given to starting operationsin Eastern
Europe either directly or through establishing
operationsin EC countries closer tothe Eastern

European borders.” Nevertheless, one
management consulting firm estimates that
European stock-trading volume till isonly half that
of precragh levels, growing about 10 to 15 per cent
annually.>

Increasing automation within firms and
exchanges aswell as computerized linkages
between exchanges ar e also expected to accelerate
within the EC and among all the major global
exchanges, resulting in higher efficiencies, lower
execution costs, and increased trading
opportunitiesfor investors.

Mutual Funds

The Mutual Fund directive became effective
October 1, 1989. Thedirectiveis expected to provide
uniform investment fund regulation within the
European Community. It applies the concept of
mutual recognition. Once a mutual fund, otherwise
known asa UCITS, isauthorized in one EC country
it can be offered to investorsin any of the 12
EC-member countrieswithout further approval.
The UCITSdirectiveregulatesonly the EC
equivalent of open-end investment funds which
invest in exchange-listed or over-the-counter
securities and does not cover money market funds
and closed-end funds. U.S. industry representatives
consider thedirectiveto betrade enhancing since it
opensthe EC market to cross-border selling within

urope.

Denmark, France, West Germany, Ireland, the
Netherlands, the United Kingdom and
L uxembour g have adopted lawsto implement the
UCITSdirectivein their home countries. An
extended grace period has been given to Greece and
Portugal which have until April 1, 1992, to
implement the directive. At theend of 1989, EC
investment companies held an estimated $370
billion in fund assets compared to $553 billion in
fund assets held by U.S. investment companies,
excluding their moriey market funds. * Franceisthe
largest single EC market for mutual fundswith
French firmgmanaging nearly 50 per cent of total EC
fund assets.”™ A number of U.S. firms, among them
Fidelity, Dreyfusand Merrill Lynch, have

°' Conversations with bank and investment setvices
representatives in Frankfurt and Paris in January 1990.

" Conversation with management consultant in London
in January 1990.

" Telephone conversation of Feb. 26, 1990, with the
Investment Company Institute (ICI), Washington, DC.

s+ See 1992—The External Impact of European Unification,
Jan. 17,1990, p. 10.
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established management fundsin the EC to offer a
variety of funds, industry sources indicate. >
Fidelity isthe eighth largest fund in the United
Kingdom.>®

In 1988, L uxembourg becamethefirst EC
country to adopt implementing legislation to adapt
local laws gover ning mutual fundstothe UCITS
directive. In addition, Luxembourg offersfavorable
tax treatment to mutual funds. Asaresult, many U.S.
and other non-EC investment funds, such as
Fidelity, Merrill Lynch, and Alliance Capital, have
chosen to establish their fundsin Luxembourg. The
total number of investment funds established in
L uxembour g reached 584 by June 1989 and
controlled nearly 2.5 billion Luxembour g francs
($65 million) in assets, up from only 99 investment
fundsg;:ontrolling 398 million Luxembourg francsin
1983.

The UCITSdirective does not cover marketing.
Once approved in a member state, the UCITS may
be sold throughout the EC, but are subject to each
EC member state's marketing rulesthat address
such areas as advertising, direct sales, and unfair
competition. The marketing rulesare applicableto
both the host country's own firmsand those from
any other country.®® Several industry
representativesindicate that asa practical matter,
establishing marketing programs and distribution
channelsin the EC can be difficult and expensive,
especially since the customary way of distributing
mutual funds varies among member states.se For
example, in Great Britain people frequently buy
funds directly from insurance, securities or
investment fund companies which advertise while
in West Ger many people tend to have
long-standing relationships with banks and
purchase most of their investments through them.
In fact, insurance companiesrun 60 per cent of the
unit trustsin Great Britain, while banksrun 90
per cent of them in West Germany.©°

To distribute effectively in each country, a
mutual fund might haveto set up its own officesin
Great Britain or rely on independent brokerswhile
in West Germany it might havetotry toset up a
relationship with an existing bank that already hasa
distribution network of branch banksin place. One
securitiesfirm iseven considering the option of
forming ajoint venture with a European automobile
manufacturer's credit operation to offer mutual

°° Discussions with industty and trade association officials
in the United States, London, and Frankfurt in January and
February 1990.

¢° Ibid.

"" See Colin Jones, 'Fiscal Paradise?' The Banker,
December 1989, p. 68.

¢° Speech by Kathryn B. McGrath, SEC/ICI Procedures
Conference - 19§9, Washington, DC., Dec. 7, 1989, p. 6.

! Convetsations with industty and management
consultant executives in the United States and Tondon in
January and February 1990.

" See 'Survely: European Insurance," The Economist,
Feb. 24, 1990, p. T6.



fundsto individual buyers of vehicles. Technical
factorsthat might not be a concern in the United
Statesareimportant in terms of cost effective and
competitive marketing to EC investors. For example,
trandating a prospectus from English into a fore|gn1
language can cost between $50,000 and $100,000.
When tranglationsinto three of four European
languages need to be done, this expense can be a
critical factor in determining potential markets and
distribution methods.

Although the UCITS directive hasmade it easier
for investment companiesto create new funds that
can be marketed throughout the EC, the directive
doesnot permit U.S. and other non-EC investment
companiesto take their eX|st|ng domestlcfunds and
sell them directly in the EC.%% U.S. investment
companieswould prefer to sell their established
domestic funds abroad because thiswould allow the
investment company to advertise afund's historical
track record, something that cannot be donewith a
newly established fund.

The present directiveiscurrently being used as
abasisfor bilateral talks between the I nvestment
Company Institute (1Cl) and the Eur opean
Federation of Investment Companiesand Funds, an
association of various European mutual fundstrade
groups. The groups hopeto agreeto aformulathat
would eventually permit a greater cross-border
offerlng of funds between the United Statesand the
EC.%3 To dothisanumber of obstacles arising from
differencesin regulation and tax treatment of
investment funds between the U.S. and the EC must
be resolved.

One of the most difficult obstaclesisthelack of
prohibitionsin EC member states against affiliated
transactions, or self-dealing. EC regulatory
agencies permit affiliated transactionsand rely on
third-party custodiansto monitor transactionsto
ensurethat shareholdersare protected. By contrast,
U.S. law prohibits affiliated transactions. Another
area of difference between U.S. and EC treatment of
investment fundsincludesthat of sharepricing.
Many EC nations make use of backwards pricing,
which meansthat if an investor buysor sells shares
in afund, the share'spriceisbased on theclosing
price of the previoustrading day. U.S. funds
practice forward pricing in which the purchase or
selling priceis based on the closing price of the day
the order isreceived.

Distinct approachesto investor protection pose
additional conflicts. Under the UCI TS directive, a
fund isrequired to have sufficient financial
resour cesto conduct its business and to mest its
liabilities. Additionally, it must have approval from
home country regulators of the management's
"repute" and " experience, thefund'srules, and its

° Discussions with industry representatives in the United
States, London, and Frankfurt in January and February 1990.

2 See 1992 _ The External I mpact ofridrop— Unification,
Jan. 12, 1990, p. 8.

" Ibid.

choice of a depositary for fund assets. By contrast,
the U.S. system allowsvirtually anyoneto start a
mutual fund, provided they can pay $150 to register
asan investment adviser and have an additional
$100,000 in capital for the fund.

Finally, differencesin tax treatment exist. Many
observersconsider such tax-related problemsasthe
biggest impediment to complete cross-border
investment. U.S. tax law requires an annual
distribution of fund earnings which arethen
taxable to shareholders, impose a withholding tax
on foreign shareholders, and levy tax on aforeign
citizen'sestate if theinvestor held sharesina U.S.
mutual fund at the time of death. * By contrast,
European countries do not compel distribution
which allows money to build up tax-free within
investment funds.€®

By permitting U.S. and other non-EC
investment fundsto create and mar ket new
investment funds throughout the EC, the UCITS
directive allows for growth by U.S. investment
fundsin the EC. However, this development will
only begin to realizeits potential when theissues
dividing the U.S. and the EC investment funds
industriesareresolved. U.S. investment funds
should benefit from any EC decision to allow
existing domestic fundsto market their products
directly in the EC and by any decision to equalize
tax treatment between these two markets.

U.S. Industry Response

Overall, most U.S. securitiesfirmsin the EC are
concentrated in London and have operated there
for anumber of years. Theintegration plan of 1992
should not lead to many structural changes among
the U.S. firms because most have alr eady
determined their strategies. Recognizing their
strengths, most ar e tar geting specific areas. Those
mentioned by industry executivesinclude private
investment servicesfor wealthy clients, pension
fund management, mer chant banking, investment
banking, global custody functions, merger and
acquisition advice, tradefmancmg, and
development of financial strategiesfor corporate
clients.e® Firms such as Goldman, Sachs & Co.,
Morgan Stanley, Shearson Lehman, and First
Boston are capitalizing on advising firms as
European mergersincrease. Citing prohibitive
costs, low profit margins, intense competition, and
general difficulty in developing a network,
Industry representatives stated it isunlikely that
U.S. investment firmswould develop retail
operations such asthose extensive oper ations that
exist in the United States. ¢’

McGrath speech, p. 7.
e 'S al Report.' BNA Securities Regulation & Law

Report Jan 12, 1990, pp. 71-73.

¢" Conversations with industry representatives in the
United States, Paris, Frankfurt, and London in December 1989
and January 1990.

el Conversations with bank and investment services
representatives from the United States, West Germany, France,
and the United Kingdom in December 1989 and January 1990.
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Aside from the similar concernsvoiced by
EC-based banks and securities firms about the
Investment Services Directive, the U.S.-based
companiesindicate the EC integration planisa
positive step that should result in an overall
liberalization of capital flows and greater
transpar ency among member states, operating
efficiencies, cost savings through harmonization,
and elimination of diverseregulatory requirements
at thefirm level.©

Views of Third Countries

The domination of the Japanese throughout the
lobal marketsisillustrated by the fact that the 10
argest banksin theworld are Japanese. The Tokyo
Stock Exchangeturnover volumeisnow the largest
in theworld. Of total worldwide stock market
capitalization, the United States share hasfallen to
34 percent by mid-1988 from 56 per cent in 1980. ®8

Thefour major Japaneseinvestment firms,
Nomura Securities, Yamaichi Securities, Daiwa
Securities and Nikko Securities, have established a
significant presencein London and other offices
throughout the EC. An important part of their
strategy isto follow their corporate clientsinto new
markets and assist them in financing. Industry
sour ces expect that thiswill continueto grow as
new Japanese manufacturing operationsare
established in the EC, such asthe building of a new
Suzuki auto plant in Ireland.m

Industry sourcesin the EC alsoindicate that it
has become common for the Japanese firmsto also
purchase sharesin other financial institutionsto
build broad networksin Europeprior to the 1992
integration plan." Nomura, the largest investment
firmin theworld, for example, announced last year
that it wastaking a 1.5-per cent stakein the
fifth-lar gest Spanish bank, Banco Santander, aswell
asa 10-percent sharein that bank'sinvestment
operation. The previousyear it had purchased 10
per cent of a Francois-Dufour Kervern, a French
stockbroker, announced it was buying 5 per cent of
M atuschka Group, a West German fund
management and financial servicesfirm; and 14
percent of Compagnie d'l nvestissements Astorg, a
French investment group concentrating in
medium-sized companies.

Insurance

The principal development in 1989 wasthe EC's
public enunciation of its renewed commitment to
liberalize and integr ate the lar gely segmented,
national insurance markets of the Community.

" Conversations with industry representatives in the
United States, London, Paris and Fran kfurt in December 1989
and January 1990.

u SEC, The Securities Markets in the 1980s, p. 32.

-- Conversations with financial services firms in London
and Frankfurt in January 1990.

Ibid.
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Notwithstanding the limited scope of the insurance
measur es proposed and adopted to date, the EC
Commission intendsto propose major framework
directivesin 19@0 that will establish a single
insurance license. ” With the hope of establishing
an integrated insurance market in Europe, the EC
Commission expectsto propose a Nonlife
Framework Directive and a Life Framework
Directive that will enable an insurance firm with a
singleauthorization to branch freely or to sell its
services throughout the Community on the basis of
home-country control. I n addition, the EC
Commission ispreparing a proposal on pension
funds that would introduce the possibility of
managing and marketing private pension fundson
across-border basis.

Many EC national insurance regulatory
authorities havetold their insurance companiesthat
liberalization would occur and to preparefor it. The
British, Dutch and Irish gover nments have long
advocated liberalized markets whereregulatory
authorities ar e chiefly concerned only with the
overall solvency of an insurer. The French
government over the past two years has shifted
from advocating a highly protected industry, to one
currently playing aleading role towards further
cross-border liberalization. It has not only
experienced considerable successin the past two
%earsasit liberalized variousfinancial regulations,

ut also seesthe globalization of banking and
securities asinevitable. Thus, it reasons, the
insurance industry must also liberalize or be left
behind as banks and securitiesfirs compete with
theindustry for available funds. ™ Finally, it has
every intention of promoting therole of Parisasan
EC financial center.™

The West German regulatory authorities and
insurance companies may represent the least
enthusiastic proponents of increased cross-bor der
insurance transactions and home-country
regulatory control. Such a shift would represent a
major philosophical changein German regulatory
thinking. The West Germans ar gue that they have
one of the most liberal financial systemsin the
world, dating back to 1901 when consumer
protection regarding insurance was fir st legislated.
The universal banking system operatesin the
Federal Republic. Thereisno desire by German
consumers, say local insurers, for financial
" supermarkets' that mix cross-border banking,
securities and insurance. On the contrary, say
proponents of thisview, the German consumer
Insists on security rather than greater variety of
insurance products at cheaper cost, and thisiswhy
the German regulatory authorities carefully review
every insurance product innovation and even

" See Sir Leon Brittan, Vice President of the Commission
of the European Communities, Speech to the European
Committee of Insurers, Brussels, Nov. V, 1989.

" Conversations with insurance sources in Europe,
January,r90.

7+ The French Government is, for example, encouraging
"headquarters" companies to set up in France. Similarly,lrefand
is attempting to promote Dublin as a center for the captive
insurance business.



suggest pricing bands for many insurance
PollcusYsIn any case, of thelarger member states,
he West German insuranceregulatorsand industry
currently appear to beleast convinced that
insurance must liberalizeif it isto compete
successfully with other financial products?.
German viewswill beimportant in determining the
outcome of the framework insurance dir ectives.

Life Insurance

In December 1989, a common agreement was
reached by the EC Council on the proposed Second
Life Insurance Directive?"' The agreement will
likely become a common position after the
European Parliament rendersitsfirst opinion on the
proposal.

The proposed life insurance dir ective does not
seek to introduce a single insurance license alon
the lines of the single banking license. The proposal,
like the Second Nonlife Insurance Directive that
was adopted in 1988, would establish aregulator
regimethat is considerably lessliberalized an
integrated than the regime envisioned for
commercial and investment banks. The pro
lifeinsurancedirectiveislimited in that it would

an insurance firm to branch freel
throughout the Community on the basis of asn%e
authorization in the home member state. The
proposal only introduces the freedom to provide
Cross-border services.

The freedom of life insurance services provided
by the proposal isalso limited in two ways.First, the
proposal only appliesto individuals (" massrisks").
Second, the directive would provide for
home-country control only for the passive freedom
of insurance services. In other words, if an
individual in one member state takestheinitiative
to buy alifeinsurance policy in another member
dtate, then the law of the firm's home member state
applies. On the other hand, the law of the host
member state applieswhen alifeinsurance firm
actlvelly seeksto sell itspoliciesin another member
state. 't should be noted that host member states
may choose to recognize home-member -state
supervision in the case where an insurance firm
actively sellsinsurance policiesin the host member
state.

Asour initial report noted, the original proposal
containsareciprocity provision that may restrict the
mar ket access of U.S. firms. M oreover, the
regulatory regime sought to be established by the
proposal raised concernsin the EC and the United
States. The main issuesrelated to the limited scope
of liberalization, the operation of the home-host
rule, the exclusion of group coverage, the

-- Conversations with insurance sources in West Germany,

January
aerman banks, on the other hand, probably stand

to o s
19;??e;“tﬁt5b 18t ol (30 19 A KRRE. r385K% D . 15,

"See Second Council Directive (88/357), 01 No. L 172 (July 4,
1988), p. 1.

distinction between active and passive services, and
therole of advertising and independent brokersin
determining which member state'srules applied?.

The EC Council's common agr eement
reportedly expanded the scope of the proposal by
adding group insurance cover age, including group

ension schemes (largerisks"), and providing for

l0me-country control, even when an insurance
firm actively sellsitsgroup policiesin another
member state. Therefore, home-country control will
apply to group insurance when the customer takes
theinitiative and when the insurance firm takes the
initiative. Therationale for this changeisthat
companiesin one member state that purchase group
insurance policiesin another member stateare
sufficiently sophisticated that they are able to
evaluatethe policiesand protect their interests. For
atransitional period, host member states may
choose to continue to apply host-member -state law
when insur ance firms actively seek to sell their
group policies.

The EC Council's agreement also rwortedly
clarified therole of insurance brokers. Differing
views had arisen regarding which member state's
law should apply when an insurance broker sold a
ﬁOI icy. Some member states argued that the

ost-country laws should always apply because the
broker was actively selling in the host country,
wher eas other member states argued that the
customer sought the policy through the broker and,
therefor e, home-member -state law should always
apply. The agreement providesthat, after a
transitional period, the law of the home country
ai)pll&sto cross-border insurance salesthat take
P acethrough abroker in the host member stateto
argerisk or tomassrisk consumerswho apply to a
broker on their own initiative. Host-member -state
law would apply when individuals have not taken
theinitiative to contract an insurance broker.

~ Lastly, the EC Council's agreement reportedly
incor porated the mor e flexible reciprocity provision
that was contained in the Second Banking
Directive... If so, then the EC will be looking to see
that EC insurance firmsreceive " national treatment
and effective market access' in the United States. It
isnot clear whether the U.S. regulatory system
would satisfy this standard since insurance firms
areregulated by theindividual States. Even if the
EC determined that EC insurance firmsreceive
effective market accessin the United States, th
may seek to negotiate to obtain " compar able
competitive opportunities.”

Threeancilla{_y insurance measur es wer e acted
upon in 1989. The amended proposal for an
Insurance Accounting Directive would coordinate
the annual and consolidated accounting
requirementsfor insurancefirmsin order toensure
transparency and compar ability in the single

" See, e.g., ECSC, "Opinion of the Economic and Social

Committee on the Second Life Insurance Ditective,' 01 No. C
298 (Nov. 27, 1989), p. 2.

1990 Conversations with EC insurance officials in January
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markets' Under the amended proposal, member
states may choose to value investments on the basis
of the purchase price or the current value, but
whichever valuation method is not used in the
balance sheet must be disclosed in the notes on the
accounts. The amended proposal for a Winding-Up
Directive would coordinate rules on the
compulsory winding-up of insurance firms in order
to ensure that general creditors and insurance
creditors (e.g., policyholders, insured persons and
victims) are protected throughout the
Community.®? The amended proposal for a Third
Motor Insurance Directive would ensure that all
compulsory motor insurance policies cover the
entire EC and that victims of uninsured motorists
are to be compegsated promptly from a national
guarantee fund.

Possible Effects

U.S. Exportstothe EC

Although insurance activities related to the EC
may originate in the United States, insurance
services by U.S.-based firms are generally provided
via branches or subsidiaries established in the EC.*
American companies have a very small share of the
EC insurance market, not exceeding 1 or 2 percent
overall. Some companies have several decades of
experience in Europe, and the pace of new entries
has increased since the 1970s: for example, between
1975 and 1985 26 U.S.-owned companies obtained
authorization to transact business in the United
Kingdom.ss The principal U.S.-based insurers
operating in the European Community include the
American International Group (AIG), CIGNA,
Chubb and Continental. MG is the only company
considered by large European insurers to be a
potential major EC player, although it is confined to
the large-risk marketm CIGNA plays a role in some
important fire insurance lines, and Chubb
continues to garner business in such niche markets
as executive protection, computer theft, errors and
omissions, and trustee accounts. Each of these firths
has been established in Europe for some years and
have expanded, or are planning to expand, service
to most ECmember states. Other American direct
insurance companies active in one or more EC
nations include Allstate, American Life, American

"' See EC Commission, Com (89) 474, 01 No. C 30 (Feb. 8,

1990), p. 51.
1989 Scj;)e EC Commission, Coe (89) 394, 01 No. C 253 (Oct 6,
89 p. 3.
pSee EC Commission, Com (89) 625, OfNo. C 11 (Jan. 17,
1990), p. 14. The EC Council reached a common position on the
measure in December 1989.

" The international insurance needs of domestic
multinational clients, however, have often been the incentive
for U.S. insurers to begin exploting entry to foreign markets.

" See Robert L Carter,The United States and the European
Community: insurance, University of Nottingham, United
Kingdom, paper delivered to the American%inte rise
Institute's conference on '"The United States and Europe in the
1990's; Washington, DC, Mar. 5-8,1990.

" According to the June 5, 1989, edition of Fortune, p. 68,
AIG has 375 insurance offices in 130 countties, and collects 40
percent of its premiums outside the United States.
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Re, Employers Re, Federal, Hartford, Kemper,
National Union of Pittsburgh, Nationwide,
PanAtlantic, Prudential, Transamerica, Travelers,
Unity Fire & General, and Vigilant Recent entrants,
all aimed at the perceived lucrative life insurance
markets of southern Europe, have included
Metropolitan Life's entry into Spain, Prudential's
opening operations in Italy, Connecticut Mutual
Life establishing offices in Luxembourg, and
Mutual Benefit ‘Life of New Jersey setting up
Portuguese operations.®” Several companies note
the reality that barring the acquisition of an
established insurer already doing a large amount of
business in the EC, the only effective way to enter
the market is to find a niche where the company can
begin to make a name for itself among brokers and
consumers.

Methods of organization vary. AIG, for example,
while retaining a London-based subsidiary to deal
with the British and Irish markets, has centralized
its main "European" headquarters subsidiary in
Paris. Chubb has a London-based subsidiary that
operates autonomously and a Brussels-based
subsidiary that has branch operations in Spain, the
Netherlands and most other EC countries. CIGNA
has a similar arrangement All reflect a general trend
to create at least one European subsidiary of
sufficient size and financial muscle to be creditable
to European insurance consumers and regulators,
with branch operations in several parts of the
Community. In several instances this has meant
transferring assets from a second or third European
subsidiary or branch operation to the company's
"major" European subsidiary. Other U.S. groups
continue to have subsidiary or branch operations in
several EC countries, but many U.S. companies offer
insurance services in only one or two EC member
states.

In attempting to characterize the potential
European strengths of U.S. companies in general
terms; it is notable that U.S. insurers tend to have
more experience than Europeans in offering
innovative policies to diverse customers, in dealing
with several regulatory authorities within a
generally accepted set of rules, and in taking
advantage of large economies of scale in marketing
and administering insurance policies. Such
experience might offer U.S. insurers some benefits
in the EC market if they choose to take advantage of
them. Conversely, U.S. insurers often tend to have a
disadvantage in dealing with diverse languages,
exchange rates for several currencies, differing legal
systems, and cultural diversity. Of great
importance, insurance companies build business on
the strength of their reputations, during times of
both economic boom and distress. In jurisdictions
such as the EC, an insurance company's reputation
for honoring all claims even in times of economic

ravity are of uppermost importance to clients.
eveloping such a reputation requires time and the
will to persevere in a market The stringent
demands of U.S. investors for quarterly profits

-7 Atlantic Trade Report, Sept. 6, 1989, p. 4.

" Conversations with U.S. insurance companies in Europe,
January 1990.



sometimes tends to make such perseverance
difficult for U.S. companies. The entry of a large U.S.
insurer into the German insurance market when
times were good, and its subsequent withdrawal
when markets softened, for example, is cited as but
one example of the view among some European
sources that U.S. insurers have difficulty in
committing their companies to a long-term point of
view.sa

The current pattern of a few U.S. insurers
operating in Europe in niche markets seems likely to
continue. Indeed, a 1988 survey of over 150 U.S.
life/health and property/casualty insurers
confirmed that a large majority are unlikely to enter
West European markets in the next 10 years.”* The
primary reason may be that the U.S. insurers have
long enjoyed a large, expanding domestic market, so
that only a relatively few companies have felt any
need or ambition to exploit their specific advantages
by trading internationally, garticularly by
establishing a presence abroad .>! Other reasons
may include the centralized management
organization of many large U.S. insurers (e.g.,
where they would have difficulty granting the
necessary autonomy for local executives to make
on-the-spot major financial commitments), a lack of
capital, and/or problems in the U.S. domestic market
(e.g., California insurance referenda in 1989) that
divert top management attention from seriously
examining international opportunities.

U.S. brokers

In contrast to the insurance company role, the
large U.S. insurance brokerage houses have already
established a major EC presence, at least in the
United Kingdom. They acquired majority shares of
leading firms of Lloyd's of London brokers in the
1970s, which gives them direct access to the Lloyd's
market. Such U.S. brokers include Marsh &
McLennan (who bought C.T. Bowering), Alexander
& Alexander (bought Alexander Howden), Frank B.
Hall (bought Leslie & Godwin), Fred S. James (has
since been taken over by the British Sedgewick
group), and Johnson & Higgins (who have a
"special relationship" with the British firm of Willis
Faber). Of potentially considerable significance,
Marsh & McLennan completed its takeover (it had
25 percent) of the prominent West German
brokerage house, Gradmann & Holler, in 1989.

These developments could be significant. Even
though insurance brokers play a small role in
several EC national markets (€¢; they handle less
than 15 percent of all West insurance
business), there is a wide consensus that the EC 92

" Conversations with insurance sources in Europe,
January 1990.

" Arthur Anderson & Co. and Life Office Management
Association (LOMA), Insurance Industry Futura: Setting a Course
fi); stg)e 1990s (Chicago: Arthur Anderson & Co. and LOMA,

" See Carter, Insurance.

program offers them an excellent competitive
opportunity. % It is the role of brokers to know
international underwriting markets and to research
them continuously on behalf of potential clients.
Brokers will undoubtedly be approaching
potential European corporate clients, making
known to many for the first time the advantageous
coverage and costs that might be obtained outside
their home insurance market. Thus, perhaps
gradually, large, medium and small corporate
consumers will begin to consider "international"
coverage or, at minimum, pressure their traditional
insurance company to match the offers made
elsewhere.

A similar phenomenon could eventually impact
"mass" markets, perhaps starting with simple items
such as term life insurance, but spreading to other
markets. Brokers could also introduce and promote
many new insurance products that do not currently
exist in several EC member states. Outside of the
largest insurance companies, only brokers offer the
in-house research of international markets that
middle-range and smaller insurers will need to
depend on to help them maintain their market
share. In short, brokers will be agents of change in
terms of promoting cross-border competition as
well as new insurance products. Finally, since
U.S.-based brokerage houses are well established in
some European countries, it is possible that their
wide knowledge of the U.S. underwriting market
might offer U.S. insurers already established in the
EC the opportunity for new business. %

Such competition could contribute to greater
market efficiency within the EC, with a decline in
insurance costs. There is broad agreement, for
example, that the EC insurance industry tends to be
less efficient than the EC banking sector, which has
faced a considerably greater degree of international
competition.

In the field of reinsurance, U.S. providers have
been largely content to concentrate their activities
in U.S. domestic markets. Although this is
beginning to change, European companies
continue to dominate both international and U.S.
reinsurance markets. The largest U.S. reinsurer,
General Re, obtained only 5 percent of its 1987
premiums from abroad, for example, as compared to
90 percent for the Swiss Reinsurance company, or
roughly 70 percent of the largest British Reinsurer,
Mercantile & General.®® U.S.-based Employers
Reinsurance Corporation, however, acquired the
Danish company Nordisk Re in 1989, and most of
the major American reinsurance companies have a
presence in London, Zurich or Brussels.

Reciprocity

In December, 1989, the EC Council of Ministers
reportedly modified the Second Life Insurance

2 Conversations with insurance sources in Europe,
January 1990.

" Ibid.

" Ibid.

" See Carter, Insurance.
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Directive by transforming its" reciprocity" clause
into arequirement for national treatment and
effective market access. This modification
reportedly conformsto the language that had
previouslg\é been placed in the Second Banking
Directive.”™ Thisdecision wastaken out of step with
agreed procedures, i.e., before the European
Parliament had rendered itsviews. Many insurers,
perhaps especially those in France, oppose the
change. They ar?uethat the EC needsleveragein
third-country financial mar ket negotiations,
especially with the Japanese. They claim they will
0ﬁposethe changein the European Parliament, but
this opposition isjudged by Engtommlsson
officiab to be of questionable effect

Diversion of Trade to the U.S. Market

Sincethe EC's proposed insurance directives
tend to betradeliberalizing, it isunlikely that they
will cause a diversion of tradeto U.S. markets. The
U.S. insurance market isvery large and highly
competitive; non-U.S. based companies have Long
played arolein it

The United Statesisby far the EC'sla
insurance export market There are about
insurance companiesin the United States and
several large EC-based primary insurers
(subsidiaries enjoying national treatment) have
been established in the U.S. market for decades,
especially in the property/casualty lines of
insurance. British insurers have been especially
notable, e.g., Royal, Commercial Union. Asrecently
as 1988, the British conglomerate B.A.T. Industries
took over the California-based Farmers Group, the
seventh Iargest U.S.Tproperty/cawaég insurer. In
January 1990, BAT. industriesitself wasin the
throes of being acquired by the Holyoke group led
by Sir James Goldsmith. If the deal goes through, it
iscurrently planned that Far merswould be
acquired by the (French/Italian) Axa-Midi group.

In thelifeinsurancefield, the United Kingdom's
L egal and General bought the U.S. Gover nment
EmployeesLife Co. in 1981, followed by
Prudential's (United Kingdom) pur chase of Jackson
National Lifein 1986. Other acquisitions of U.S.
insurers by Europeansinclude the 1982 pur chase by
Winterthur (Swiss) of Republic Financial Services,
and mor e recently Nationale-Nederlanden
Netherlands) acquired Southland Life* and Irig
Life (Ireland) bought I nter-State Assurance.
Reliablefigures on theforeign shareof theU.S.
insurance market are difficult to compile and
evaluate. One estimate of the foreign (mostly
European) market share of the 1987 U.S. insurance
market is 5.5-percent of premiumsfor lifeinsurance,

¢° Conversations with EC insurance officials, January 1990.
" Conversations with insurance industry sources in

, January 1990.

Nationale-Nederlanden gained access to the Taiwan
insurance market in 1987 through its U.S. subsidiary company,
Life of Georgia.

" Carter, Insurance.
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and 10.5Tpercent of premiumsfor nonlife
insurance. P

Reinsurance is something of a special case. The
global annual reinsurance market is currently
valued at approximately $50-55 billion in
net premiumswritten. The United States constitutes
perhaps 45 percent of thetotal. For largely historical
and cultural reasonsthereinsurance industry has
long been dominated by Eur opean-based
companies. It is estimated b?/ industry sour cesthat
European companies control perhaps 65-70 per cent
of global reinsurance markets, and over 50 per cent
of the U.S. reinsurance sector. Thefive largest
reinsurance companies operating in the United
Statesare General Re (a U.S. public company),
Employers Re (a subsidiary of the General Electric
Company), USF& G (public), American Re (a
subsidiary of Aetna I nsurance), and Nort
American Re (a U.S. subsidiary of Swiss
Reinsurance).

The position of Lloyd's of London in insuring
large and unusual risks haslong been well known.
The United States constitutes about 40 percent of
Lloyd'sglobal $10 billion premium income.m

U.S. Investment and Operating Conditions
in the EC

The EC Insurance Market and Regulatory
Structure

The $260 billion EC insurance market accounts
for about 24 percent of a global insurance market
that exceeds $1 trillion in net premium income.=
Viewed in a broader financial context, morethan 1
trillion ECU ($1.2 trillion) aretied up in pension
fundsin the Community, a significant proportion of
thesein lifeinsurance plans.=

The 12 national EC insurance markets have
her etofor e been highly fragmented, in terms of
market accessibility, size, and regulation. Insurance
pricesvary wid@ll_y between national jurisdictions.
(Seetable 5-1.) The Community has about 4,600
insurance companies (compar ed to about 5,700 in
the United Statesand 94 in Japan). In 1985, the total
European insurance community included 905
companies operating in thelife sector and 3,208 in
nonlife, 378 companies engaged in both businesses,
and 186 specialized reinsurers. Of gross premiums
received, 59.5-per cent wasin the nonlife sector, and
therest (40.5 percent) in the life sector. *9*

‘o0 See U.S. Department of Commerce, U.S. Industrial
Outlook, 1990, pp. 55-3 and 55-8.

'°' Lloyd s current insurance capacity considerably exceeds
this figure.

'°“ See 'Europe's Insurers Draw a Bead on 1992; The
Economist, Oct. 28, 1989, p. 81, and Swiss Re, Sigma, March 1989.
The U.S. share is 38 percent, and the Japanese portion is 23
percent; the rest of the world accounts for the remaining 15
percent. These figures represent premiums as computed in
current U.S. dollars. Fluctuations in the exchange rate for the
dollar in 1987 should be kept in mind in the interpretation of
the results.

103 Gee S of Sir Leon Brittan.

'" See EC Commission, Panorama of EC Industry 1989,

pp. 29-9 to 29-16.



Table 5-1

Comparative "prices"' of European insurance services, by product for Belgium, West Germany, Spain,
France, Italy, the Netherlands, and the United Kingdom

West Nether- United
Product Belgium Germany Spain France Italy lands Kingdom
Ufe insurance ......c........ 78 5 37 33 83 -9 -30
(average cost per
annum)
Home insurance ........... -16 3 -4 39 81 17 90
(premium for fire
and theft)
Motor insurance ........... 30 15 100 9 148 -7 -17
(annual compre-
hensive premium)
Commercial fire ...c.ceeues -9 43 24 153 245 -1 27
and theft
(annual cover)
Public liability cover ....... 13 47 60 117 77 -16 -7

(annual premium)

' Percentage differences in prices compared with the average of the four lowest national premiums.
Note.—The figures indicate the extent to which premiums in each country ar'e above or below a low reference level.

Source: EC Commission, as cited In ReActions, December 1989, p. 19.

In terms of market development, thereisa
noticeable north/south split, with the levels of
expenditurefor both life and nonlife insurance
being much lower in the southern group of
countriesthan in the north." os The southern tier of
mar kets ar e growing fastest and ar e expected to
continue to do so. Thelifeinsurance markets of Italy
and Spain, for example are growing very rapidly as
consumers' discretionary income expands and
state-sponsor ed pension plans are perceived as
being inadequate.

Thereisalso a differencein insurance
regulatory philosophy between EC states. The
United Kingdom, the Netherlands, and Ireland
lightly regulate their industries, paying attention
lar gely to the solvency of a company. They leave it
to consumersto compar e the coverage of risksin
policiesand the prices paid for them. Conver sely,
the other EC member states have varying degrees of
heavier regulation. The West German system is
perhapsthemost strict, reviewing asit does each
new insurance product beforeit can be sold,
judging how that product will fit into an insurance
company's" plan" submitted previously to the
regulators, and in many cases setting the price
bands that companies can charge for a given
insurance product.| ° Some Ger man insurance

Famy, and E.R. Schimdt, Ernpirkal Enquiry on the Single
Insurance Market Within the European Communities After 2992:
Attitudes, Expectation and Appraisals of Insurers (Geneva:
Association Interntionalepour I'Etude de I'Economie de
I'Assurance, and Institut fur Versicherungswissenschaften,
University of Cologne, 1989).

"o As a note of interest, there are several parallels between
the West German and Japanese insurance regulatory systems
because Japanese practices were originally based upon those of
Germany.

companies assert that German consumersinsist on
thislevel of regulation and protection. Others see
signs of a growing consumer movement where
individuals are moreready to compar e policies and
prices on their own, without the guidance of the

state

In both the EC and the United States, however,
the actual number of insurance companiesthat do
extensive business outside their home marketsis
very small. The major exceptions are Switzerland,
and the special role of LIoyd's of London in the
United Kingdom. However, because of the small
size of their home markets and the proximity of their
neighbors, EC insurance industries have tended to
bemore" internationally” oriented.

Moreover, insurancefor "mass' risks, i.e., risks
such asprivate auto or homeowner'sfireinsurance
needed by many individual citizens or small
businesses, tend to belocal in nature throughout
theworld; insurance for such risksrequiresvery
extensive local agent or other distribution networks
for marketing, aswell asfrequent servicing
requirements. When sold across national frontiers,
such risks also entail dealing with different
regulatory systems, currencies, and tax regimes.
They requiredetailed local client, risk and
mar ket-specific underwriting information. Add-
itionally, an insurer may also have to overcome
consumer preudice against dealing with aforeign
company. For precisely thesereasons, insurers
entering foreign markets often find it easier to
acquir e an existing company with a good
reputation, or to enter ajoint venture with an
existing domestic company. In any case,

" Conversations with insurance sources in Europe,
January 1990.
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third-nation insurerslicenced in Europe (which
includes native companiesin different EC member
states, aswell as" foreign" insurersfrom outsidethe
EC), with a few notable exceptions, find it difficult

to enter the EC's massrisks market. Rather, they
tend to bemoreinterested inthe " large” risks sector,
i.e., providing insurance to commercial firmsor to
international markets. Examples of largerisks
would include sales of property/casualty insurance
toindustrial or business customers (e.g., a
conglomer ate's master casualty pr ogram)

providing group life insurance/pension plansto
lar ge blocks of employees of lar ge companies,
marineinsurance, and reinsurance.

The Internal EC Market and Its International
Role

The European insurance market isundergoing a
sea change. M erger s and alliances between
insurance companies, banks and other financial
institutions began in earnest 2 years ago, and has
continued to pick up momentum. Although a
significant market share may not necessarily ensure
success in the European insurance market, it does
create an advantage in terms of the investment of
insurance premiums, and the success of an
insurance firm depends equally on the investment
of fundsason the evaluation of risk los

Thelargest exporter of insurancein the EC isthe
United Kingdom, which (excluding reinsurance)
derived about 44 percent of itsworldwide net
nonlife premium income, and 16 per cent of |tsI|fe
premium income, from outsideitsborders. ® Asthe
most extreme example, Lloyd's of L ondon obtains
two-thirds of its $10 billion |noprem|umsfrom
outside the United Kingdom. "™ However, there
tendsto be a greater British insurance pr&eencein
English speaking former colonies, e.g., the United
States, Canada, Australia, than within Europe.

International business, mainly transacted by
foreign subsidiariesrather than consisting of direct
exports, also accountsfor a substantial part of the
total premium income of the largest insurance
companiesin several other EC countries. For
example, " overseas’ premiums (which include
those obtained in other EC countries) comprise
one-third of thetotal premium income of the West
German company Allianz (Europe€'s lar gest
insurer), and morethan half of thetotal premium
incomes of the AFG Group (France), Generali {taly),
and Nationale-Nederlanden (Netherlands).

Even so, the European insurance companies are
relatively small compared to some of their Japanese
and American counterparts. Only Allianz (West

" See "Survey: European Insurance,' The Economist,
Feb. 24, 1990.

1" See Carter, Insurance.

10 R,L. Carter and S.R. Diacon, The British Insurance
Industry: A Statistical Review, 1988/89 (Brentford: Kluwer

Publighing, 1989).
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Germany) makesit into theworld'stop 15 insurance
companies, ranked by net premium income. '** In
terms of the pan-Eur opean market, however, the
London stockbrc King firm of UBS Phillips & Drew
believesthat Allianz and nine other companiesare
growing by acquisition and alliance and will
dominate the European market for insurance. These
companiesinclude Generali (Italy), Union
Assurancede Paris, UAP (France), Prudential,
(United Kingdom), Sun Alliance (United Kingdom),
Swiss Re (Switzerland), Winterthur (Switzerland),
Royal (United Kingdom), Nationale Nederlanden
(Netherlands), and Munich Re (West Germany). *

Distribution Driving Market

Thedesireto quickly obtain a distribution
network in order to beready to compete when the
EC 1992 directives enter into effect isone of the
primary driving for ces behind European mergers
and acquisitions activity. M ethods of distribution
differ from country to country in Europe. The
Netherlands, for example, reliesalmost exclusively
on independent agents and 95 per cent of the British
mar ket is gener ated from brokersand
intermediaries. Switzerland '** and West Germany,
conver sely, oper ate predominately (morethan 85
percent) via tied agents and company sales people.
Not surprisingly, it isvery difficult for foreign
companies starting out in Europeto gain a
sgnlflcant market presencein the latter
countries.'® Also, insurance is a paper/data-
processing-intensive business, and consider able
operating economies of scale may be possible for
largefirms.

These factorshave led to an acceleration of
mer gerswithin Europe over the past 2 years. The
market isahead of the legislatorsin rather
comprehensively restructuring how insuranceis
bought, and which companies might dominate
certain markets, ¢

For example, in October 1989, the West German
insurance giant Allianz agreed to pay some FFr 6.5
billion ($1 billion) for a 50-percent stakein the Via
Assurances and Rhin et Moselleinsurance
oper ations of Compagnie de Navigtion Mixte, a
French holding company. Allianz's home market in
West Germany has already been invaded by
Groupe Victoire, an acquisitive French insurance

--= Swiss Re, Sigma, February 1989. Eight of the world's 15
largest insurance companies areafifese, 6 are American, and
1 is West German. In order of size (with their approximate net
premium incomes, expressed in US$ billions, following in
?arentheses), the companies are Nippon (40), Sumitomo ( n,

'Dd Ichi (26), State Farm (19), Yasudi(18), Prudential of
America (17), Aetna Life & Casualty (17), Allianz (15), Meiji (14),
Metropolitan Life (13), Allstate (12), Asani (11), Tokyo (11),
Travelers (10), Mitsui (9).

*= UBS Phillips & Drew, European Insurance Review,
London, January 1989,p. 6.

'" Switzerland has signed a bilateral treaty on insurance
with the EC, giving its companies the same rights and status as
native EC insurers.

1< Phillips & Drew, European Insurance Review.

1e Conversations with insurance sources in Europe,
January 1990.



company and the fifth-largest insurer in France. In
July of 1989, Victoire offered Sal 0 ppenheim, a West

German private bank, about FFr15 billion ($2.5
billion) for Colonia Versicherung, the bank's
insurance subsidiary, and the second-lar gest

insurer in Germany. Similarly, Axa and Compagine
du Midi (France) merged in 1988; it isnow a
conglomer ate of 46 insurance companies, half of
which arelocated outside of France. Italy's Generali
Insurance has a 20-per cent stake in the group.
Axa-Midi isin lineto acquire the Califor nia-based

(but British-owned since 1988) FarmersInsurance
Company. Completion of that deal would double
Axa'ssizeand give it amajor openingin the U.S.
insurance market. **” Numer ous other mergersand
acquisitions have occurred, particularly in Belgium,

Italy, the United Kingdom, and Spain. **®

EC Bank and Insurance Company Mergers

Banks offer highly tempting established (and
thus economical) distribution networksfor
insurance. I nsurance companiestend to have large
amounts of cash that banksfind useful to meet
regulatory solvency ratios and to function asa
quasi-capital source of continuing funds for
investment in banking products. I nvestments by
insurancefirmsalso tend to be long-term and stable
in comﬁarison to the other depositsbanksrely on.
Thus, the current climate of greater deregulation in
financial services has encouraged the formation of
alliances between insurance companies and banks,
aimed at providing one-stop shopping for the
management of consumers savimp. Such link-ups
have become so common that the French now talk of
"bancassurance" whilethe West Germansrefer to
" Allfinane To name but a few, Allianz hastied up
with Dresdner Bank (West Germany). The bank
offers Allianz's palicies through its branches while
theinsurer's 20,000 salesmen promotes Dresdner's
products. Allianz has also set u ag‘ oint venturewith
Spain's Banco Popular to sell life policies in the
Spanish market through the bank's 1,600 branches.

hese actions followed the announcement by
Deutsche Bank, Germany'slargest bank, that it was
forming its own lifeinsurance subsidiary. Britain's
Commercial Union hassigned up Credito Italiano to
sdll both life and nonliteinsurance through its
503-branch network in Italy and the Guardian
Royal Exchange group has purchased threeltalian
insurersin partnership with Istituto Bancario San
Paolo di Forino. Spain'sthird-largest insurance

, roup, Mapfre, has purchased the Oviedo Bank
?Spain % UAP (France) is affiliated with the lar gest
state-owned French bank, Banque Nationale de
Paris, whilethe French insurer GAN took
51-percent control of the Credit Industriel et
Commercial in December, 1988, which netted it
1,400 bank branches as potential distribution points.

"' ReActions, December 1989, p. 58.

" See, e.g., the article on European insurance in Commerce
in Belgium, May 1989.

ift See Carter, Insurance.

Also, the British Abbey Life Insurance Company

bought a bank, L loydsin December 1988, and
promﬁtly announced that it was acquiring the
French mortgage-lending company Ficofrance. It

also has an agreement with M onceau, a mutual

insurance group, to Iauncf] an endowment

mortgagein the French market. ™ In January, 1990,
the Britannia Building Society (a British savings and

loan ingtitution) also announced the formation of its
own lifeinsurance company.

Thelargest and probably most significant
European insurance merger deal to date, however,
was announced on December 19, 1989. Compagnie
Financiere de Suez, the French flipancial conglo-
mer ate based on Bank Indosuez, **' refinanced its
earlier takeover of Victoire, a French insurer, by
selling a 34-percent interest (FFr 14.4 billion), $2.4
billion) in Victoireto Union des Assurances de Paris
(UAP), thelargest insurer in Franceand a
state-owned company. “““ As mentioned earlier,
Victoireitself controls Colonia, the number-two
West German insurer bought by Victoire shortly
beforeitstakeover by Suez. UAP already holds 31
percent of Royale Beige, thelargest Belgian insurer,
and 23 percent of Sun Lifein the United
Kingdom. # Other alliancesare alsoinvolved..

The U.S.-based Al G wanted to join this merger
and Suez reportedly wanted AlG and UAP to have
equal shareholdings. UAP refused, however, and
American participation was thus blocked. '**

Theresulting network creates an insurance
conglomerate nearly aslargeasAllianz - currently
theworld's eighth-largest insurer with a net
premium income of $15 billion. More importantly, it
coversalmost all the European insurance market
Outside of the conglomer ate'stwo basesin France
and Germany, the various companies ar e also active
in Britain, theyetherlands, Belgium, Italy, and all of
Scandinavia.

Whileinsurance and banking mergersaretoo
new to draw many judgments, there are signsthat
bank-insurancejoint ventures can work well. An

'a® Financial Times, Jan. V. 1990, pt. 2.

'ft' For an analysis of the Suez group, see The Economist,
Jan. 20, 1990.

in Dai-lchi Mutual, the giant Japanese insurer (world's
third largest), and Baltica Holding. the Danish insurance group
in which Victoire in turn recently acquired a 22.5-percent stake,
will each pay FFr 2.1 billion ($350 million) for 5-percent stakes
in Victoire, now valued at FFr 42 billion (S7 billion). Baltica
already has important links in the British insurance market and
acquired 10 percent of the Hambros Bank of the Netherlands in
1988. National Undenoriter, Dec. 11, 1989, p. 25.

lléé ﬂ?gncial Times, Dec. 19, 1989, p. 1.

*2¢ In announcing the deal, Suez's Chairman noted that "It
is now up to the managements of Victoire and Colonia to seize
a chance which I would qualify as unique.' The Chairman of
UAP added that Victoire would have total management
autonomy as Sun Life and Royal Beige did already, but that
UAP's 34-percent stake meant that no strategic decision could
be taken without his group's agreement. He added that in the
domestic French market Victoire and UAP would continue to
compete with each other, but that he saw possibilities for
cooperation in areas such as reinsurance, travel and emergency
assistance services, and perhaps joint acquisitions in the future.
Financial Times, Dec. 19, 1989, p. 1.
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example is the S0-percent stake that Aachener and
Munchener Beteiligung-AG, a West German
insurance company, has in Bank fur Geme-
inwirtschaft. During the first 4 months of 1989 the
insurance company's salesmen brought in 14,000
new loans to the bank worth over DM250 million
($136 million). In return, the bank sold DM300
million (2$165 million) of life policies and some
nonlife. 1%

The Trade and Industry Committee of the
British House of Commons has,expressed the view
that the current intense merger activity will slow. In
a 1989 study'?’ it notes that the costs of entering the
EC market for new companies have risen sharply.
Given that the preferred route for entry into foreign
markets is through the acquisition of an indigenous,
established insurer, the study concludes that the
mergers and acquisitions that have already
occurred have so reduced the numbers of European
insurers that are both available and suitable for
acquisition that price levels now make many targets
unattractive for many potential bidders, whether
European or foreign. The Chairman of the giant
UAP offers a somewhat different French
perspective: "The current spate of mergers and
acquisitions in the French market is the same
process which happened in the United Kingdom 20
to 40 years ago. There are presently around 600
insurance companies in France, many of which do
not operate across borders. This is too much for the
size of the market, so some companies will
disappear. The processisnot just a responsgjo the
formation of the EC single market in 1992."

Many small- to medium-sized EC companies
will likely choose to remain as national insurers,
relying on continuing differencesin culture,
customs and language, and the loyalty of their
customer s, to compete effectively with the
emer ging pan-European groups. Otherswill
become niche playersin one national or wider
European market,.and some will seek the security of
some form of involvement in larger goups capable
of competing in mogt, if not all, EC countries, 28
Although thelargest EC insurersarenow pursuing
pan-European strategies, thereiswide debate asto
whether  management restructuring can be

'1° See "Europe's Insurers Draw a Bead on 1992,' The
Economist, Oct. 28, 1989, pr. 81.

127 British House of Commons, Trade and Industry
Committee, Financial Services and the Single European Market, HC
256, (London: HMSO, 1989), par. 581, as quoted in Carter,
Insurance.

in ReActions, December 1989, p. 58. It should be noted that
the EC's First Life Insurance Directive does specify that
insurance companies are limited to insurance activities. This is
law throughout the Community. However, holding companies
of all kinds are permitted, and they mix many financial services.
The only requirement in practice, therefore, is that an
insurance company mustbe a subsidiary, i.e, a separate legal
organization, of a holding company that may offer a wide
vanety of services. National authorities decide how these
holding companies are regulated. In the United Kingdom, for
example, this is done informally, through conversations among
banking, securities, and insurance regulators. They usually
decide which regulator will oversee an operation on the basis
of preponderance of its business.

" See Carter, Insurance.
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accomplished to provide effective insurance
services to customers, and whether profits can be
made over the long term through such strategies.

In any case, the number of insurance 1%&)mpanies
in the EC will likely decline in number " and the
competition will increase asa small number of large
pan-European insurersgain an increasing shar e of
national markets. U.S. and Japaneseinsurers(as
well asothers, such as Australia) will participatein
thismarket to alimited degree. The consolidation of
the single European market will also, however,
praobably limit the expansion of EC insurers abroad
(i.e, outsidethe EC), dueto their need to
concentrate their managerial and financial
resour ces closer to home.

Lloyd's of London

Lloyd's is a world-renowned association of
individuals offering insurance for their own
accounts. Lloyd's underwrites insurance through
syndicates, with each individual assuming a
portion of the risk accepted by the syndicate. It
generally does not underwrite life business, but
concentrates on marine, aviation, property and
liability lines. It writesa great deal of reinsurance.

All the business has to be channelled, however,
through authorized Lloyd'sbrokers, who aloneare
per mitted to deal with Lloyd'sunderwriters. Thisis
why, asdescribed earlier, U.S. brokers moved so
firmly into the market in the 1970s. The European
integration process presents some impor tant
challengesfor Lloyd's, even though only 9 per cent
of its premium income comes from the EC. The
Lloyd's marketing system isbased on brokers. The
market as such hasno physical presence outside of
London. Itsinsurance businessis mainly concluded
by means of cross-border transactions processed
directly from the London market. Hence, the
considerableincreasein cross-border activity
foreshadowed by the EC directives may bode well,
especially for direct insurance activity. ** Some,
however, believe therole played by Lloyd'sin the
European insurance market islikely to decline,
citing the scandals and regulatory difficulties
during 1988 and 1989 and the decreasing number of
participantsin Lloyd's syndicates. New business
generated by Lloyd'sbrokersin the newly
liberalized European insurance environment could
changethis pessimistic view. In particular, some
believe that Lloyd's brokers perhaps need to
recapture the middle and smaller commercial risks
that serve as steady " bread and butter" business,
rather than concentrating on the largest risksthat
may go sour. '

'30 Conversations with insurance sources in Europe,
January 1990.

131 Fully and Schimdt, Enquiry on the Single Insurance
Market Within the EC.

'32 Swiss Re, 'Supplement,' Experiodica, June 1989,

133 Conversations with insurance sources in Europe,
January 1990.



Reinsurancein the EC

Quite apart from Lloyd's, global industry data

confirmsthe continuing dominance of Eur opean
companiesin theworld reinsurance market.'
West German-based Munich Reinsurance company
isby far thelargest, with the latest available net
premium incometotalling $6.5 billion. The
second-lar gest company was Swiss Reinsurance,
based in Zurich ($2.6 billion). Of thetoP 10
companies, making up over 30 percent of the global
market, 4 are headquartered inWest Germany. The
remainder are based in the United States (2),
Switzerland, the United Kingdom, Italy and
Sweden.

Given theincreasing size of European
insurance companies (due to mergers and
acquisitions) and their conseguent ability toretain
larger risks, some consumersand regulatorsbelieve
that therole of reinsurance may decreasein
importance. Thisis especially true when coupled
with the increasing movement by lar ge industrial
consumers of insuranceto form their own captive
insurance companies so as to both save premiums
and to insurethat insurance capacity is always
present

Japanese Participation in the European Market

The size and concentration of the Japanese
insuranceindustry isenormous. The Japanese life
insurance companies alone, for example1 ave
assets of about 100 trillion yen ($700 billion), ** and
the 15 largest lifeinsurers each command over $11
billion in net premiums. In comparison, the 15
largest U.S. lifeinsurance companies, selling to a life
market of comparable size ?indeed, Japaneselife
premiums exceeded those of the United Statesin
ge7, ayer age about $5 billion in premium
Income.

Another feature of the Japanese insurance
market isthe small number of companies (25 life
companies, 69 nonlife), all of roughILtiIessamesjze
in terms of premiums. The 15 largest nonlife
insurers, for example, are on average only 3.6 times
larger than all the other nonlife companies. In the
United States, the top 15 nonlife insurerswould be
about 125 timeslarger than the aver age company.

Currently, Japaneseinsurersconduct relatively
littleinsurance businessin Europe other than on the
London market There has been some movement,
however, towar ds broader participation, parti-
cularly by Japanese insurersinvesting in banks and
other financial service sectots.m Sumitomo, for

'2% Swiss Re, Sgma, May 1989. .

.. See "Euromarket Private Placements; The Economit,
Dec. 16, 1989, ta. 76.

122 Swiss Re, Sgma, February 1989.

'37 Ihid.

'32 Similar activity is happening in the United States.
Japanese firms have had a longstanding interest in investing in
U.S. financial companies. In 1986, Sumitomo Bank, Ltd.,
invested about $500 million in Goldman, Sachs & Co. in return
for a nonvoting stake in the firm. A year later, Yasuda Mutual
Life Insurance to. paid $300 million for an 18-percent voting

example, obtained a financial stake in Banque
Paribas (France) in 1987, later acquired interestsin
the Berliner Handel-Und Frankfurter Bank, and in
September 1988, moved to establish afinancial stake
in Creditstalt-Bankverein of Austria, reportedly ilgg
the belief that the country will soon join the EC.
Also, Japanese insurance companies ar e now
investing heavily in European real estate. More
than 400 billion _yen ($2.76 billion) is expected to be
invested in the European real estate market by the
end of March 1990. In June 1988, this amount was
100 billion yen ($690 million). For comparison,
Japanese insurance companies have invested about
onetrilllipn yen ($6.9 billion) in the U.S. real estate
market *°

In European insurance mar kets, the 5-per cent
equity purchase by Dai-Ichi in the huge, new
French-based Suez/Victoire conglomer ate
(December 1989) is one of the waysin which it hopes
to continue expanding its activitiesin Europe
Tokio Marineand Fire (Mitsubishi), which a
British subsidiary, has entered into ajoint venture
with Allianz in Italy, and Yasuda hasformed a joint
venturein Francewith the French insurer GAN. In
January 1990, Taisho Marine and Fire (of the Mitsui
group), the third-largest property/casualty insurer
in Japan, announced that it is holding talks with
Generali of Italy, with a view to acquiring a
10-per cent stakein Generali's Turkish subsidiary,
and gaining a foothold in Eastern Europe (where
Generali already hasajoint venturein Hungary). **

Despite all thisactivity, theimmense capital
availableto the Japanese insurershasnot yet had a
major impact on the EC insurance scene. Japanese
investment remains cautious and exploratory,
confined largely to following Japanese
industriaVinvestment expansion into the EC.
According to a recent survey, however, 41 per cent
of EC insurance companies expectsthe main foreign
interest in entggring the EC market will come from
the Japanese.’

Switzerland

In 1989, after almost 2 decades of negotiations,
Switzerland initialled an agreement with the EC on
direct nonlifeinsurance wt & Will bring it into the

*© _Continued
stake in Paine Webber Group, Inc. In 1988, Japan's largest
brokerage, Nomura Securities Co., acquired a 20-percent stake
in the takeover boutique Wasserstein, Perella & Co., for $100
million. In January 1990, Nippon Life Insurance Co. made a
$310 million cash injection into American Express Co., opening
the door for the Japanese insurance giant to take a 1.6-percent
stake. Nippon and American Express first forged an alliance in
May 1987, when Nippon purchased a 13-percent stake in
Shearson Lehman Hutton Inc., the brokerage firm controlled
by American Expgess. Washington Post, Jan. 6, 1990.

' < Journal 0f Commerce, Oct 11, 1988, p. 15A.

':° Swiss Re, %perlodlcal),dune 1989

"' Wall Street Journal, Dec. 19, 1989, p. A10.

**2 International Business News Supplement, European
Report, Dec. 23, 1989.

'42 Farney and Schimdt, Enquiry on the Single Insurance
Market Withinthe EC, as quoted in Carter, Insurance. Other
survey results indicated that such interest would come from
U.S. (37 percent), Swedish (9), and Swiss (7) insurers.

5-25



single European insurance market, allowing its
insurersto either establish themselvesin any EC
member state, or supply insurance services acr 0ss
national frontiers, on the same conditionsas a
Community insurer.’" Although other European
Free Trade Association (EFTA) stateswould very
much likea similar agreement, industry sour ces
judgeit unlikely that similar agreementswith third
nationswill be agreed until later—after the
proposed EC insurance directives areimplemented
and their effects evaluated. The small population
and high level of Swiss activity throughout the
financial sector of the EC, coupled with the
reciprocal business of German, French, and Italian
insurersin Switzerland, help explain the
agreement.

Eastern Europe

Inregard to Eastern Europe, MG isthe only
known U.S. company to be actively participating in
the Eastern European market thusfar. MG has had
modest Bermuda-based (investment) joint ventures
with Poland, Romania, Hungary, and Yugoslavia
for someyearsand |scurrently awaJtmg alicenseto
open an officein Budapest in 1990. '* Thereiswide
agreement by all concerned in the EC insurance
market that West German (and perhaps Italian)
insurance companies are best placed to take
advantage of new ogsoortunitiesthat may develop
in those countries. ** Physical proximity, contacts,
and the leader ship role of industrial German
companiesin formingjoint ventureswith Eastern
Europe arecited asreasons. Indeed, thereis some
slgeculation by EC national insurance regulators

that possible new East European insurance
regulatorly regimeswould in all likelihood tend to
be modelled after the currently heavily regulated
West German industry. This perception may serve
to strengthen the West Ger man insurance
industry'sargument that a widely liberalized
cross-border insurance market and regulatory
structurein Western Europe should be postponed
until the evolution of Eastern European markets
becomes clearer. The counter argument by othersin
the EC isthat insurance cannot remain heavily
regulated if the banking and securitiesindustries
areliberalized. Money would flow out of insurance
and into banks, which in many cases offer
competing products, particularly in lifeinsurance
and investments.

Taxation

Thereareat least four areas of taxation that
directly impact on theinsurance sector:

(1) Taxoninsurancepremiums. A wide spectrum
of practicesexist. Some EC Member States
impOose No taxes on insurance premiums,

14! ReActions, Dec. 1989,. 27.
" National Undertorites, Jan. 8, 1990, p. 1.
Conversations with insurance sources in Europe,
January 1990. Both Generali and Allianz have recently signed
joint ventures (49-percent stakes) in Hungary.
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while others, such as France, impose as
high asa 25-30 percent tax on some
insurance policies. Therevenues gener ated
from such taxesare not inconsequential; it
is estimated, for example, that direct and
indirect taxes on insurance premiums
garner some FFr 20 billion ($3.5 billign) for
the French Treasury annually. ¥ To
replace such revenue with other taxes
could be palitically sensitive.

(2) Preferential tax deductions for insurance
bought from local companies.  Such
preferential tax treatment has been
practiced historically in several M ember
States, e.g., Germany. It will clearly become
illegal with the EC 1992 program dueto its
discriminatory and protectionist nature.

(3) Preferential tax treatment for life insurance
policies. Several EC governments have
encour aged savings by giving favor able tax
treatment to the purchase of lifeinsurance
plans. For example, West Germany chooses
to usethisincentive, whilethe United
Kingdom has discontinued it. Thereare
also widely varying practices between EC
States over thetax treatment of accrued .
savingsin lifeinsurance savings plans.
These differences will be exacer bated
when cross-border selling in different
currencies becomes mor e common, either
for groups and pension plans of large
companies, or for individuals.

(4) Methods of company taxation. Thereare great
differencesin theway EC member states
tax insurance companies, particularly in
the way reserves are taxed. Some nations
such asthe United Kingdom, Denmark and
Ireland lar gely tax reserves along with
income. Many other EC member states,
however, allow insurersto build up
considerablereserveswith very little tax,
against the day of large catastrophic claims.
The question of current versus historic
valuation of assetsis one example of the
problem inherent in attempting to
“harmonize" thetaxation practices of the 12
EC member states.

Many involved in European insurance see the
first threetax problemsasimportant but resolvable
over time.'* Perceived future competition as
provided for in agreed 1992 directives are already
beginning to harmonize them, e.g., the French tax
on insurance premiumsis slowly dropping. With
time, these questions may be resolved without
formal legislation, although they will likely furnish
a basisfor pleas by some member statesfor
additional " adjustment” time before insurance

147 Interview with the National Association of French
Insurers, Paris, Jan. 24, 1990.

1+s Conversations with insurance sources in Europe,
January 1990.



directives take effect. Market mechanisms also may
ultimately resolve the company taxation policy
question. Due to its sheer magnitude, complexity,
and sensitivity, member states may chose to avoid
addressing it with legislation from Brussels.
Instead, for example, if the British government
should see a serious threat that the insurance
companies headquartered in Britain might move to
the Netherlands, it could find it in its own best
interests to changge its insurance company taxation
arrangements. '*

U.S. Industry Response

In broad terms, the U.S. insurance industry has
welcomed the liberalization of the EC market. The
EC 92 program has been widely reported in
specialist insurance periodicals and discussed at
professional meetings. There is some evidence that
U.S. firms are examining more seriously the
opportunities that a West European single market
may offer them. '*° Those U.S. insurers already
established in the EC have been active in the trade
organizations that monitor, advise and comment on
proposed EC rules, e.g., the American Chamber of
Commerce in Brussels, the International Chamber
of Commerce in Paris (and the Chamber's U.S.
affiliate, the U.S. Council on International Business
in New York), and the Council of American Insurers
in Europe (Brussels). Several of these associations
include representatives of major corporate
consumers of insurance, as well as providers of
insurance services. In the United States, the
industry has, in broad terms, monitored the
emerging EC rules, especially through the
International Insurance Council (a
Washington-based trade association).

Industrial and commercial insurance customers
doing business in more than one EC nation (but
headquartered anywhere) are generally pleased
with the EC insurance directives. They look
forward to being able to consolidate their insurance
programs among a fewer number of insurers. They
would thereby save a great deal of management
time, probably be able to acquire more competitive
insurance bids because of the increased size of a
company's consolidated insurance transactions,
and generally save money via economies of scale.
From the consumer viewpoint, the New York-based
Risk and Insurance Management Society, RIMS, has
played a lead role iniorovicling EC information to its
U.S. membership of large corporate consumers of
insurance.

On the regulatory front, the Kansas City-based
National Association of Insurance Commissioners

'4° Thid.

1s° See, e.g., John Sinnot, President, Marsh & McLennan
Worldwide, Remarks to the National Associations of Insurance
Commissioners, Las Vegas, NV, Dec. 5, 1989, and Henry Parker,
Managing Director, Chubb & Sons, Address to the Association
of Professional Insurance Women, as reported in the National
Undcneritcr, Jan. 8, 1990, p. 4.

(NAIC) is the association of the 54 State regulatory
insurance commissions in the United States that
regulate the domestic industry on a State-by-State
basis. It has also monitored evolving EC insurance
directives. At its September, 1989 meeting, °I for
example, the NAIC passed a strongly worded
resolution of concern regarding the reciprocity
provision of the EC's Second (life) Insurance
Directive. The NAIC's International Insurance
Relations Task Force is examining possible trade
barriers within U.S. insurance regulations that may
prove to be discriminatory against EC insurance
companies, with a view towards encouraging the
elimination or moderation of such provisions. The
most obvious such barrier is the prohibition by
several states of the purchase of U.S. insurance
companies by (foreign) state-controlled companies.

The U.S. State insurance commissioners also
realize that the logic and viability of the provisions
of U.S. law that generally prohibit the mixing of
insurance and banking services in much of the
United States, are increasingly contested. > The
NAIC is also highly aware that the somewhat
complex system of autonomous State-by-State
insurance regulation in the United States may itself
be cited by Europeans as a defacto trade barrier. For
example, the United States is subject to criticism
from OECD nations for its exemption from the
OECD insurance codes, based on the view that the
federal government cannot bind state regulatory
organizations. '>® Foreign insurers desiring to enter
the U.S. insurance market have also complained of
the heavy financial and legal burden imposed by
the time-consuming process of being admitted in
several states. 's* Within NAIC councils, various
proposals have surfaced for streamlining the
state-by-state licensing procedure. 's®

'*' National Association of Insurance Commissioners,
Northeast Zone Fall Meeting Wilmington, DE, Sept. 10-13,
1989.

" The latest development affecting U.S. regulations
upholding the separation of banking and insurance occurred in
December 1989. A U.S. Court of Appeals (New York:
“Merchants National' case) ruled that State-chartered
subsidiaries of bank holding companies can engage in any
insurance activities permitted by State law. In a unanimous 3-0
decision the court upheld the view of the Federal Reserve
Board that the insurance restrictions of the Bank Holding
Company Act do not apply to activities conducted directly by
State-chartered banks, whether or not the banks are
subsidiaries of holding companies. It thus rejected the view of
insurance agents that State-chartered subsidiaries should be
barred from most insurance activities under existing federal
law. Some States are expected to grant such authorization
readily; Delaware may do so as early as January 1990.

163 Conversation with OECD officials, January 1990.

1°* See, e.g., BAT. Industries, Testimony regarding the
purchase of Farmers Insurance in the British House of
Commons, Financial Services and the Single European Market,
Trade and Industry Committee, HC 256, (London: HMSO,
1989).

165 See Mr. James Corcoran, Superintendent of Insurance
of the State of New York, Remarks to the National Association
of Insurance Commissioners regarding a "Port of Entry'
concept, as well as John T. Sinnott, President, Marsh &
McLennan Worldwide, Speech to the NAIC, Las Vegas, NV,
meeting Dec. 5, 1989.
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CHAPTER 6
STANDARDS, TESTING, AND
CERTIFICATION

Introduction

Divergent standards among the EC member
states often hold back the competitive potential of
U.S. suppliers. Elimination of standards-related
barriers in the EC is a key component of the 1992
program. Of the 300 or so initiatives originally

the 19i MhiteRapet, . lote.iha

Cfraaremumstanclanrct 1l
thrust of the EC standards agenda is viewed as
positive by U.S. business, if new standards and
testing procedures are biased against U.S. suppliers,
the United States could experience an erosion of its
fom etitive position and a drop in actual EC sales
evels.

Developments Covered
in the Initial Report

Background and Anticipated Changes

ly drafted, standards can serve as a
valuab e shorthand for referring to products and
can contribute to predictability in the environment
for both producers and consumers. However,
standards may be set unreasonably high or at a very
detailed level, thereby making it difficult or
impossible for some producers to comply.

In its 1985 White Paper, the EC Commission
proposed a "new approach" to the elimination of
technical barriers in the EC, which is based on two
guiding principles: (1) mutual recognition of
existing standards when possible, and (2)
harmonization in those exceptional cases in which
there are legitimate but conflicting views among the
member states on essential public policy matters.

The "new approach" has four essential features:

*  Mutual recognition. — Except for issues of public
health and safety, member states must allow
goods certified as meeting an¥ EC member
state's requirement to be sold freely in their
markets without being modified, tested,
certified, or renamed. This will apply to all
goods regardless of source.

*  Harmonization of essential requirements. — These
are generally those related toimblic health and
safety, or consumer and environmental
protection. However, EC-wide mandatory
requirements will also be developed when
there are compelling commercial reasons for
doing so, as in telecommunications.

e Streamlining testing and certcation
procedures—To be done by adoption of
EC-wide standards for laboratory accreditation
and good manufacturing practices and through

enhanced mutual recognition of test data and
certification marks among member states.

» Preventing new technical barriersfrom
arising. — An EC-wide information procedure
on all draft and final national standards in
member states was introduced in 1983 and was
later expanded.

The actual scope of coverage, the technical
means of achieving the "essential requirements,"
and the mechanisms for judging conformity will in
most cases be decided by technical experts in the
private regional European standards-making
bodies, CEN, CENELEC, and ETSI.

The EC has made considerable progress on the
standards component of the 1992 p As of
yearend 1988, the major framework directives on
pressure vessels, toys, construction materials, and
electromagnetic compatibility had been adopted or
were close to being adopted. The EC Council was
reviewing proposals on machine safety and
personal protective devices. Harmonization of
regulations for chemicals and tractors had been
completed. Also, two environmental measures
harmonizing emission controls on large passenger
cars and on commercial vehicles were , and
there was agreement on standards r cellular
telephones.

Possible Effects

Third countries have a substantial stake in the
outcome of the EC Commission's standards-related
work. The development of uniform standards for all
of Europe could improve U.S. business operating
conditions in the EC by making it possible to supply
one product to all EC markets andby facilitating the
acceptance of goods moving from one EC member
state to another. In addition to scale economies, U.S.
firms could benefit from additional flexibility in
production and shipment and reduced
administrative burdens. However, to the extent that
such standards require use of particular designs or
processes and production methods, U.S. suppliers
may be harmed. Moreover, U.S. business is
concerned that proposed testing and laboratory
certification rules could lead to costly and
time-consuming new testing practices for products
shipped to the EC.

Strategies for dealing with the EC's proposed
changes depend on the contents of EC directives
themselves, the behind-the-scenes work of
Europe's regional standardization bodies, and on
actual testing procedures. The United States does
not participate in the EC's regional
standardsmaking bodies and does not have a formal
means of commenting on draft standards developed
by them, as do EC and EFTA suppliers. It therefore
has no assured means of securing changes if the
proposed standards would be detrimental to U.S.
suppliers. Regional standards are also not notified
to the GATT Standards Code unless they are
translated into national regulations at the
member-state level. Some U.S. firms are investing
directly in the EC now to ensure that they will be
poised to benefit even if the new standards impede
U.S. exports.
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Developments in 1989

Introduction

The previous report focused on the thrust of the
EC's standards agenda, presented a flowchart of the
so-called "new approach" to standards
harmonization and provided detailed writeups on
13 particular standards directives that could pose a

roblem for U.S. firms.' The report noted that to a

extent differences in standards in the EC

re ect divergent approaches by member states to
social, environmental, and consumer concerns.
Technical bathers have also been used to protect EC
industries deemed of strategic importance. Because
divergent standards and testing requirements
dampen U.S. sales now, the report concluded that
the regulatory harmonization envisaged as part of
the 1992 program could hold enormous potential for
benefitting U.S. firms.

The report cautioned, however, that actual
implementation of the EC's standards policies could
pose seriousproblems for U.S. firms. The lack of
timely information during the EC's
stanthrds-setting process and the potential for
mischief in product approval were a source of
concern for nearly all U.S. business and government
experts contacted. Some U.S. exporters, particularly
smaller firms, appeared vulnerable to harm by the
EC's new regulatory requirements.

This report provides additional background on
the EC's standards-harmonization process,
summarizes major U.S. concerns associated with it,
analyzes the EC's proposed "global approach" to
testing and certification, and discusses government
and private efforts in 1989 to increase U.S. access to
the standards-drafting process. A detailed update of
the EC's progress on standards-related work durin
1989 follows the treatment of the more fundamenta
issues. Finally, an overview of the EC's overall
regulatory thrust in key industries and indepth
analyses of some 30 particular standards directives
are provided.

Background

In many ways, the 1992 standards agenda
represents a virtual revolution in regulatory
philosophy and implementation in the EC. The
member states are placing substantial confidence in
the private sector, ceding much of their remaining
regulatory authority to Brussels, creating new
enforcement bodies, and using common standards
as a means to improve the overall competitiveness
of EC industry. A single $4.6 trillion market,
operating by one set of ground rules, will
eventually emerge, setting the stage for launching
commercially viable European firms in sectors

' U.S. International Trade Commission (USITC y The Effects
of Greater Economic Integration Within the European Community on

the United States (Investigation No. 332-267), USITC Publication
2204, July 1989.
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ranging from toys to telecommunications and from
food to forklifts, and representing major oppor-
tunities for all suppliers.

The Agenda

The revolution is being won in hundreds of
legislative and other actions, covering everything
from product labeling requirements to product
liability. Of the 279 directives proposed in the 1985
White Paper, more than half pertain to standards.
And even that number understates the scale of the
EC's standards agenda; a single directive on
workplace safety affects an estimated 55,000 types of
machines. At the end of the process, the EC will
have moved closer to creating EC-wide regulatory
agencies similar to the U.S. Food and Drug
Administration (FDA), Environmental Protection
Agency (EPA), and Consumer Product Safety
Commission (CPSC), and will have eliminated a
host of legal and technical barriers that have
effectively segmented member-state markets from
one another.

The stakes for the United States are high.
Banner U.S. export industries —such as machine
auto  parts, computers, pharmaceuti
telecommunications, chemicals, and medical
equipment— may be fundamentally affected by the
EC's 1992 standards agenda. These manufacturing
industries alone represented nearly $40 billion in
U.S. exports in 1989.% Potentially affected exports of
agricultural commodities and processed foods
together accounted for another $1 billion in U.S.
sales. The President's Advisory Committee for
Trade Policy and Negotiations (ACTPN) identified
standards as one of six issues the United States has a
substantial interest in helping shape.®

2 Major U.S. manufactuting industties that could be
fundamentally affected by the 1992 program are defined as the
SITC categories for organic chemicals (51); inorganic chemicals
(523; dyeing, tanning, and coloting materials (53); medicinal
and pharmaceutical products (54); essential oils and perfume
materials and toilet, polishing, and deansing preparations (55);
fertilizers, manufactured (56); explosives and pyrotechnic
products (57); artificial resins and plastic materials, and
cellulose esters and othets (58); chemical materials and

roducts, n.e.s. (59); machinery specialized for particular
industries (72); metalworking machinery (73); general
industrial machinery and equipment and machine parts, n.e.s.

74)soffice machines and automatic data processing equipment

75);telecommunications and sound recording an
reproducing a };aratus and ai)pliances, n.e.s., and electrical
ﬁarts thereof 5 ); road vehicles (78); sanitary, plumbing,

eating and lighting fixtures and fittings, n.e.s. (81); furniture
and parts thereof (82); and professional, scientific, and
controlling instruments and apparatus, n.es. (87). U.S. exports
to the EC of such products totalled $37.7 billion in 1989, about
one-fourth of the $150.9 billion in total U.S. exports of such
goods in the year.

3'The A visorg Committee for Trade Policy and
Negotiations EC 92 Task Force, Europe 1992. Report of the
Advisory Committee for Trade Policy and Negotiations, Nov. V,
1989, covet letter to the Honorable Carla A. Hills, United States
Trade Representative, p. 1.



The Logic

In terms of fundamental approach, the 1992
program represents a major break from the past In
1985, the EC decided that( —

¢ Only products that pose a risk to human
health and safety, the environment, or
consumers will be regulated at the EC
level; and

e All other products will not.

The principle of "mutual recognition" will be
used to allow products legally marketed in one
member state to move freely throughout the
Community.s Member States are still permitted to
retain their own quirky regulations—like West
Germany's beer purity laws, or Italy's pasta
ingredient rules. They are just no longer allowed to
use them as an excuse to keep out products
approved by their EC neighbors.s

EC-wide technical harmonization is being
pursued only when there are important differences
between member states on the means to achieve
essential public goals. Thus, EC regulations will
reportedly affect only about 10 to 20 percent of the
products subject to standards in Europe.? The EC is
committed, notably by the Single European Act, to
use the 1992 program to set high standards for
protecting the environment and consumers and for

ing public health and safety. Common
standards will also be set when such standards will
contribute to realization of other policy goals, such

+ The EC Council of Ministers formally adopted the 'new
approach to technical harmonization and standardization' in a
resolution of May 7, 1985, published in the Official Journal Y the
European Communities (01), No. C 136 (June 4, 1985) pp. 1-9.

° The EC Court of Justice has explicitly excluded sanitary
and phytosanitary questions from the application of the
principle of mutual recognition because the risks involved are
too large. There is only one other qualification to this general
rule ormutual recognition.' A member state may consider that
essential public policy considerations (such as the protection of
health and safety, the consumer interest, or the environment)
demand that specific technical requirements are met. In such a
case, it may impose those requirements (art. 36 of the Treaty)
provided that it can demonstrate that they are necessary to
achieve the objective in question and are proportionate to that
objective. When specific requirements are imposed, however,
test data generated in another member state must generally be
recognized for the purposes of obtaining certification in the
importing member state. EC Commission, Directorate General
for Internal Market and Industrial Affairs, Completing the
Internal Market: The Removal of Technical Barriers to Trade Within
the European Economic Community, An Introduction for
Businessmen in the United States, Brussels, Apr. 13, 1989, draft,

p. 11.

° The policy is based on the landmark Cassis de Dijon
decision, interpreting member-state obligations under art 30 of
the Treaty of Rome. The discussion requires mutual recognition
of products certified asmeeting the standards of another
member state unless there were fundamental concerns about
issues of public health, safer, or the environment For a
further discussion, see USITC, Effects of EC Integration, USITC
Publication 2204, July 1989,1,p. 6-10 to 6-11.

U.S. General Accounting Office, Report to the Chairman,
Subcommittee on International Trade, Committee on Finance,
U.S. Senate, European Single Market: Issues of Concern to U.S.
Exporters, GAO/NSIAD-%-60, February 1990, p. 23.

as the liberalization of public procurement, the
deregulation of services, and the creation of
commercially viable markets for new technologies.

The Process

Where it believed EC-level regulation was
warranted, the European Community shifted most
of its legislative efforts from directives defining all
characteristics of!Particular products toward
directives which define broad features that whole
categories of products are to have .s The move
towards weighted majority voting, along with this
"new approach" to technical regulation, promised
to increase the speed and flexibility of the EC in
reducing technical trade barriers.

Not only were 12 different sets of regulations to
be fairly rapidly replaced by one, "new approach"
regulations would be much more flexible, because
manufacturers would only be legally required to
meet the key objectives of the legislation, i.e., user
safety, as spelled out in so-called "essential
requirements." Producers were to be allowed to
choose among standards developed in the private
sector to achieve conformity with them, and to test
innovative products directly against the essential
requirements.

Product approval would also be simplified.
Manufacturers were to have several options for
proving conformity to EC regulations, often being
allowed to use a simple self-declaration of
conformity. Once a product was approved in one
member state, the manufacturer would have a ticket
good for entry in all of the 12 national markets.

Because EC-level harmonization was already
well advanced, the EC decided to continue
re%ulating some major industries—such as autos—
differently (table 6-1). For such products, EC
directives may contain harmonized European
technical specifications and testing protocols and
products must be approved by member state
regulatory authorities (i.e., private "certification" is
not an option). Some such "old approach" directives
and regulations are "optional," meaning that
member states are free to retain national laws on the
same matter. They are not, however, permitted to
prevent the sale of products meeting the
requirements of the EC regulation.

"New approach” directives, on the other hand,
call for "total" harmonization, meaning that all
member states will be obliged to only allow the sale
on their market of goods complying with the
"essential requirements" set forth in EC directives.
Generally speaking, all products sold in the EC must
satisfy the applicable "essential requirements," not
just products intended to be traded across
member-state borders. °

° The United Kingdom's Department of Enterprise (DTI),
The Single Market: New Approach to Technical Harmonization and
Standards, 2d ed., p. 2.

° It will be made a criminal offense to sell products
anywhere in the EC that do not comply with the rules. Ibid.,
p.- 1.
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Table 6-1
List of regulated product groups covered by EC directives

Products subject to new approach’ directives:'
Medical devices (4 directives)
Machinery:
Machine safety
Small industrial trucks (less than 10 tons)
Lifting and loading equipment

Products subject to 'old approach' directives:?
Processed foods:
Various foods and definition of spirits
Flavorings, additives, emulsifiers
Packaging materials In contact with foods
Animal feedstuffs

Mobile Machinery Chemicals: L

Rollover protection structures Medical specialties

Simple pressure vessels Detergents
Telecommunications: Fertilizers

Telecommunications terminal equipment
Electromagnetic compatibility 3
Construction products? Cosmetics

Miscellaneous products: Pharmaceuticals
Toys Automobiles, trucks, motorcycles
Personal protection equipment Agricultural and forestry tractors

Extraction solvents
Chemicals (GLPs, premarket approval)

Those establishing 'essential requirements’ for products and EC mandates for development of voluntary
standards by CEN/CENELEC or ETSI. Compliance with these voluntary standards will be considered presumptive proof
of conformity with legally binding essential requirements.

= Although construction products are ?overned by a new approach’ directive and CEN/CENELEC are developing
voluntary standards to ensure product conformity with the directive's essential requirements, the EC Commission will
be developing legally binding interpretative documents pertaining to the six essential requirements contained in the
directive. CEN/CENELEC is also drafting voluntary building codes, but these codes reportedly will become binding upon

the member states at some point in the future. Field interviews with staff of CEN/CENELEC. Jan. 8, 1990.
s Those involving EC legislated standards, tests, and tolerances and approval by member-state regulatory

authorities.

Source; U.S. Department of Commerce, Report of the U.S.-EC Standards Talks, Oct. 4-5, 1989, p. 10.

U.S Reaction

The initial U.S. business reaction to the EC's
standards program was enthusiastic. In the past,
divergent national standards in the EC member
states had held back the competitive potential of
U.S. suppliers. Manufacturers were often forced to
make costly modifications to meet country- specific
requirements or to abandon some markets
altogether. Even when standards were similar, lack
of mutual recognition of tests between EC member
states resulted in delays and higher costs. Scale
economies gained by the acceptability of a single
product throughout the EC, and reduced inventory
storage costs could provide an immediate, positive
boost to U.S. firms.")

But closer inspection in 1989 added an element
of concern and confusion to the overall favorable
U.S. response. Some began to worry that the
growing influence of environmentalists,
consumers, ! and unions? would lead the EC to
"harmonize up" regulatory requirements, putting

1o According to the National Institute of Standards and
Technology's Maureen Breitenberg —

Standards promote understanding between buyer and
seller and make possible mutually beneficial commercial
transactions. Product attributes cannot always be
evaluated by individual purchasers by inspection or even
from prior experience. However, a product's conformance
to accepted standards readily provides an efficient method
of conveying complex information on the product's
suitability. . . . Standards underlie mass production
methods and processes. . . standardized and
interchangeable parts can reduce inventory requirements
and facilitate product repairs.

ANSI, The ABC's of Standards-Related Activities in the United
States, U.S. Department of Commerce, National Bureau of
Standards, NBSIR 87-3576, May 1987,p. 7-8.

" In a field interview with USITC staff on Jan. 9, 1989, one
U.S. expert on 1992 issues stated that there is some nervousness
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in jeopardy U.S. access to the entire EC market '* It
became apparent that, because of their lack of direct
representation and uneven access to information,
some U.S. suppliers had limited influence over the
private standards bodies entrusted by EC
authorities with drawing up voluntary standards —
the European Committee for Standardization
(CEN), the European Committee for Electra-
technical Standardization (CENELEC), and the
European Telecommunications Standards Institute
(ETSI). In July 1989, the EC said it would not allow
member states to accept test results and certificates
generated by bodies located outside their borders
for purposes of enforcing certain EC regulations (a
position which has since softened somewhat).
Moreover, the fact that work on supporting
standards was bogging down in some areas fueled
uncertainty by t7 S suppliers attempting to get
ready for 1992.

Strategic Implications

The long-term strategic implications of the EC's
program also grew clearer in 1989. The EC's
systematic updating of technical regulations posed
the prospect that standards developed as part of the
1992 program might become de facto or de jure

" —Continued
in industry because, although consumer protection measures
have not been of great concern so far, the rise in consumerism
within the EC may lead to more drastic measures in the future.

12 The EC Commission has proposed provision of financial
support to the European Trades Union Confederation to
establish technical expertise for the examination of
standards-related proposals affecting hygiene and safety at
work. European Communities, Economic and Social
Committee, Economic and Consultative Assembly Bulletin, No. 9,
19893 18.

1s See, for example, U.S. Chamber of Commerce, Product
Standards in Europe's Internal Market: A Status Report for U.S.
Business, June 1989, p. 6.



world standards. Some claimed that the
state-of-the-art standar ds being developed in areas
like machine tools could give Eur opean competitors
an upper hand, not only in the EC, but in
third-country markets. * The toppling of the Berlin
Wall apparently madeit easier for Eastern European
and Soviet scientiststo work with European
standardsinstitutes— a way for the Eastern bloc to
quickly obtain Western technology and for
European suppliersto get aleg up on their
competitorsin the United Statesand Japan. > EC
member states wer e aggressively marketing their
standardsin the developing world, and some
foreign buyerswerereported to bewritiﬁg inEC
requirementsin their bid specifications. ~ More-
over, it appeared that the EC's approach to
regulation might well find ready follower s outside
Europe, including the United States, as concerns
aboutf)environmenta] and consumer protection
grow.'?

~ Themove was also prompting domestic and
international soul searching about how standar ds
should be developed, how they relate to overall
industrial competitiveness, and what role
gover nments should play in ensuring that
standards do not become unfair barrierstotrade.
Some feared that the EC's unified approach to third
countrieson product testing was making., the
patchwork quilt of U.S. Government and private
accr editation schemeslook pale by companson. *®
And, after a series of unsatisfactory effortsto resolve
U.S. standards-related disputeswith the EC in the
GATT, some suggested that inter national
agreements—likethe Standards Code—gon't
provide U.S. business with much protection.’

The Bottom Line

Alternatively hailed as a significant opportunity
for enhanced efficiency and derided asa
mer cantilist threat to U.S. firms and workers, the
reality of the program'simpact on U.S. supplierslies

" Representative of this were comments made by Robert
B. Toth at a seminar for U.S. Government officials sponsored b
the U.S. Industry Functional Advisory Committee on Standards
on June 20, 1989.

USITC field interview with an official of a member-state
national standards institute, Jan. 10, 1990. At an ANSI
conference on Mar. V. 1990, a CENELEC representative

redicted that most Eastern Europe standards institutes will

ecome members of CEN/CENELEC within 10 to 15 years. An
EC Commission official stated, we must do all we can to help
these countries assimilate our EEC& technology and standards."

" As reported in a USITC staff meeting with academia,
Jan. 19, 1990.
¢ 19'9'0USITC staff meeting with U.S. Government officials, Feb.

, 1990.

"' See, for example, report by U.S. General Accounting
Office, Laboratory Accreditation: Requirements Vary Throughout the
Federal Government, GAO/RCED-89 102, March 1989.

"' See ch. 16 for a discussion of relevant cases and efforts to
address gaps in current coverage of the Standards Code. One
analyst concludes, ""While the Standards Code has improved
information flow between countries on their respective
standardization activities, it does not have the force or statute
necessary to effectively prevent the use of standards as trade
barriers. Lenard Kruger, Congressional Research Service,
International Standardization: TheFederal Role,  Apt. 14, 1989, p. 6.

somewher e between these two extremes. Most U.S.

supplierstill expect to reap substantial gainsfrom

the EC's move toward mor e uniform standards and
testing procedures. Closer examination in 1989 may
have shattered some of their highest expectations of

the EC's 1992 standards program, but it hasalso
debunked a number of myths, allayed many fears,
and convinced nearly everyone of the enor mity of
thetask facing the EC asit strugglesto dismantle
year s of suspicion, tradition, and conflicting
national tolerancesfor risk and regulation. It has
also highlighted the need for an effective U.S.

response, both at the Governmental and the private
sector level. Recent statements have gone along
way towar ds easing initial U.S. concerns about the
EC's proposed " global approach” totesting and
certification. However, theissuesremaining are
quite complex. Addressing them satisfactorily
could be a dow and difficult process.

S ety of Major U.S. Concerns With
EC 1992-Related Standards

Presented below isa brief rundown of the major
generic and industry-related issuesfor the United
Statesin 1989 associated with the EC's 1992
standar ds agenda. Each of theseissuesare
discussed in greater depth later in the chapter.

Testing and Certification

« TheEC'sproposed testing and
certification policy isa major concern for
U.S. business. Despite official EC
assur ances of nondiscrimination, U.S.
suppliersfear that they may beforced to
undergo much mor e costly and time
consuming approval proceduresthan
their EC-based competitors.

* Suppliersthat meet CEN/CENELEC
standardswill be able to use the fastest
and least expensive means of proving
conformity. But lack of access by some
U.S. firmsto these bodies during the
standar ds-drafting process may close off
this option, at least temporarily.

* Productsthat do not meet these
standards may need to obtain third-party
certification that they meet " essential
requirements’ set forth in EC directives.
In other cases, generally for higher risk
products, all supplierswill belegally
required to submit productsto third-party
testing or surveillance. The EC has
stated that it does not currently intend to
allow accreditation of U.S. labsfor such
pur poses. However, it hasrecently
assured the United States that
U.S.-generated tests may be acceptable
in specified circumstances.
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The EC has said that accreditation of
U.S. laboratories and certification bodies
will only be permitted on the basis of
formal "mutual recognition' agreements.
Such agreements will be based on two
principal criteria: (1) competence, and
(2) reciprocity (or mutual economic
benefits). The reciprocity critetion raises
both practical and policy problems for the
United States. U.S. testing laboratories
complain that without such accreditation
they will be placed at a competitive
disadvantage relative to their EC
competitors.

Transparency in Standards Development
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Some U.S. suppliers have complained
that they have inadequate information
about the EC's 1992-related work and
few channels to make their interests
known.  Moreover, they have little
confidence that their comments will be
afforded sympathetic consideration. The
problem is twofold:

o For some products, such as
i)lrocessed foods, the EC Commission
as been delegated substantial
authority by the member states for
developing lists of approved products.
Lacking sufficient in-house expertise,
the EC Commission relies upon a
network of committees drawn up
from experts in the member states
and in the private sector. The
nonpublic nature of such committees'
work has made it difficult to obtain
information and has hindered the
efforts of interested parties to
effectively present their views. (The
EC does not have mechanisms like
the United States' notice of proposed
rulemaking and "sunshine' rules.)

o In other areas, such as machinery,
the EC has shifted substantial
responsibility for developing technical
specifications from the member-state
regulatory authorities and national
standards institutes to the private,
regional standards bodies CEN,
CENELEC, and ETSI. These
bodies, and their national members,
do not permit participation by firms
located outside the EC and EFTA,
draw heavily upon EC trade
associations for in{mt, and only make
publicly available well-advanced
drafts, thus making it difficult for
smaller producers, U.S. exporters,

and consumers to make their voices
heard.

A number of improvements were made in
1989, and some U.S. firms were usin
the new channels to advance their
interests. Among other things, the EC
began to issue a monthly update on
standardization work, agreed to accept
comments on draft standards from
third-country suppliers, and renewed its
pledge to base its own standards on
internationally developed ones. Several
factors suggest that it still may be difficult
to preempt technical barriers in the EC
by means of existing mechanisms,
however.

The International Standards System

One commonly mentioned avenue for
U.S. influence over EC standards is

reater U.S. participation in the
international standards organizations
such as the International Standards
Organization (ISO) and the International
Electrotechnical Commission (IEC), to
which CEN/CENELEC member organi-
zations belong. Since the United States
does have a legitimate "seat at the table"
in those forums, and since the EC has

ledged to base its work in relevant
international standards, there are merits
to that approach.

However, there are several factors that
suggest that it may be difficult for U.S.
business interests to preempt technical
batriers in the EC through this route. In
some Eroduct areas, the United States
has thus far made little effort to
participate in the ISO and the IEC, has
adOf)ted few international standards, and
could be easily outvoted by EC members.
Getting EC experts to the international
table while the EC is preoccupied with
putting its own house in order by 1992
may be a problem.

Moreover, the process is slow and
requires a major commitment of
resources. Some U.S. industries—
including medical devices, computers,
telecommunications, construction mach-
inery, machine tools, and air-con-
ditioning/refrigeration equipment— have
signaled a fresh commitment to the
international standards-drafting process;
many others have not.

The U.S. Standards System

The challenge posed to U.S. industry by
1992 has called into question certain
aspects of the ci)tivately unded and highly
decentralized U.S. standards system.
Some believe that the system is ill
equipped to deal with the EC's



well-organized and far-reaching standards
agenda.

The mote than 250 active private sector
standards-drafting bodies in the United
States have thus far been leery of seeking
"help" from the U.S. Government for
fear of diminishing their role in the
domestic and international standards
process. They are also suspicious of
Government influence, particularly in
areas not currently subject to extensive
Government rules. Even if more
Government involvement were desired,
there is substantial debate about its
proper role.

Nevertheless, with the EC member states
and other major U.S. competitors
actively promotin% their standards
overseas, there is a fear that without a
more coherent U.S. approach, the
United States will be systematically shut
out of key export markets via the
imposition of new technical barriers to
trade. Indeed, EC 1992 is seen by some
as a ""blessing" because it has bared the
weaknesses of the U.S. system and has
provided an urgent impetus for change at
a time when global competitiveness is
increasingly being determined by the
ability to gain a time or technological
edge, not natural comparative advantage.

Agriculture

In agriculture, veterinary and phyto-
sanitary regulations may well be
formulated in such a way as to require
use of particular production methods.
This has been a problem for the United
States in the past. The so-called "third
country meat directive'—which aims to
ensure that meat conforms to health and
sanitary requirements by stipulating the
way that meat must be processed—has
already resulted in a reduction in the
number of U.S. plants eligible to export
meat to the EC from over 400 to about
125.

Product approvals by U.S. and EC
food-health agencies are normally based
on evaluations of safety, efficacy, and
quality. Rather than basing regulations
solely on such scientific grounds, some
EC interests have invoked a "fourth
criterion," suggesting that new production
methods only be allowed if there is a

enuine '""'need." Approval may hinge on

social" issues such as small farmers
interests and animal rights (BST) or
consumer fears (hormones).

The January 1989 hormone directive
effectively halted U.S. exports to the EC

of beef for human consumption, thus
prompting U.S. retaliation. Some are
concerned that the EC's refusal to base
decisions solely on relevant empirical
data and sound science will mean
continuing trade rows with the United
States, which has been more willing to
permit use of chemical growth promoters
and biotechnology.

Processed Foods

The EC's approach to food additive
regulation differs fundamentally from that
in the United States. First, its scope is
broader, defining anything not normally
eaten by itself as a ""food additive."
Second, its impact is more restrictive,
since only those additives that are
spegiﬁcally approved are permitted to be
used.

The U.S. FDA also uses positive lists, but
a large number of substances are
considered to be "Generally Recognized
as Safe'" and thus do not require
%remarket approval under U.S. law. The

.S. Government has complained that
EC positive lists are not being developed
using open procedures and that the
process for obtaining approval is lengthy,
particularly for manufacturers located
outside the EC.

The U.S. Department of Commerce
reports that the United States accounted
for 8 out of the EC's 10 largest food
companies last year, with nearly S16
billion in investments in the EC. Such
suppliets tend to service the market from
their EC-based subsidiaries and are well
placed to influence EC decisions. The$600
million in direct U.S. exports in 1988
appeared to originate from smaller firms,
which do not have a real voice.

The EC is moving in the direction of
centralizing authority for the approval of
new food products and the inspection of
food processing facilities. his may
improve the consistency of regulatory
decisions but carries with it some risks.
Absent sufficient technical infrastructure,
staffing levels, and regulato
independence, such centralization coul
slow product approval.

Chemicals

The EC's plans to create a central
environmental agency could have major
implications for future U.S. access in the
chemical industry. The environmental
movement is also growing, and more
stringent rules—about public access to
environmental information, disposal of
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wastes, and liability—are being framed.
Efforts to inform consumers about
esticides and food additives could well
eighten fears and lower the industry's
sales. U.S. firms exported some 8 billion
dollars' worth of chemicals to the EC last
year, one-fourth of U.S. worldwide sales.

Pharmaceuticals/Medical Equipment

6-16

The EC is set to create a single marketing
authorization for new drugs. The most
recent proposal combines a centralized
;gocedure similar to a Community wide

DA with a decentralized mutual
recognition procedure. It is still unclear
whether U.S. companies will retain the
option of seeking approval one member
state at a time, something they may
prefer. Although the U.S. industry serves
the EC primarily through its EC-based
subsidiaries, U.S. exports totaled more
than S1 billion in 1988.

With $1.2 billion in direct U.S. exports
and S3 billion in EC-based sales, U.S.
makers of medical equipment generally
expect to gain as a result of the
harmonization process. But EC
acceptance of U.S. test data remains a
key industry objective.

Autos/Auto Parts

In the auto industry, the EC is moving
from at least 13 sets of different
regulations to a single set of
requirements. Final action on harmoni-
zation of the 44 key standards will mean
that suppliers will only need to obtain one
"whole-type' approval to gain access to
the entire EC market. ~ U.S. parts
suppliers also stand to gain, since they are
highly competitive in the technology
needed to meet the stringent emission
rules bein }groposed as part of the 1992
program. é . exports to the EC of parts

and autos totaled about S2 billion in
1988.

Other Machinery

The EC has proposed several
far-reaching directives affecting virtuall
all types of machinery sold in the EC.
The regulations proposed, which deal
with safety matters, reportedly affect half
of all the machinery sold in Europe. The
United States is a major producer of such
goods and, in areas dominated by large
multinational firms, stands to gain as
conflicting member-state rules are
brought into line.

However, small and medium-sized firms
accounted for an estimated 80 percent of
the more than S5 billion in U.S.
machinery exports to the EC. Such U.S.
suppliers are often ill equipped to follow
the behind-the-scenes work of CEN/
CENELEQC, or to shoulder the potentially
large financial burden of third-party
Fgoduction surveillance by EC-based
abs.

Construction Products

The EC is developing a single set of
standards for all construction-related
materials and adopting a common set of
building codes. T%xe scope of the
proposed regulation is vast, covering all
groducts and materials incorporated in
uildings or engineering works. Without
effective access to the standards-drafting
process, however, U.S. wood products
roducers—together accounting for some
1 billion in U.S. exports in 1%88—fear
they may lose ground to their
Scandinavian competitors, who do
garticipate in the EC's process.
hird-party testing and use of qualit
control systems will often be required,
and could result in added costs and
delays if U.S. labs are not permitted to
perform such setvices.

Telecommunications and Computers

In telecommunications, standards har-
monization is part of overall industrial
policy. It's also key to government
procurement liberalization and ongoing
deregulation of the telecommunications
services market.

The EC's overall agenda tracks closely
U.S. deregulation, but its regulatory
philosophy differs: its rules are intended
to ensure interoperability in addition to
"no harm to network." Moteover, the
EC is anticipating the need for
standardization of future technologies, in
areas such as HDTV and cellular phones.

At the end of the day, the EC will have
one-stop regulatory approval and the
wotld's single largest market for network,
digital transmission, and radio-based,
communications equipment. Moreover,
it will have some of the world's most
stringent requirements for interoperability
of computers and terminal equipment.
U.S. suppliers are considered world
leaders in this area, as evidenced by the
$11 billion in U.S. computer exports, and
1.3 billion dollars' worth of U.S.
telecommunications shipments to the EC
market in 1988. They expect to gain by
the proposed changes.



Major Policy Developments in 1989

If the U.S. reaction in 1988 to the standards
component of the 1992 program could be
characterized as broadly optimistic, 1989 could be
summarized as a year of concern, confusion,
education, and compromise. The U.S. Government
began to sort through the ramifications of the EC's
standards agenda for U.S. producers, identifying
fundamental concerns about transparency in
standards development and equal treatment in
product approval. Meanwhile, the EC's 1992-
related actions were leading to a wrenching
reappraisal of the U.S. standards, testing, and
accreditation system.

Recognizing the need to deal with fundamental
U.S. concerns, private sector and government
representatives in the world's two largest trading
blocs began an earnest dialog on ways to maximize
the program's potential for market expansion. The
EC's July proposal on a global approach to testing
and certification dominated much of the year's
m. By December, improvements in U.S. access

ope's standardsmaking process had been
BN ;pon. Some U.S. firms were testing the new
els effectiveness in protecting their interests.

Concerns about testing and certification, on the
other hand, were amplified, as the number of
questions without answers rose and the few clear
guidelines set by the EC seemed to pose a threat of
undermining the ability of U.S. firms to serve the EC
market. Evaluation of the proposal raised
numerous issues, including the post-1992 status of
existing agreements regarding the acceptance of
U.S. tests.= Although some U.S. firms appeared to
be operating on a "worst case" scenario, initial
analysis suggests that if the EC provides reasonable
opportunities for acceptance of U.S. tests, the
proposed conformity-accec-sment system could
represent an improvement over the present
fragmented regime.

Testing and Certification

Background

Part of the EC'sjolan to remove technical
barriers in the EC involves putting in place a new
system for demonstrating and certifying product
conformity. Currently U.S. suppliers are required to
adhere to the separate national conformity-
assessment procedures that are in effect in the
various EC member states. Product approval of
regulated products differs vastly among the 12
member states. Some countries, such as West
Germany and France, rely heavily on third-party
product testing, whereas others, like the United
Kingdom, focus more on total quality assurance or

2 For a discussion of this issue, see "EC Integration and
Other EC Commitments: ch. 17 in pi 3 of this report.

on self-certification of products by manufacturers.
The EC's proposed "global approach" to testing and
certification would eliminate the need for U.S.
manufacturers to submit numerous separate tests
and reports to secure free movement of their
products throughout the EC. Once a product has
been tested and certified as being in conformance, it
will be free to be sold in all member-state markets.

Anticipated Changes

In July 1989, the EC Commission submitted to
the EC Council a proposal for the Communi ys
future approach to conformity assessment > The
proposal has three parts: a general policy statement
entitled, "A Global Approach to Certification and
Testing"*?, an explanatory memorandum setting
out in detail the rationale for the proposed policy,
and a draft Council decision effecting a modular
approach to conformity assessment A key objective
of the proposal is to provide users, consumers, and
public authorities with full assurance that products
placed on the EC market conform to EC statutory
requirements regarding health, safety, and other
essential public policy matters. Although its
immediate role will be to make possible the uniform
implementation of "new approach” directives (see
text box), the document should be seen as a broad
outline of principles that will 'de future EC policy
towards testing and certification in both the
regulated and the non-regulated spheres. The
policy also calls for creation of various voluntary
mechanisms, such as quality assurance schemes,
intended to raise the overall competitiveness of
EC-made goods.

Choice of Assessment Procedures

The previous report= explains that the EC's
"global approach” to testing and certification will
differentiate between voluntary and regulated
areas. In the areas in which no directives apply,
mutual recognition of testing and certification will
be encouraged but left up to the private sector. In
areas covered by EC directives, however, the EC
aims to increase flexibility by offering
manufacturers, whenever possi lel a choice of
methods to demonstrate conformity. >

Com{89‘3 209 final, June 15, 1989, reprinted in 01 No. C
267/3, (Oct. 19, 1%9).

22 During field interviews with USITC staff onI]an. 8, 1990,
EC Commission officials explained that the "Global Approach'
document has no legal weight and is essentially a pohcy
statement

22 USITC, Effects of EC Integration, USITC Publication 2204,
pp- 6-14 to 6-16. Although the analysis contained in the report
was based on a draft EC Commission policy statement and a
summary of the July proposal, it still reflects the basic
Ehiloso hy and key elements of the formal proposal submitted

y the EC’Commission on July 24, 1989

24 See "Commission Memorandum on Global Approach to
Testing and Certification: Annex to Com(89) 339 final, Of No.
C 267/20, Oct. 19, 1989.

6-17



THE GLOBAL APPROACH: ANATOMY OF A PROPOSAL

Taking a few steps back might be

helpful in understanding the EC's
proposed policy towards conformit
assessment. Suppose you are an EC
Commission staft person charged
with formulating a policy framework
to ensure that regulated products in
the EC do, in fact, conform with leg-
islated requirements. Specifically,
you have been asked to deve10}l)) an
1mpartial logic base that could be
used to guide Communitywide deci-
sions about how to maintain a bal-
ance between the risk associated with
particular products and the cost to
manufacturers of providing reason-
able assurance.

You have three main goals in fram-
ing the policy:

k First, you need to assure that
products placed on the market in
any member state are safe for
circulation. You have alread
refrained from regulating prod-
ucts that do not pose a danger to
human health and safety, the
environment, or consumers.

You know that any product ap-
proved for sale in one member
state is free to circulate through-
out the entire EC market.

P Second, you want to provide
producers with flexibility, both
in the choice of methods to be
used and in the vendors they will
deal with to achieve them. You
are aware that there are literally
thousands of private testin
laboratories in the EC, with dif-
fering technical and financial
capabilities. While providin
producers and government offi-
cials with assurance of the tech-
nical capability of these labora-
tories, you wish to avoid giving
a select few laboratories a de
facto monopoly on testing serv-
ices.

] Third, you are dealing with gov-
ernments who have substantiall
different tolerances for risk an
widely varying views on how to
insure against them. Some have
relied almost exclusively on self-
declarations of conformity by
manufacturets, others routinel
required product tests, and sti

others relied upon production
surveillance. These differences
can be traced in part to the
varying views of their popula-
tions about government responsi-
bility for preventing risk, and in
part to variances in national le-
gal redress mechanisms avail-
able to consumers and workers.

You have been told that the docu-
ment you come up with will be used
as a guide to policymaken, some
with Iittle prior expetience in evaluat-
ing risk. They have been charged
with choosing the most appropriate
conformity-assessment procedures for
products ranging from light bulbs to
implantable medical devices. Their
choices will be binding, both on pro-
ducers and on member-state authori-
ties.

You have also been told that the leg-
islators must delegate substantial re-
sponsibility to the member states for
agplymg these principles. Moreover,
there is no independent, central
means available for assessing the
competence of individual labs. Since
the EC Commission is, however, ul-
timately accountable for the safety of
goods placed on the EC market, {)our
superior has expressed a need to be
in a position to hold the member
states accountable for their approval
decisions.

You return to the office and start to
jot down the elements you believe
will be needed to accomplish your as-
signment. In a few hours, the list
reads as follows:

I. Guidance for policymakers about
the degree of assurance that
vatious conformity-assessment
procedures provide.

2. Criteria for assessing the compe-

tence of labs and cetrtification
bodies.

3. Means of matching laboratory

skills to the products they will be
empowered to approve.

4. Guidance for approved labs

about the types of documenta-
tion they may require to do their
work.

5. Provisions for due process, pro-
tection of confidential business
information, and adequate re-
dress for producers.

Happily, you discover that an inter-
national standard for third-party test-
ing bodies exists, and that this stan-
dard—the ISO 45 series—largely ad-
dresses items 2 through 5. l%ore-
over, you find that evaluation of con-
formity with this standard is always
tied to the particular products to be
tested. The fact that harmonized
mandatory essential requirements and
voluntary European standards exist
for the products to be regulated will,
you are assured, Erovide a fair degree
of certainty that the results produced
by such bodies are uniform. You
cKarge the private regional standards
bodies with transposing those stan-
dards into voluntary European stan-
dards and turn your sights to catego-
rizing existing conformity-assessment
measures by the degree of assurance
that can be associated with each of
them.

To no one's surprise, you find that
the methods providing the greatest
assurance are also the most expen-
sive and time consuming. The most
comprehensive method, known as
full quality assurance, is the subject
of another set of international stan-
dards—the ISO 9000—although the
standard only lists the elements that
must be present at the production site
for such systems. The ISO 45 series
does not contain standards for bodies
monitoring and approving such qual,
iEt:y systems. You request the private

uropean standards to elaborate a
standard for bodies registering quality
assurance schemes.

Armed with a proposed response,
you repott to your supervisor. Your
proposal gets the green light, but
ﬁour supervisor worties that it may

ave one loophole. "If you are rely-
ing heavily on private bodies to con-
duct suchtests, and if they depend
on revenues from producers for their
survival, and if such firms will be
forced to compete with thousands of
other firms across the EC, isn't there
a financial incentive for them to alE-
prove products?" your supetior asks.
'"How can we assure the independ-
ence of such labs?"

You return to the office and jot down
another item:

6. Means of preventing "shopping

around" by producers for the
lowest common denominatot.
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The conformity-assessment options are divided
into eight modules, with each successive module
requiring greater proof of conformity.? The
particular modules that apply will be spelled out in
each directive.?® They range in complexity from a
simple attestation by the manufacturer of a
product's conformance (manufacturer's declaration
of conformity), to testing and approval of a
prototype by a notified body (type-approval), to full
quality assurance. The degree of assurance of a
product's safety associated with each module
generally rises with its complexity (figs. 6-1 and
6-2).

While manufacturers' declarations of
conformity are expected to be the rule, more
comprehensive assessment procedures will be
applied to those products posing a serious risk of
endangering human, animal, or plant health.
Products manufactured in accordance with
European standards — i.e., those developed by CEN,
CENELEC, or ETSI —will generally be presumed to
comply with the essential requirements of EC
directives.?” Those that do not will usually need to
be tested by an independent body.

The modular approach placespeat emphasis
on quality assurance techniques. CEN/CENELEC
has adopted the EN29000 series of standards on
quality assurance in an effort to harmonize quality
assurance in the EC and envisions elaborating on
these rules for particular sectors-2® These standards
must be met by manufacturers in order to comply
with many of the proposed EC modules.
Manufacturers who wish to use these modules to
demonstrate compliance with EC directives must
have their quality system registered by a notified
body (see below) or other accredited or recognized
otganization.®

2= The modules differ according to (1) the stage of
development of the product, i.e., wl%ether the profuct isina
design stage, a prototype, or in full production, (2) the type of
assessment involved, which depends on whether the
assessment entails documentary checks, type testinﬁ, quality
assurance, onsite inspection, etc., and (3) whether the
manufacturer or various third parties carty out the assessments.
See "Commission Memorandum," Annex to Com(89) 209 final,
0/No. C 267/21, Oct 19, 1989.

as When a directive permits a choke among modules, the
choice of conformity-assessment procedures will be at the sole
discretion of the manufacturer. Member states will not be
permitted to require use of particular modules or to impose
additional modules over and above those specified in the
directive. USITC field interview with staff of EC Commission,
Jan. 8,1990.

" See 'Commission Memorandum; Com(89) 209 final, 01
No. 267/20 (Oct 19, 1989).

2¢ The EN29000 refers to quality assurance standards for
manufacturers. The texts of international standards ISO 9000 to
ISO 9004 were aglproved by CEN as European standards
without any modification and were adopted using the numbers
EN29000 through EN29004. The comparable U.S. standards are
the ANSI/ASQCI0 series, which are the same as the 150 9000
series and areprontulgated by the American Society for Quality
Control. The 512900§ series 1s not complete and will be
elaborated with specific quality-control standards for specific
sectors.

as American National Standards Institute, ANSI Global
Standardization News, September 1989, p. 42.

Uniform Levels of Competence and Conduct

In those cases where testing or certification by
an independent body is required, the EC will rely
on bodies designated by the member-state
authorities to assess the conformance of products
with particular EC directives. These bodies,
referred to as notified bodies, will be officially
designated by member states as competent to
perform functions such as verificiation, approval of
quality assurance systems, or type-examination in
line with particular ng 3 pproach directives. Such
bodies must be stru and operated to meet
uniform and transparent standards of competence
and conduct as spelled out in the EN 45000 series of
stanclards,® and will be the only entities authorized
to perform required third-party testing to
demonstrate compliance with EC requirements.*

Single Mark of Conformity

The "CE" mark will be the obligatory indication
that products governed by "new approach"
directives meet statutory requirements. It will
replace all national marks now used to show
compliance with legislated requirements. ** The CE
mark will signify that the products have complied
with the essential requirements and with the
conformity-assessment procedures spelled out in
each particular directive.

Products bearing the CE mark will have the
legal right to be marketed throughout the EC.%*
However, this CE mark alone will not be sufficient
in all jurisdictions to obtain market acceptance of
products.’® Additional marks signifying per-

7% The Community's EN45000 series of standards set the
criteria that will be used to ensure the competence of such -
bodies and define the means to be used to assess conformity
with such criteria. "EN" is nomenclature for European
standards produced by CEN and CENELEC.
series refers to standards for ﬁerformance by testin,
laboratories and certification bodies. These standards are based
on relevant ISO/IEC guides and ILAC documentation. The EC
has requested CEN to elaborate the EN45000 for inspection
bodies and accreditation bodies.

" Bodies will be notified in connection with particular
directives, and ate only authorized to assess conformity to the
directives for which they have been specifically notified. USITC
field interview, Jan. 8, 1990.

32 See ""Commission Memorandum; Annex to Com(89) 209
f"1nalﬁ_111{)rgfi 15, 1989, 01 No. C 267/23, Oct. 19, 1989.

id.

34 'New approach" directives generally state that the
member states are required to recognize the results of notified
bodies located outside their borders. However, there is an
"escape clause' that will allow a member-state authority to
refuse admitta