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Chapter 8

The Government Sector

1.
Introduction; Market and Non-Market Output

1.      The ICP mirrors SNA values in real terms and helps address a crucial issue related to economic science, namely, how economies develop and why some people are rich while others remain poor.   The SNA provides an all encompassing conceptual and data framework that allows analysts to explore the relationship between economic structures and growth and the efficient use of limited resources within a market system.  The system assumes that goods and services are generally exchanged, at least in the private economic sector, at market determined (although not necessarily equilibrium) prices.  Resources and products are allocated according to the relative strengths of consumer preferences at prevailing prices.  The amounts recorded as outlays represent individual ‘needs’ reinforced by a willingness to pay.  They reflect demand as expressed in the actual household spending reported in the national accounts summaries of market transactions.  

2.      In addition to this, governments provide certain goods and services of value and maintain a controlling oversight of the economy to ensure collective social well-being. As responsible managers of the nation state they supply to their respective populations different “baskets” of non-market goods and services for which there is genuine need, and at the same time retain the authority to make political and social choices while dealing with issues of redistribution and equity. The goods and services governments provide are supplied ‘free’ or at well below market prices.  Consequently, there may be little or no actual personal expenditure on these items. By allocating resources appropriately, governments can partially compensate for non-optimal economic situations where desired outcomes for the society may be constrained by features of the market and low personal income.  In practice, governments have no measurable products.  Their actual spending defines what they do.  Similarly, there is no corresponding ‘unit price’ for the underlying output. 

3.      Variations in the amount of official budgetary spending and its scope poses problems for comparisons between countries, mainly because some governments pay for the supply of personal services like health and education (in part or in total) that households in other countries must pay for privately.  International comparisons of GDP and its component expenditures thus adopt a standard approach across all countries that goes beyond national institutional differences, particularly in respect of the extent of involvement of the public sector in the economy.  In the ICP, PPPs are normally determined on the basis of aggregates of final demand in GDP where these, whenever feasible, are expressed in observable market or ‘economically significant’ prices.  Where this principle cannot be applied, as in the production of government, transactions need to be valued at some notion of actual or equivalent cost. 

	Box I.  

The Nature of Prices in Practice

The price of a product or service can take on several meanings depending on the characteristics defined below:  

(i)  The cost of what it takes to make a product or provide a service; that is, the basic input cost establishes a price just sufficient to allow the vendor to stay in business;

(ii)  A cost, also related to production, but determined more by exogenous supply conditions such as weather and the quality of harvest;

(iii)  A price related to the risk and rate of permissibility of the product;

(iv)  An equilibrium price between the supply and demand for a product or service [the common notion of ‘market’ price];

(v)  A standard price or cost recommended by the authorities in the interest of perhaps health and safety, i.e., a basic price adjusted for perceived potential cost externalities;

(vi)  ‘Layered’ prices, linked to a listed or posted market price, commonly found in the varying discounts applied to a manufacturer’s recommended retail price or advertised normal price;

(vii)  Free goods and token charges, fixed by a higher authority according to some administrative formula, such as museum entrance fees, school attendance fees, outpatient services, prescription drug charges, etc;

(viii)  ‘Loss leaders’ to encourage customers to buy other products at a particular point of sale;

(ix)  Notions of imputed price and borrowed reference prices related to ‘free’ goods and services produced for own use;

(x) ‘Bundled’ prices that include all sorts of product related services and credit charges, particularly relevant to service support embedded in the price of consumer durables.

      The prices relevant to the ICP include all the above because they are those implicit in the national accounts aggregates, particularly in the case of household consumption.  These are the actual transaction prices or realized purchasers’ prices.  They are not the same as the ’offer’ or quoted prices posted by suppliers which are the prices generally collected in Consumer Price Index surveys.  Purchaser prices have to include all the sales and commodity taxes levied on a product, delivery charges where applicable and servicing, packaging and all other specific sales costs incurred by the seller in transferring the ownership of a product to the consumer.  In the case of large pieces of capital equipment, including household consumer durable goods, additional costs of acquisition [ordering from stock] and installation may also be involved.


4.      The standard market price approach cannot be used to value ‘non-market goods and services’ supplied ‘free’ or on a nominal cost basis by the public sector. The value of these services is estimated primarily according to the accounted cost of supplying them.  This is known as the “input-cost principle”
.  In a number of fairly distinct instances, this basic cost approach stands as a proxy for price level differences but it may also be backed up, secondarily, by some direct physical quantity comparisons.  This chapter is mostly concerned with how this ‘input-cost principle’ is applied in practice to quantify government production and to derive purchasing power parities (PPPs) for output generated by the government sector.

	Box II

Market and Non-Market Conditions

    Just as in the regular market where the price of a product is related to the efficiency with which it is produced and distributed, the actual cost and effectiveness of various official non-market goods and services is affected by the efficiency and productivity with which government output can be delivered.  Thus, in terms of the unit cost of providing a non-market service, some governments are able to produce more education and make better health  provisions (however defined) than others.  Often this is because the staff are better trained, services are better managed, and there is a greater degree of technical back up and professional support.

  In the regular market, the constant pressure of competition tends to make sure that, over the long run, products are delivered efficiently.  Moreover, these products end up being priced by the market and produced by those units most able to supply the market.  But, in the area of non-market services, such a test does not automatically apply.  The government is notably the sole supplier and some of the products concerned are unique.  The effective utilization of scarce resources in the delivery of non-market services is difficult to measure, but it is evidently linked to an assessment of the quantity and quality of outcomes in relationship to the cost and amount of inputs utilized.  In practice, it is often necessary to resort to proxy indicators of output and performance to measure an intrinsically unquantifiable outcome defined by official policy.  If, because of the nature of the service rendered, there is a fixed proportionality between outputs and inputs, the output of services can be measured by the cost of providing them.  The assumption here is that the more expensive the inputs, the higher the cost and hence greater the assumed value of the final output to consumers.


5.      The goal of government spending activities is the collective good of the general public and the individual well being of households.  Governments assume this responsibility because many goods or services valued by society cannot be effectively and inexpensively obtained through regular market channels.  By raising taxes and official borrowing governments are able to make available to the public, individual and communal goods and services either free of charge or at a minimal fixed cost that generally falls below the prices that would otherwise prevail in the market.  Governments deliver not only social goods and services in the domestic economy but also undertake the collective security of the nation, establish the necessary conditions and regulations to maintain law and order, protect people’s private property and ensure the personal safety of citizens from individual threat and potential environmental hazards.  

	Box III

The Purposes of Government and the Various Clients of Official Services


The essential role of the government is to ensure, in the broadest sense, the continued efficient operation of a country.  Governments aim to provide both security and support for their citizens and try to do this in a socially equitable way.  They assume responsibilities to make markets work properly and, where necessary, address undesirable externalities such as pollution, congestion and other societal problems.  Most of these issues cannot be resolved by negotiations between individuals acting in their own capacity in an uncontrolled and unregulated market environment.  In helping to create a just society, governments provide many socially essential goods and services that cannot easily be supplied by the market.


Consequently, governments perform a variety of functions at different levels of authority which they carry out using different processes.  The actual “users” of government services, the ‘clients’, are quite varied and their needs for these services differ.  First, the government itself acts for the state in both internal and external affairs.  It is, therefore, one of the largest “consumers” of its own services.  In a traditional sense, this represents the cost of “running the administration”; that is, of maintaining the bureaucracy.   Second, at another level, society - represented by the total population acting as a collective unit and as common users- requires a range of communal services.  Third, the corporate sector may also look to government to provide information, advice, incentives and support in areas promoting industrial and agricultural business.  Finally, the most important “users” of public non-market goods and services are households and individuals who access public education, health and social welfare services as their need arises.  All these non-market goods and services are provided through official current expenditure outlays.  They serve to strengthen the foundation of individual consumption (or investment) and they significantly affect household well-being and influence the final expenditure behavior of the private sector.  


6.      “General government” is the term used in the SNA 93 to describe the institutional sector that consists of central, regional, state and local government units taken together along with the social security funds controlled by those units.  Non-profit institutions engaged in non-market production that are controlled and mainly financed by government units or social security funds are also included in the general government sector.  Throughout this chapter “government” means “general government” unless specifically stated otherwise.

	Box IV

The different levels of government

   There are several levels of government related to different constitutional, institutional and administrative models of social and political organization.  In all countries, there is always a central or federal layer of government through which the core national decisions that have widespread applicability are channeled.  Under this, there normally exists, especially in larger and more populous countries, a state or provincial layer of government responding primarily to regular outlay commitments for the regional provision of services.  Below that, a further level dealing with country, district, city, urban and municipal government matters as well as councils responsible for rural district and local parish affairs can be found.

   There is, by definition, only one central or federal government system but there may be multiple sub-component government structures representing different levels of jurisdiction and authority.  The IMF’s Government Financial Statistics Manual recommends that a distinction be made only between “Central Government” and “Local Government”.  In consolidation, the two together, since they encompass all the various layers of government, should be referred to as “General Government”.


2.
Policies and Functions of Different Levels of Government
7.      Governments conventionally undertake both current and capital outlays to support overreaching objectives of collective and individual household consumption.  The scope of government activities cover such areas as the economy, social services and the environment largely based on the strategies they wish to pursue.  Many of these policies are designed to strengthen human capital, others will be responsive and reactive to society’s needs and ills.  Some will be protective and preventative.  In many cases, the responsibility of providing local communal household services like refuse disposal, sanitation, and street lighting will fall to lower levels of provincial and municipal governments.  In other cases, public facilities and services will come under the primary responsibility of the central government, but the regional availability of such services as health and education as well as their actual delivery and outreach will be determined by the local authorities.  These are usually funded by central government grants and subventions to local bodies. The actual ‘output’ of the government is represented by its net total spending. 

	Box V 

The Functions of Government


Statistically, the purposes of government are defined in terms of the functions of government  current expenditure classified according to the following services:

a) General Public Services (Administration)

b) Defense (military) 

c) Public Order and Safety (justice, police and internal security)

d) Economic Affairs (including special provisions for agriculture, transport and communications)

e) Environmental Protection

f) Housing and Community Amenities

g) Health, Recreation, Culture and Religion

h) Education

i) Social Protection


These services may be provided by the central government, state or provincial governments or other lower levels of regional local government and by municipal authorities.  In practice, different official authorities tend to assume responsibility for certain specific services depending on whether they fall under a centralized national control or are subject, essentially, to a more decentralized local authorization.  While some official services are now sold, at or close to, a notion of market price (more especially since the general drive to outsource government work and encourage the privatization of different official functions), the majority of services are provided essentially “free” or at a price that does not cover their full cost of production.  These include certain social goods and services that are deemed to be part of the ‘rights’ of the population irrespective of a person’s individual status.  Some of these services are provided on a collective or communal basis, such as policing and street lighting, while others like health and education are individual.  Certain services like public transport and water supply may also be provided at less than full cost, often on the grounds of their social usefulness or for broader purposes of labor support and efficiency.  But a large part of non-market services are destined for individual consumption use, even though some of these cannot be allocated to specific groups or persons.

       Broadly speaking, for the purposes of the ICP (and SNA 93), items a) through to e) inclusive are generally deemed to form the “collective consumption of government” and items f) to i) are considered as the “individual consumption of households”.


8.      Governments may also undertake the construction of certain public works like roads, water channels, sewers, airports and provide other forms of public infrastructure deemed relevant to the country’s well-being and development.  These projects are often too large or too long term, to be considered by private enterprise independently as commercially viable projects.  They are also often initially too expensive to be undertaken privately, particularly in the short to medium term.  Many planned public works projects, such as highways and laying sewage channels, may be considered essential prerequisites for promoting economic development and maintaining the general well-being of the country.  In terms of the ICP and in accordance with economic concepts and definitions, these government investment expenditures are included by type under the general heading of gross fixed capital formation.

9.      Because the supply of services produced by government does not observe the customary rules of the market, it is assumed that – following a political decision by a national authority to supply the goods and services in question – the cost of providing that service, i.e., the sum cost of inputs, determines its output value.  The various component costs reflect the relative prices of carrying out the defined functions within the given economic system of the country.  The basic input costs incurred by government in generating production are comprehensively classified according to the following four primary categories of expenditure as defined in the latest (revised 2001) Government Finance Statistics Manual issued by the IMF.

· Compensation of employees

· Intermediate consumption

· Consumption of fixed capital

· Net taxes on production

10.      The derivation of appropriate purchasing power parities (PPPs) for each of these components with certain broad categories is described in more detail below.  But first it is necessary to consider the importance of each of these cost components.

11.      The study of costs most importantly includes the survey of compensation of employees which is the only price collection undertaken specifically for the calculation of PPPs for government expenditure.  For intermediate consumption on stationery, telephones, paper, etc. reference PPPs based on market comparisons are used in the absence of detailed official purchasers prices.  A discussion of possible productivity and quality differences and whether there is a need to adjust for these features is left to the end of this chapter.


3.
Measuring Government Output in the ICP

12.      In the ICP exercise, current government expenditure of government represents its output.  Government spending constitutes an important element of total final consumption expenditure of the nation.  The revised 1993 SNA witnessed a major change in the treatment of government expenditures in accordance with the concepts and conventions already well established in the ICP.  Furthermore, in the ICP, actual government costs overall are taken ‘net’ of receipts from sales and any other minor revenues (such as museum entrance charges and marginal fees for certain document handling services) recovered in providing output.  

13.      Government services are the services provided to households by general government.  They comprise individual services and collective services.  Individual services are those provided by the general government to specific identifiable households.  These are services, such as health and education which benefit and are consumed by individual households.  Collective services are those that the general government provides simultaneously to all members of the community.  These include services such as defense and public order and safety which are enjoyed by households collectively.   A detailed breakdown of collective and individual services is provided in Box VI below. 

	Box VI

 Collective Services (CS) and Individual Services (IS)

(Classified according to COFOG 1998)

	01.
GENERAL PUBLIC SERVICES

01.1
Executive and legislative organs, financial and fiscal affairs, external affairs (CS)

01.2
Foreign economic aid  (CS)

01.3
General services (CS)

01.4
Basic research (CS)

01.5
R&D General public services (CS)

01.6
General public services n.e.c. (CS)

01.7
Public debt transactions (CS)

01.8
Transfers of a general character between different levels of 
government (CS)

02.
DEFENCE

02.1
Military defense (CS)

02.2
Civil defense (CS)

02.3
Foreign military aid (CS)

02.4
R&D Defense (CS)

02.5
Defense n.e.c. (CS)

03.
PUBLIC ORDER AND SAFETY

03.1
Police services (CS)

03.2
Fire-protection services (CS)

03.3
Law courts (CS)

03.4
Prisons (CS)

03.5
R&D Public order and safety (CS)

03.6
Public order and safety n.e.c. (CS)

04.
ECONOMIC AFFAIRS

04.1
General economic, commercial and labor affairs (CS)

04.2
Agriculture, forestry, fishing and hunting (CS)

04.3
Fuel and energy (CS)

04.4
Mining, manufacturing and construction (CS)

04.5
Transport (CS)

04.6
Communication (CS)

04.7
Other industries (CS)

04.8
R&D Economic affairs (CS)

04.9
Economic affairs n.e.c. (CS)

05.
ENVIRONMENT PROTECTION

05.1
Waste management (CS)

05.2
Waste water management (CS)

05.3
Pollution abatement (CS)

05.4
Protection of biodiversity and landscape (CS)

05.5
R&D Environment protection (CS)

05.6
Environment protection n.e.c. (CS)


	06.
HOUSING AND COMMUNITY AMENITIES

06.1
Housing development (CS)

06.2
Community development (CS)

06.3
Water supply (CS)

06.4
Street lighting (CS)

06.5
R&D Housing and community amenities (CS)

06.6
Housing and community amenities n.e.c. (CS)

07.
HEALTH

07.1
Medical products, appliances and equipment (IS)

07.2
Out-patient services (IS)

07.3
Hospital services (IS)

07.4
Public health services (IS)

07.5
R&D Health (CS)
07.6
Health n.e.c. (CS)
08.
RECREATION, CULTURE AND RELIGION

08.1
Recreational and sporting services (IS)

08.2
Cultural services (IS)

08.3
Broadcasting and publishing services (CS)
08.4
Religious and other community services (CS)
08.5
R&D Recreation, culture and religion (CS)
08.6
Recreation, culture and religion n.e.c. (CS)
09.
EDUCATION

09.1
Pre-primary and primary education (IS)

09.2
Secondary education (IS)

09.3
Post-secondary non-tertiary education (IS)

09.4
Tertiary education (IS)

09.5
Education not definable by level (IS)

09.6
Subsidiary services to education (IS)

09.7
R&D Education (CS)
09.8
Education n.e.c. (CS)
10.
SOCIAL PROTECTION

10.1
Sickness and disability (IS)

10.2
Old age (IS)

10.3
Survivors (IS)

10.4
Family and children (IS)

10.5
Unemployment (IS)

10.6
Housing (IS)

10.7
Social exclusion n.e.c. (IS)

10.8
R&D Social protection (CS)
10.9
Social protection n.e.c. (CS)



14.      Individual consumption expenditure by the government is undertaken primarily for the benefit of an identifiable household or group of households and for particular persons in those households.  The collective consumption expenditure by the government refers to outlays that are made for the general benefit of the community at large.  Thus, government expenditure on primary schools or public health clinics is designed to provide services to children and, in the latter case, other individual members of the public. By contrast, government expenditure on the police force or on its own administration is considered to be a collective outlay because it is intended for the benefit of the whole community.  This distinction, first implemented in the ICP, between ‘who uses’ and ‘who pays for’ a service was similarly adopted in the SNA 93, and is essential for understanding the relative importance of the different functions of the government [See Table 1]. Both main aggregates are important in terms of their shares of GDP in the OECD:  individual consumption expenditure by the government ranges from 5 to 19 per cent of GDP depending on the country, while collective consumption expenditure by the government accounts for around 8 or 9 per cent of GDP in most advanced countries.  

Table 1

Who Consumes Versus Who Spends

	
	Final consumption expenditure
	Actual final consumption

	Households
	Individual consumption expenditure by households
	Actual individual consumption

Equals individual consumption expenditure by households,

Plus individual consumption expenditure by NPISHs

Plus individual consumption expenditure by government

	NPISHs

NGOs
	Individual consumption expenditure by NPISHs
	None

	Government


	Individual consumption expenditure by government

Collective consumption expenditure by government
	Actual collective consumption

Equals collective consumption expenditure by government


15.      Individual consumption expenditure by government is also important because it is one of three components of actual individual consumption – the other components being individual consumption expenditure by households themselves and individual consumption expenditure by NPISHs.  Actual individual consumption is a measure of what households consume and, as such, it is of particular relevance to comparisons of personal economic welfare.  In the OECD, individual consumption expenditure’s contribution to actual individual consumption is 12 per cent on average with a range of 8 to 27 per cent among countries.

16.      Individual and collective services are comprehensively defined in COFOG 98.  These definitions are followed in the Eurostat-OECD expenditure classification which provides the standard.  Broadly speaking, individual services are housing, health, recreation and culture, education and social protection;  and collective services comprise general public services, defense, public order and safety, economic affairs, environment protection and housing and community amenities.  The latter include the research and development undertaken for individual services - R&D Health, R&D Education, etc. - and the overall policy-making, planning, regulatory, budgetary, co-ordinating and monitoring responsibilities of ministries overseeing individual services - Health n.e.c., Education n.e.c., etc.  All these activities are considered to benefit households collectively rather than individually.

	Table 2:  Individual and Collective Services by Basic Heading

	HOUSING
	13.01.11.1
	Housing

	HEALTH
	HEALTH BENEFITS AND REIMBURSEMENTS

	
	13.02.11.1
	Pharmaceutical products

	
	13.02.11.2
	Other medical products

	
	13.02.11.3
	Therapeutic appliances and equipment 

	
	13.02.12.1
	Out-patient medical services

	
	13.02.12.2
	Out-patient dental services

	
	13.02.12.3
	Out-patient paramedical services

	
	13.02.12.4
	Hospital services

	
	PRODUCTION OF HEALTH SERVICES

	
	13.02.21.1
	Compensation of employees:  Physicians

	
	13.02.21.2
	Compensation of employees:  Nurses and other medical staff

	
	13.02.21.3
	Compensation of employees:  Non-medical staff

	
	13.02.22.1
	Intermediate consumption:  Pharmaceutical products

	
	13.02.22.2
	Intermediate consumption:  Other medical goods

	
	13.02.22.3
	Intermediate consumption:  Therapeutic appliances and equipment

	
	13.03.22.4
	Intermediate consumption n.e.c.

	
	13.02.23.1
	Gross operating surplus

	
	13.02.24.1
	Net taxes on production

	
	13.02.25.1
	Receipts from sales

	RECREATION AND CULTURE
	13.03.11.1
	Recreation and culture

	EDUCATION
	EDUCATION BENEFITS AND REIMBURSEMENTS

	
	13.04.11.1
	Education benefits and reimbursements

	
	PRODUCTION OF EDUCATION SERVICES

	
	13.04.21.1
	Compensation of employees:  Pre-primary and primary education

	
	13.04.21.2
	Compensation of employees:  Secondary education

	
	13.04.21.3
	Compensation of employees:  Post-secondary non-tertiary education

	
	13.04.21.4
	Compensation of employees:  Tertiary education

	
	13.04.22.1
	Intermediate consumption

	
	13.04.23.1
	Gross operating surplus

	
	13.04.24.1
	Net taxes on production

	
	13.04.25.1
	Receipt from sales

	SOCIAL PROTECTION
	13.05.11.1
	Social protection

	COLLECTIVE SERVICES
	14.01.11.1
	Compensation of employees (collective services relating to defence)

	
	14.01.11.2
	Compensation of employees (collective services other than defence)

	
	14.01.12.1
	Intermediate consumption (collective services relating to defence)

	
	14.01.12.2
	Intermediate consumption (collective services other than defence)

	
	14.01.13.1
	Gross operating surplus

	
	14.01.14.1
	Net taxes on production

	
	14.01.15.1
	Receipts from sales


	Table 3:  Reference PPPs for Individual and Collective Services 

	Basic heading
	Reference PPP

	HOUSING

	  13.01.11.1 Housing
	PPPs for actual rents

	HEALTH BENEFITS & REIMBURSEMENTS

	  13.02.11.1 Pharmaceutical products

  13.02.11.2 Other medical products

  13.02.11.3 Therapeutic appliances and equipment

  13.02.12.1 Outpatient medical services

  13.02.12.2 Outpatient dental services

  13.02.12.3 Outpatient paramedical services
	PPPs for household final consumption expenditure on:

· Pharmaceutical products

· Other medical products

· Therapeutic appliances and equipment

· Outpatient medical services

· Outpatient dental services

· Outpatient paramedical services

	  13.02.12.4 Hospital services
	PPPs for production of health services by government (without net taxes on production and receipts from sales)

	PRODUCTION OF HEALTH SERVICES

	Intermediate consumption:

  13.02.22.1 Pharmaceutical products

  13.02.22.2 Other medical goods

  13.02.22.3 Therapeutic appliances and equipment
	PPPs for household final consumption expenditure on:

· Pharmaceutical products

· Other medical products

· Therapeutic appliances and equipment

	  13.03.22.4 Intermediate consumption n.e.c.
	PPPs for household final consumption expenditure on the domestic market (excluding all basic headings under health and education and all basic headings with reference PPPs)

	  13.02.23.1 Gross operating surplus
	PPPs for gross fixed capital formation

	  13.02.24.1 Net taxes on production

  13.02.25.1 Receipts from sales
	PPPs for production of health services by government (without net taxes on production and receipts from sales)

	RECREATION AND CULTURE

	  13.03.11.1 Recreation and culture
	PPPs for government final consumption expenditure (excluding social protection, recreation and culture, and housing)

	EDUCATION BENEFITS & REIMBURSEMENTS

	  13.04.11.1 Education benefits & reimbursements
	PPPs for production of education services by government (without net taxes on production and receipts from sales)

	PRODUCTION OF EDUCATION SERVICES

	  13.04.22.1 Intermediate consumption
	PPPs for household final consumption expenditure on the domestic market (excluding all basic headings under health and education and all basic headings with reference PPPs)

	  13.04.23.1 Gross operating surplus 
	PPPs for gross fixed capital formation

	  13.04.24.1 Net taxes on production

  13.04.25.1 Receipts from sales
	PPPs for production of education services by government (without net taxes on production and receipts from sales)

	SOCIAL PROTECTION

	  13.05.11.1 Social protection
	PPPs for government final consumption expenditure (excluding social protection, recreation and culture, and housing)

	COLLECTIVE SERVICES

	  14.01.12.1 Intermediate consumption (collective services relating to defense)
	PPPs for gross fixed capital formation

	  14.01.12.2 Intermediate consumption (collective services other than defense)
	PPPs for household final consumption expenditure on the domestic market (excluding all basic headings under health and education and all basic headings with reference PPPs)

	  14.01.13.1Gross operating surplus
	PPPs for gross fixed capital formation

	  14.01.14.1 Net taxes on production

  14.01.15.1 Receipts from sales
	PPPs for production of collective services by government (without net taxes on production and receipts from sales)


	Table 4:  Selected Occupations

	
	Individual Services
	Collective Services

	
	Health
	Education
	Defense
	Other

	101:  Doctor, head of department
	X
	
	
	

	102:  Doctor, senior consultant
	X
	
	
	

	103:  Doctor
	X
	
	
	

	104:  Nurse, head of department
	X
	
	
	

	105:  Nurse, operating theatre
	X
	
	
	

	106:  Nurse
	X
	
	
	

	107:  Nursing auxiliary
	X
	
	
	

	108:  Physiotherapist
	X
	
	
	

	109:  Laboratory assistant
	X
	
	
	

	110:  Hospital chief executive
	X
	
	
	

	111:  Secretary I
	X
	
	
	

	112:  Cook
	X
	
	
	

	301:  Kindergarten teacher
	
	X
	
	

	302:  Primary school teacher
	
	X
	
	

	303:  Secondary school teacher
	
	X
	
	

	304:  University lecturer
	
	X
	
	

	305:  Head teacher
	
	X
	
	

	201:  Finance department manager
	
	
	
	X

	202:  Executive official (skill level III)
	
	
	
	X

	203:  Executive official (skill level IV)
	
	
	
	X

	204:  Computer operator 
	
	X
	
	X

	205:  Bookkeeping clerk
	
	X
	
	X

	206:  Data entry clerk
	
	
	
	X

	207:  Secretary II 
	X
	X
	
	X

	208:  Telephone switchboard operator
	X
	
	
	X

	209:  Messenger
	X
	
	
	X

	210:  Maintenance electrician 
	X
	X
	
	X

	211:  Building caretaker
	X
	X
	
	X

	212:  Cleaner
	X
	X
	
	X

	213:  Policeman/woman
	
	
	
	X

	214:  Prison guard
	
	
	
	X

	215:  Firefighter
	
	
	
	X

	216:  Social worker
	
	
	
	X

	217:  Town planner
	
	
	
	X

	218:  Civil engineer
	
	
	
	X

	219:  Draughtsman
	
	
	
	X

	220:  Construction laborer
	
	
	
	X

	221:  Driver
	
	
	
	X

	222:  Agricultural scientist
	
	
	
	X

	223:  Librarian 
	
	
	
	X

	401:  Private of infantry regiment
	
	
	X
	

	402:  Commander of infantry regiment
	
	
	X
	

	403:  Able seaman
	
	
	X
	

	404:  Commander of frigate
	
	
	X
	

	405:  Airman
	
	
	X
	

	406:  Fighter pilot
	
	
	X
	


 Box VII:  Compensation of Employees

Compensation of employees includes all payments in cash and kind made by general government in a year.  These payments in cash and kind comprise:


Gross salaries and wages;


Employers' actual social contributions;


Imputed social contributions.

Gross salaries and wages (before deduction of taxes and social contributions payable by employees) cover:


Basic salaries and wages as laid down in the salary scales;


Other payments, over and above the basic salary or wage, such as: housing or residence allowance, passage or leave allowance, family allowance (for the purpose of PPP survey, this covers a married employee with two dependent children), special duty allowance or acting allowance, 13th month pay and other cash payments excluding overtime payments..
Benefits in cash or kind that are not related to the salary scale, such as free or subsidized housing, transport allowance, reimbursement of medical expenses and the like, are not included when calculating the average annual cost of selected occupations for the PPP survey.  Such benefits are difficult to evaluate, as they can vary from one general government institution to another, and in most cases are negligible relative to the annual total.

Employers' actual social contributions consist of the payments made by general government institutions to insurers for the benefit of their employees.  These payments cover contributions for old age pensions, as well as sickness, accident and disability.  They are calculated on the basis of the schemes in operation in the various countries.

Imputed social contributions represent the counterpart to social benefits paid directly by general government institutions without participating in or establishing a fund, reserve or other special scheme for this purpose.  Since these contributions do not involve actual cash flows, they have to be imputed.  For example, governments may pay pensions to retired employees from general revenue.  In such a case the pension element in the employee's compensation during his term of employment is usually evaluated by reference to the average pensions paid over recent years.  The ratio, pensions paid per compensation of employees, supplies the contribution in the form of a rate which can be applied to the basic salary for each occupation.


3.1
The Outlays of Government

17.      The concept of actual final consumption, (‘use’)and not that of final consumption expenditure (‘cost’) is used because significant differences exist between countries regarding the extent to which governments undertake expenditures on behalf of households.  In many countries, the government still provides the bulk of health and education services delivering them either free or below their true cost.  Elsewhere, however, households are required to purchase much of their health and education services from market producers at ‘economically significant’ prices.  In some of these cases, the government may reimburse these personal outlays, either in whole or in part.    In quite a number of countries, the conventional official responsibilities and practices of government with respect to such provisions have changed somewhat over the past decade as new official objectives on government spending, on privatization and the practice of outsourcing, and or pricing services closer to levels determined by the market have been introduced. In its focus on the question of use and consumption value to the individuals who utilize public goods and  services, the ICP ensures consistency in regard to comparisons between countries over successive periods of time.  

	Box VIII

Pricing Public Goods and Services


In the 1990s, following the Reagan-Thatcherite initiatives on public sector reform embraced by most modern economies and the corresponding imperatives for restrained government expenditures demanded by the so called ‘Washington Consensus’ that continue to impinge on much of the developing world’s operations, the nature of official funding of what have traditionally been areas of government financed services has changed.  In response to pressures to introduce lean and efficient government, there has been a strong move towards establishing ‘appropriate prices’ and to implement wide-ranging charges for public goods and services that come closer to what the market can bear.  This has been accompanied by the downsizing of government and associated outsourcing of many services whose costs have been conventionally charged to the public purse but which must now be met from private pockets or ‘voluntarily’ provided to households by non-profit institutions .


18.      Collective services are produced solely by government.  Individual services can be both produced and purchased by government from market producers – the mix varies from country to country.  Both “non-market services” are provided at a price (often ‘free’) that does not have a significant influence on the amounts producers supply and purchasers buy.
  It is not possible to value the outputs of producers of non-market services if there are no market prices.  National accountants have adopted the convention of estimating the expenditures on non-market services by summing up the costs to produce them.  To maintain consistency with the prices underlying these expenditures, it is necessary to use the purchasers’ prices of inputs to calculate the PPPs for non-market services.  
19.      Nevertheless, unlike the PPPs for non-market services that are calculated using input prices, the PPPs for the individual services purchased by the government from market producers and are subsequently passed on to households are clearly calculated using output prices.  These output prices are the amounts actually paid for the individual services purchased.  Where households pay the whole purchasers’ price to the market producer prior to being either completely or partially reimbursement by the government, these are clearly actual market prices.  Where households pay only a portion of the purchasers’ price to the market producer and the reminder is paid to the market producer by government, these are composite market prices – that is the prices obtained by summing the non-reimbursable part paid by households and the part paid by government.  Regardless of how the purchases are financed in a country, the PPPs for household purchases of individual services from market producers and the PPPs for government purchases of individual services from market producers are calculated using the same output prices.
20.      By contrast, collective consumption expenditures refer to the production of services solely by government, and essentially for its own use.  They do not involve the purchase of any goods and services for the benefit of individual households.  In the new GFS Manual this generally covers the first six functions identified (see Box V for a more detailed and specific categorization).

21.      Another important consideration in measuring the output of government goods and non-market services is that a significant element sometimes reflects an official desire to broaden the basis of equity and implement more effective policies of redistribution.  Where policies are targeted to specific individuals and identified groups that suffer from an evident economic and social disadvantage, the cost of delivering these services may turn out to be proportionately greater than if supplied, or made available to, all individuals or households.  In other words, part of the service provided will incorporate an unidentifiable and asymmetric social transfer component available only to a select group of people across the range of various potential users.

22.      For the above reasons, and because of the well documented difficulties of quantifying government output and measuring the productivity of government services, the new ICP manual and OECD and EUROSTAT
guidelines for measuring PPPs have recommended that, as a general rule, the value of government non-market goods and services should be estimated by the respective costs of providing them.  Nevertheless, it is also suggested that an array of corresponding physical indicators should be constructed to provide benchmark standards (average performance in a reference year) that could illustrate how well these provisions are made.  They can also perhaps serve as (albeit, imprecise and indefinite) measures of real official output. [See below for a further discussion of the productivity and quality of government output].


3.2
Government Expenditure Weights

23.      The relevant expenditure weights for government, which have to take account of the individual consumption expenditure of government allocated to households, must be obtained from both the national accounts and the more detailed government accounts.  As in other final expenditure areas, it is important to achieve cross-country consistency in the pricing procedures used for the different types of government outlay.  Again, the relevant prices are those implicit in the derivation of the corresponding GDP expenditure aggregates prepared for the country.  If the actual output measures reported in the national accounts include an overall uplift for an assumed ‘across the board’ standard productivity adjustment this should be taken into account.

24.      Unlike the PPPs for non-market services that are calculated using basic input prices, the PPPs for the individual services purchased by government from market producers are calculated using output prices.  These output prices are the prices actually paid for the individual services purchased.  They are composite prices comprising the purchaser’s price paid by government and that part of the purchasers’ price paid by households that is not reimbursed by government.  It is important, therefore, that government expenditure on individual services purchased from market producers is separated from government expenditure on government produced services.  In Table 3 this distinction is made between government direct expenditures on health and education services.  Government expenditures on health and education benefits and reimbursements for personal outlays are clearly separated from government expenditures on the production of health and education services.

25.      In the Eurostat-OECD comparisons government final consumption expenditure on individual and collective services comprise 36 basic headings.  Of these basic headings, 29 cover expenditure on individual services – that is, individual consumption expenditure by government – and seven cover expenditure on collective services – that is collective consumption expenditure by government.  It is likely that most countries will need to adopt a similar level of detail except where reimbursements are not common.
26.      There are basic headings for which no prices are collected directly.  The PPPs for these basic headings are based on price data that have been collected for other basic headings.  Such PPPs are called “reference PPPs”.  They are taken from elsewhere in the comparison to serve as proxies for the PPPs that would have been calculated had prices been collected for the items acquired by government for which no prices were collected.  The reference PPPs are listed in Table 3.  For example the reference PPPs for housing are the PPPs for actual rents, while the reference PPP, for gross operating surplus is equal to the consumption of fixed capital as net operating surplus within the government sector is likely to be insignificant.
27.      The capital outlays of government are incorporated into the general category of gross fixed capital formation (GFCF) where this consists of fixed capital formation such as land development and reclamation, road and conduit construction, sewage disposal and water supply works, office buildings, government vehicle purchases (but not military hardware and other defense equipment) etc.  Sales of government capital to non-government purchasers need to be deducted.  Government GFCF also includes changes in inventories, such as strategic stocks of food, fuel and emergency medical supplies, and work in progress (major capital works and equipment in the process of completion that can have a potential civilian use).  In principle the acquisition less disposal of valuables should be similarly taken into account but this is generally not applicable in the case of government except where national treasures are either sold or acquired on behalf of the nation.

28.      The PPPs for gross fixed capital formation are also the reference PPPs for intermediate consumption of collective services relating to defense.  This is because a significant part of intermediate consumption of defense consists of expenditures on machinery, equipment and construction that are not dual purpose – that is, they are for military use only and cannot be put to civilian use as well.  Such expenditure is classified as intermediate consumption and not gross fixed capital formation in the SNA 93. 

29.      The remaining nine basic headings all refer to compensation of employees.  PPPs for these basic headings are calculated using the compensation of employees that countries report for a selection of occupations in general government, public education and public hospitals.  The selected occupations are listed in Table 4.  Most of the occupations are specific respectively to health, education, defense or other collective services.  A few, such as secretary II, maintenance electrician, building caretaker and cleaner are common to more than one service.  The selected occupations are defined using job descriptions taken from the ISCO-88. 
 These describe the occupations in terms of the kind of work done.  The exact definitions are included in the questionnaire that countries have to complete each year.

30.      The coverage of compensation of employees that countries are to report for the selected occupations is defined in Box VII.  The definition is consistent with that of the SNA 93 except that overtime is not included.  Past experience has shown that it is too difficult to obtain data on overtime on a comparable basis across countries.  Although this results in volume measures that are marginally inflated, their specific comparability is judged to be improved by ignoring overtime.  

31.      Countries are to determine the compensation of employees using a standard government salary scale.  They are not required to extract actual data from payrolls.  The procedure is as follows.  Employees in public administrations are paid on the basis of a salary scale.  Each scale is usually divided into categories which generally correspond to levels of education and experience.  Within these categories there are various career brackets over several grades and each grade is itself divided into steps.  For each occupation the grade that is most representative in each country is to be selected.  The criterion is to choose the most common grade, i.e., to review the number of employees in each salary grades and to select the modal grade.  The appropriate step within the grade is indicated by the seniority specified for the selected occupation.  For all the occupations specified the seniority level is five years.  

32.      The compensation of employees reported for each selected occupation must be annual.  This is not particularly problematic, except when a revision to salary scales takes place during the reference year.  The compensation of employees should also be the national average taking into account the discrepancies in compensation which may arise not only in the regions (for example between central and local government or between the local government of the various regions) but also within central government itself (for example between various departments).  Unless there is a national scale, this can pose a problem where access to the various salary scales is not readily available.

33.      In addition to the compensation of employees, countries are required to report a weight that shows the relative importance of each selected occupation.  Countries are also to report the number of hours worked per week and the holiday entitlement (including public holidays) for each occupation.  This is to enable the compensation of employees to be adjusted to a standard number of hours worked per year.  The standard is 1710 hours per year (52 working weeks of 38 hours duration, assuming 35 days of paid leave a year including public holidays).  For countries not in the OECD or an expanded Europe, an adjustment may be needed to what is the more common working practice in government.

4.
The Valuation of Government Consumption (Current Expenditure)

34.      In the national accounts, as earlier stated, the provision of goods and services directly produced by the government itself is generally valued at the cost of undertaking the output concerned.  The main element of this current expenditure, is the compensation of those employees engaged in providing the service – the civil servants, teachers, nurses, doctors, technicians and so on.  But there are also other significant elements of costs; the intermediate consumption outlays associated with the services provided and the equivalent gross operating surplus.  ‘Net taxes on production’, a fourth ‘SNA’ gross value added component, is not usually taken into account in the ICP measures of outlays of government.   

35.      Apart from the usual common departmental charges for telephones, electricity, fuel, repairs and maintenance, etc, intermediate outlays include the input cost of paper and writing materials, medical supplies, drugs, etc.  Quite a number of these operational costs will vary in direct proportion to the level of capital employed rather than be related to actual use or service provision; others will appear as mostly fixed monthly charges.  The same is similarly true in the case of labor.  

36.      The gross operating surplus component of government consumption is conventionally taken as being equivalent to the value of the consumption of fixed capital employed in providing the service in question.  This may be very difficult to identify by function in practice, especially where buildings or equipment are shared by different branches of government.

5.
Measuring Input Cost

37.      The major cost components of compensation of employees and intermediate consumption have to be broken down into finer detail.  Separate PPPs are regularly compiled for the compensation of employees (which constitute the largest element).  These are calculated for those who belong to the most important representative occupations in different service categories.  For other current cost outlays, the respective PPPs derived from related market calculations are applied (“reference PPPs”).
38.      Volume ratios in the case of the main component- labor- are obtained indirectly from total wage data on the basis of salary levels pertaining to a set of selected standard civil service occupations defined according to various relevant ILO job descriptions to be found in the International Standard Classification of Occupations (ISCO).  

39.      For the category ‘compensation of employees’ the salary or wage of selected typical government employees normally found in the relevant public sectors concerned is taken to represent the range of non-market services provided by that branch of the administration.  The occupations selected are designed to be representative (in accordance with this standard ICP criterion) of the persons engaged in the service.  They should take into account the level of education and reflect the experience (measured in terms of years in service) normally required of the defined posts belonging to the public service concerned. In the Eurostat-OECD guidelines, for example, in the case of Health, seven occupational categories can be distinguished under the category of “Hospital Care” (see table 3).   For the various levels of Education, other types of employee – not all teachers - are mapped to the sub-sections identified (table 3).  In addition, four other categories are separately defined to represent welfare and other services.  Medical services provided outside hospitals, mostly by local general practitioners and dentists, are treated separately.  For the final consumption of general government or collective services, two senior and a range of eight non-academic occupations covering the spectrum of public administration employees, including defense, are identified in the comparisons.  The definitions of these occupations are listed in ISCO 88.  The corresponding requirement for the number of persons employed in each category and other quantity indicators need to be provided in supplementary tables.  It should be noted that, in each instance, basic headings are identified for the different categories of employee.

Table 5

Health

	I. Health Benefits and Reimbursements
	Pharmaceutical products

Other medical products

Therapeutic appliances and equipment

Out-patient medical services , Out-patient dental services 

Out-patient paramedical services

Hospital services

	II. Production of Health Services 
	Compensation of employees: Physicians

Compensation of employees: Nurses and other medical staff

Compensation of employees: non-medical staff

Intermediate consumption: Pharmaceutical products

Intermediate consumption: Other medical goods

Intermediate consumption: Therapeutic appliances and equipment

Intermediate consumption: n.e.c.

Gross operating surplus

Net taxes on production

Receipts from sales


Table 6

Education

	I.  Education Benefits and Reimbursements
	Education benefits and reimbursements

	II.  Production of Education Services
	Compensation of employees: Pre-primary and primary education

Compensation of employees: Secondary education

Compensation of employees: Post-secondary non-tertiary education

Compensation of employees: Tertiary educating

Intermediate consumption

Gross operating surplus

Net taxes on production

Receipt from sales


Table 7

Housing, Recreation and Social Services

	I.  Housing
	

	II.  Recreation and cultural
	Recreation and culture

	III.  Social protection
	Social protection


Table 8

Collective Services
	Collective Services
	Compensation of employees (collective services relating to defense)

Compensation of employees (collective services other than defense)

Intermediate consumption (collective services relating to defense)

Intermediate consumption (collective services other than defense)

Gross operating surplus

Net taxes on production

Receipts from sales


40.      The intermediate consumption of each non-market service in question is broken down into both common and service specific components.  These categories describe the goods and services regularly purchased, and routinely available from the market sector of the economy.  For these, the respective PPPs will have been already calculated for closely similar activities and items. 

41.      The standard PPP for gross fixed capital formation is used for the element identified as ‘the consumption of fixed capital’ in the government accounts relating to non-market services.  This item is usually small (especially where governments, conventionally, do not depreciate in their own official recurrent budget accounts buildings such as schools, hospitals and office blocks).  This component of capital use is rarely distinguished according to the function concerned and actual service provided.  It was not identifiable in the 1968 SNA and, even today, it is mostly estimated in total because it is generally unavailable by specific service function.  

42.      Similarly, the category ‘net taxes on production’ is small or only rarely relevant to government spending.  Since the PPP for the corresponding intermediate consumption is conventionally applied, the component can be readily combined with intermediate consumption for the purposes of ICP calculations where this is separately identified.

43.      The real value of non-market services produced by governments (and, in principle, by non-profit institutions) in the areas of health, education and social welfare and consumed by individual households must then be added to household final consumption expenditure on these respective items to provide estimates of total outlays under each separate expenditure category.

6.
Physical Quantity Indicators

44.      Various quantity measures respectively referring to output and/or inputs can be used to obtain volume ratios (and, in turn, to derive relevant PPPs).  Output indicators might include (for education), the number of school leavers with a minimum level of education, such as four years of completed schooling, or the percentage of pupils with a school leaving certificate.  For health, the number of patients being treated or released from hospital or total bed-night stays can be used.  Corresponding input indicators might refer to the number of teachers, or student-teacher ratios.  (Note, for tertiary education, this latter indicator can be viewed as an ‘output’ measure).  Similarly, the number of nurses or doctors (per head of the population) and hospital beds per 100,000 population are health ‘input’ measures.  Other indicators for social services include doctor–inpatient ratios, hospital bed utilization, etc.  Appendix 8 suggests what specific quantity indicators, generally available in all countries, can be used to cross-check indirectly derived value and price based quantity ratios.  It is suggested that some of these measures might be adopted to provide approximate “value neutral” indications not only of different productivity levels but also of trends and changes in productivity levels and of the performance of relevant official service activities in different countries.

45.      For the most part, in the case of government output, information about comparable quantities produced is not readily available.  As with market sector outlays, the indirect approach is used because, in a national accounting context, expenditures are conceptually and practically easier to compile than ‘residual’ value added measures of production (defined in terms of net output) or income.  In addition, the corresponding prices consistent with such official expenditures can be more readily collected.  In principle, since the prices in question are the average unit values embodied within the actual expenditure values depicted in the national accounts, an accurate representation of the employment characteristics and wages paid in government will account for much of the reported public sector’s service outlays.
  

46.      Instances may arise where differences in the nature of observed or officially reported prices between countries as, for example, between market prices and subsidized prices, or producer prices and purchaser prices, or capital prices and national prices, could give rise to distortions in the volume indices derived from the recorded expenditures in the national accounts.  For some of the reasons elicited above such problems are most likely to occur in the case of estimating official ‘non market services’ and, specifically, when measuring the comparison resistant group of collective government services related to government administrative operations.

7.
Assessing the Quality and Efficiency of Government

47.      The current consumption and output of government in the ICP as estimated from the actual value of expenditures is consistent with the treatment of official outlays in the national accounts.  But some authorities are able to provide better quality services for the same resource cost outlay than others.  Differences may occur according to sectors (being related mostly to embodied human skills and to technology intensity) or by level of government.  Such differentials in productivity and efficiency are not reflected in an official accounting of output in terms of actual incurred costs.  It has been suggested, therefore, that a true comparison of official services should take into account considerations of quality and productivity when determining the real equivalent value of government output and its contribution to society.

48.      The problem with the input-price approach is that it does not take into account differences in labor productivity and the quality of services provided by the producers of non-market services in different countries.  Hence, the PPPs and volume indices for collective services, health services and education services do not take account of these differences either.  Nor do the primary aggregates of which these expenditure categories form part, namely:  actual individual consumption of households, actual collective consumption of government and also GDP, take this into consideration.

49.      Differences occur because of higher quality staff, better training and qualifications or more and better equipment and back-up support.  Some governments, therefore, can provide a greater volume of real services to the public for a given input cost across a wide spectrum of individual and collective government services.  Over the past few decades, attempts have been made to evaluate the relative ability of governments to deliver goods and services and to serve the needs of the public.  These approaches use ‘real’ performance indicators of efficiency and output quality rather than cost measures.  

50.      Productivity adjustments used to be made in comparisons involving transition economies,
  but countries in Eurostat-OECD comparisons have not been in favor of such adjustments being employed because they consider the methods used to adjust for productivity differences to be either too subjective or too simple for their economies.  Efforts by Eurostat and the OECD to develop more objective and relevant methods have been handicapped by lack of data and the poor comparability of the information currently available.  For example, an attempt to use physical measures of output to obtain the volume ratios directly for education and health services in EU Member States foundered on the lack of comparable physical measures of output.
 

51.      In practice, it is difficult to make consistent adjustments across all countries for each and every separate function.  The issue also raises a number of other complex measurement questions about the validity and scope of physical measures.  Methodologically, apart from reasons of greater efficiency and productivity, the relationship between true output and the cost of services provided by government may be affected by:- 


a)
the incomplete specification of all official input costs.  For example, the overhead  operating costs of buildings and fixed equipment may not be identified or fully accounted for in the element of capital consumption (or ‘depreciation’) recorded by government.


b)
an inappropriate valuation of some inputs may be used because items have been obtained at subsidized prices or provided on a voluntary basis in the name of ‘good citizenship’ and public service e.g., emergency relief operations, nursing support, playground supervision, etc.


 c)
differences in the quality and education of civil service officers and service sector employees .

52.      It follows that, in principle, wherever there is a possibility that higher productivity will give rise to a better quality service from an equivalent combination of inputs, these outcomes should be properly identified.  Where, on the other hand,  outputs can be approximately estimated by the inputs (if, for no other reason than the inputs constitute a large share of total output value), then input costs can be applied directly as an indicator of the measure of output.
 

53.      A reference PPP, such as the PPP for household expenditure on marketed goods and services, has been proposed as an alternative to the input-price approach.
  However, this proposal has not been generally accepted by countries because it is difficult to justify theoretically and the services covered are different and often unique.  Moreover, while use of a reference PPP appears to remove some of the counter-intuitive results of the input-price approach, it gives rise to other issues, particularly in the case of purchased services as opposed to goods.

54.      However, given the widely recognized practical problems, but more especially because of the difficulty of obtaining internationally consistent and robust measures of quantity differences, the new manual recommends making direct comparisons of the respective costs of providing closely similar or identical services.  This requires a detailed specification of both material and labor inputs.  To avoid differences that could be accounted for by an identifiable quality, very careful attention has to be paid to an exact matching of staff skills and experience, i.e., equivalent real labor inputs. 


8.
Other Outstanding Issues and Possible Solutions
55.      Two other issues pose problems and are particularly relevant to low income developing countries.  The first concerns, the nature of the role played by non-profit institutions (NPIs), including the place of international agencies and charitable foreign NPIs in providing household consumption services, especially health and education.  The second concerns the treatment of public health.  Variations in the way clean water supply, sewage treatment, sanitation services and solid waste disposal are paid for in the national accounts affect their valuation in the ICP and the calculation of relevant PPPs.

8.1
Non-Profit Institutions (NPI)
56.      Non-profit institutions, by definition, serve households and so current ICP practice, in the absence of a full SNA 93 institutional disaggregation, lumps all outlays relating to their functions into the actual individual expenditure of households.  This is, in part, also the automatic consequence of deriving final consumption expenditure as a residual.  Where these organizations remain relatively small and play a minor role in the economy, this treatment – while incorrect - raises little concern.  But, in small, and especially poor countries, NPIs make an important contribution economically, socially and politically, to societal well-being and their consolidation with households can be misleading  In many of these countries, in the absence of a full outreach of official services, NPIs assume similar functions to government departments in providing crucial social welfare services to individuals and the community.  They similarly maintain collective administrative services for the proper supervision of their work in schooling, healthcare, maternal services, agricultural extension, irrigation and standpipe provision, etc.  Many of the important functions like the ‘universal’ inoculation and immunization of children and child nutrition programs in both rural and urban areas (conducted often through the schools) are carried out by international agencies such as UNICEF, WHO, WFP, and PAHO - often in conjunction with local authorities.  It is evident that, in these low income countries, the real value and importance of this work is not captured because, in the national accounts, the activities of the international agencies are usually treated as ‘transfers’ from the rest of the world (if, indeed, all such activity is fully captured) while the work of the NPIs is often ignored (because it is seen as “voluntary”) or bundled together with households.

57.      It is proposed that where international agencies and NPIs establish a permanent presence in a country (i.e.  they set up operations lasting more than a year at a time) they should be regarded as resident institutions (and not ‘foreign’ enclaves) and their contribution to national output, as imputed, should be added to the value of GDP.  In addition, where their headquarters administrative functions can be separately accounted for, it is suggested they should be grouped with the collective expenditures of general government.  The reason for this approach is that, in these roles, NPIs serve very much the same functions as governments.  Indeed, their strong presence in a country is often an indication of the inability of a government to provide a comprehensive service to all communities.

58.      Two other points should be noted.  NPIs sometimes serve institutions other than households and can be primarily supportive of non-financial corporations or political parties.  Where this can be identified it is suggested the services concerned are grouped similarly under “collective services”.  

59.      Secondly, an important distinction must be made between ‘non profit institutions’ and ‘not for profit organizations’.  The first group generally comprises charitable institutions that give their services for free or make only token charges unrelated to the value and nature of their output (mostly of services).  Their functions are geared to serving households and the community as a whole.  Their staff receive nominal salaries or work voluntarily.  ‘Not for profit’ organizations, on the other hand, are institutionally self-serving and generally they charge close to economically ‘significant’ prices for the services they perform.  Nominally, there are no “profits” because these are absorbed into the compensation of owners and directors.  The remuneration of the staff employed follows general industry guidelines.  These organizations are not dependent primarily on the generous charitable contributions of benefactors and supporters for sustaining their operations, and so they should be treated not as NPISHs but as quasi-corporate enterprises selling market services.


8.2
Public Health and Utility Services
60.      In recent years much of the activity in public health area that has traditionally been  performed by government, and particularly by urban and local municipal authorities, has been either “outsourced” or ‘privatized’.   Other operations have been reorganized so as to charge users the full costs of providing such services to them.  A conventional PPP market pricing approach can be followed in these circumstances.  

61.      In many developing countries, this may still not be the case and, where such activities are not embodied elsewhere in, for example, overall house rents, or in imputed home ownership estimates in the national accounts, the value of output has to be proxied by the “cost of basic inputs” approach and compared accordingly.  Work is proceeding, with the assistance and guidance of WHO in Geneva, to refine and identify more exactly what items should be covered in this category and how the output of sanitary, sewage, solid waste and refuse disposal services should best be treated.APPENDIX A 

Implementing Productivity Adjustments
62.      Productivity differences in non-market services are probably most relevant to the following three main categories of service provided by general government: -


1.
Collective consumption expenditures of government


2.
Health services



2.1
Medical services outside hospitals



2.2
Hospital care


3.
Education



3.1
Up to secondary level



3.2
Tertiary; college and the like

63.      For each of the sub-categories under 2 and 3 above, a single physical indicator is proposed to ‘proxy’ output and related productivity levels.  None of the measures proposed is truly a productivity (output ÷ input) indicator.  The indicators are neither ideal nor comprehensive but it is suggested that, in reducing the known bias and distortions, some adjustment through using indicators is better than doing nothing.

64.      For the more narrowly defined ‘comparison resistant’
 group of collective government services, a different approach related to a general economy wide measure of the improvement in productivity is suggested.


Accounting for Productivity Differences in identifiable services

65.      Where non-market services are concerned, whatever real quantity ratios are estimated by the conventional PPP (salary related) process for government, this may further conceal considerable productivity differences between countries.  These differences, being occupationally based, are generally brought about by (and reflected in) variations in the relative skills and experience of labor as revealed in the performance of their tasks.

66.      Within any specific geographical region or sub-region, like Latin America or Sub-Saharan Africa, the evolution of government and the traditional legacy of institutional and bureaucratic authority may ensure reasonable similarity and consistency in the way ‘non market’ services are normally delivered to the public. Globally, however, it is very evident that sometimes huge differences in productivity, product quality, and service efficiency can occur between national regimes and between countries at different levels of development.  Thus, within the European Union, for example, or the countries of Eastern and Central Europe, it may appear perfectly reasonable to assume “equal productivity” in the provision of non-market services by government agencies.  But, taken together, or if added to an expanded OECD comparison that includes North American, North Asian and Australian countries, such an hypothesis is clearly far less robust.  More significantly, the assumption of equal productivity and service quality recognizably fails to stand up in international comparisons involving African, South American and South Asian countries.  Significant discrepancies in productivity and efficiency between regions clearly exist related to public sector personnel training, civil service tradition and the quality of service of their back-up facilities.

67.      Methodologically, in the case of non-market service, there is little question that differences in productivity and administrative efficiencies should be taken into account in comparisons between countries.  Even in the example of the relatively homogeneous former ICP Group II countries of Central and Eastern Europe, differences in productivity were historically observed, especially in relation to the core country, Austria.  The ICP Unit in Vienna made a number of adjustments to account for these in deriving relevant bilateral PPPs.  In moving from regional to international comparisons, it is apparent that significant discrepancies, not surprisingly, continue to exist between the relative efficiency of the administrations of rich and poor countries.  Without introducing some adjustments for differences in productivity levels, therefore, even greater distortions and biases will be left incorporated in the derived PPP estimates for these services.  Such adjustments are clearly difficult.  It is necessary, therefore, to get agreement between all participating countries in a comparison on the common measures and indicators to apply.  While the ‘cost of inputs’ approach is clearly linked to different stages of ‘development’ and prevailing general price levels, as well as to the relative importance and flexibility of labor, the exact correlation with productivity is less clear.  In detail, the input approach assumes neither zero productivity (unless taking one time period with another) nor equal productivity.

68.      To take an example from tertiary education in the education sector as a whole, if countries A and B pay uniform salaries to University Professors of the same standing and experience in their respective countries then, other things being equal, the professor who has an audience of 150 students for his lecture on, say, the economics of Adam Smith, is 50% more productive (in terms of education output) than a similar professor who can only gather an audience of 100 students on this topic.  Of course, this may be more due to the organization of the teaching system or universities than to any real difference in inherent talent, but the overall productivity difference nevertheless remains.  It is clear, too, that however knowledgeable he or she may be, the professor who can command no audience for a class has zero productivity even if his skills and the content of the lecture (the output) is identical to those who attract more students.  Obviously, in this case, no teaching service is provided.  The example raises some difficult and conceptually challenging issues relating to the nature of productivity in the area of service provision and its relationship to economic productivity (viz real impact on the economy) as generally perceived.  Where a service is paid for in ‘significant economic terms’ by individual recipients and beneficiaries, there is little question or ambiguity; output (in value terms) divided by input costs will incorporate the productivity element, just as output divided by labor costs will represent labor productivity in the conventional meaning of this term.  But when it comes to non-market services and there is no price (or any economically meaningful price) attached to a unit of output and no measure of the ‘outreach’ and ‘take up’ of output, it is necessary to resort to physical indicators of performance to get some idea of the real use and value of the service available.

69.      How then, can such differences in productivity in the supply of non-market services be taken into account in evaluating comparable real quantities between countries?  In the case of services provided by the government and non-profit institutions, relevant market prices do not exist, the supply of services is made not in response to any market demand but to satisfy a commonly perceived social need.  Governments assume a responsibility to provide goods and services that would not be otherwise produced by the market for the general good of the population.  They accept a moral duty to help especially citizens who are particularly vulnerable or disadvantaged.

70.      There is no satisfactory solution to the problem of quantifying the output of non-market services because there is no agreed way by which the units of official and ‘quasi official’ (non-profit institutions) output should be measured across all countries.  Nevertheless, several approaches have been recognized as acceptable in the absence of a standard expenditure approach based on market or “significant economic” prices.


(i)
Where the ‘input’ cost method has been used, a general productivity adjustment based on an appropriate and separately calculated macro-economic estimate for the rest of the economy can be applied in the case of ‘comparison resistant’ collective (administrative) services.  This is known as the General Relative Productivity Level (GRPL) method (see below).


(ii)
Estimates can be made on the basis of the prices of close analogues or identical services that can be obtained in the market, viz, according to the prices for services provided individually to households in the community on a market basis.  Quantities can be derived using observed outlays by households and corresponding market parities.


(iii)
A specific productivity adjustment can be made using proxy indicators of output in physical terms.  Separate indicators would need to be constructed to apply to collective government services, education, health and social services.

71.      In the first of these, the General Relative Productivity Level method, an overall adjustment is made.  This procedure conceals any differences in the way services that cannot be accounted for by known physical inputs are supplied.  This argues for some adjustment to be made to ascertain whether certain governments possess a greater capacity to provide different types of services more effectively than others.  Unfortunately, using a general economy level productivity measure that is applicable to all other sectors in the real economy (excluding, perhaps, agriculture which is a separate special case) may not only be misleading but also introduce into the data the very assumptions that an exercise of analysis may wish to test.  In particular, policymakers usually wish to know if there are any real differences in the productivity levels between the private and public sectors.  This approach, since it utilizes the purchaser’s prices prevailing in the market sector, then ‘fixes’ the relative price levels and respective shares between the compensation of employees and intermediate consumption in both nominal and real GDP, cannot answer this question.  In the real world, this similarity is unlikely to exist unless labor mobility and labor and product substitution occur readily and take place freely between the private and public sector.  In most OECD countries, at least, while the situation has been changing over the past decade following recent major transformations in the way governments are organized, such a position does not really arise, even if fixed salary scales and regular annual advancements tend to be the norm.  Most people are engaged under economic rather than social democratic criteria that pay more attention to differential labor rewards balanced against long term security (lifetime earnings)

72.      In the second “market/non-market” analogue approach, the same problem arises except that the implicit productivity adjustment for each sector is not general but varies for the specific services supplied.  Within each sector, relative prices, particularly for the overwhelming labor component, remain fixed.  There is evidence in some countries that the overlap in the type of services provided as between the market and non-market sector is only partial and not always parallel.  In the case of health, for example, outside the USA, there are very few countries where highly specialized and complicated medical procedures are conducted by the private sector.  At the other extreme, there are few private firms (but quite a number of non-profit organizations, especially with a religious foundation) that are willing or able to provide ‘market’ health services and cater for the ailments of the poor in low income communities.  Identifying specific medical treatments common across all countries has proved surprisingly difficult.

73.      The third approach, discussed above in Sections 6 and 7, is quite separate and it is to use special physical indicators to measure differences in quantities.  The procedure is independent but it is not ‘exact’ and only indicative.  In some areas, however, it can appear counter-intuitive and contradictory.  For example, if raising staff: student ratios in primary schools can be taken as an increase in educational productivity, it can also be seen in conventional economic terms as a decrease in the productivity of the teacher.  Furthermore, conventional measures of productivity based on output per person (or per “man-hour”) such as students per teacher employed may also reflect a decline in service quality.  Appendix B following provides only a single indicator, per service, that could be used to adjust, partially for productivity differences.


Appendix B

Selected Indicators of Performance


There are two approaches to this issue; the first, international, the second, regional.  In the former case, an independent, neutral process can be utilized to provide ‘standard’ data for all countries.  Two possibilities exist; to use The World Bank’s relevant social indicators as published in the annual World Development Indicators (WDI) document or to adopt the measures embedded in UNDP’s Human Development Index (WDI) published annually, in the Human Development Report.


The latter source has particular merit on account of its political acceptance by almost all countries.  The HDI combines three composite indicators that attempt to define “a long and healthy life”, “knowledge” (and its acquisition) and  “a decent standard of living”.  The health dimension index is life expectancy at birth.  This is an overall measure of the efficacy not only of the medical services (public and private) but also of income levels and social structure and may not therefore be considered a satisfactory indicator of the effectiveness of the government’s health services; something more specific might be deemed more appropriate.  But the education measure, and particularly the gross enrolment ratio (which reflects the availability of places at primary and secondary schools) could be used as a government educational productivity measure.


The World Bank’s WDI allows a more precisely defined approach to be made for health, education, social security and individual safety.  While the exact choice might be left to countries and to regions that can come to a consensus about what indicators most relevantly apply to the institutional structures common to their area, it should be borne in mind that when it comes to a full international comparison, at least one indicator for each government service sector concerned should be recognized as standard across regions.  Some suggested measures common to all countries might include:


1.
For Health


Physicians per 100,000 people



Nurses per 100,000 people   


2.
For Education

2.1
Primary and Secondary Level 



Pupil: teacher ratio (high to low ratio indicating low to higher 
productivity)


2.2
Tertiary Level



Student: teacher ratio (high to low ratio indicating high to lower 
productivity)


3.
Security

Number of Police per 100,000 people


4.
Administration


Total number of civil servants (excluding health, education, and social protection and welfare personnel) per 100,000 population.

� In a sense, where government spending is concerned, this approach corresponds to a traditional economic perspective of “opportunity cost” or, rather, the notion of alternative goods and services foregone, i.e., what is not supplied instead.


� In the longer term, however, purely political factors may have a profound influence on how much is provided and consumed.





� International Standard Classification of Occupations 1988, International Labor Office, Geneva, 1990.


� Allocations of estimated capital consumption can possibly be estimated according to square meter of space utilized, or respective numbers of government employees using the facility or amenity in question.


� Even if, ideally, expenditure values could be described precisely for a set of very closely similar or homogenous items, the derived quantities might still be subject to a degree of estimation error because of price variations by type of outlet and location and over the year.  They would be affected, too, by imputations for consumption values.  Question of homogeneity and heterogeneity thus assume critical significance in deciding on the issue of the size and coverage of the minimum expenditure level (the “basic heading”) for which the indirect approach can be applied and remain meaningful.


� When measuring the comparison resistant group of collective government services.





� See, for example, International Comparison of Gross Domestic Product in Europe 1993:  Results of the European Comparison Programme, Conference of European Statisticians Statistical Standards and Studies No. 47, United Nations, New York and Geneva, 1997.


� Calculation of purchasing power parities and volume ratios between Member States in the area of education and health services, W. Krug and N. Rehm, University of Trier, Germany, 1992. 





� The SNA takes a very clear position on the non-market goods and services provided by government.  These should be estimated according to the cost of providing them.  This is irrespective of the extent to which these products are taken up or not and how intensively they are used.  In the market, such considerations have an important bearing on the value of output as indicated by total sales.  Firms in the private sector who find their services are not utilized by clients, at least in sufficient volume to cover their cost of production, eventually go out of business.  It should be noted, of course, that services that are nominally ‘free’ are likely to have a higher level of utilization than those whose use must first be paid off.





� A PPP Comparison for the NIS, 1994, 1995 and 1996:  Final Report, Centre for the Co-operation with Non-Members, OECD, Paris, 1999.


� This term is attributable to Gyorgy Szylagyi, an early pioneer in this area of non market service measurement in the ICP.





� See S.  Sergueev, ‘Comparison of Non-Market Services (Productivity Adjustment: finding the Truth)” ECP 96/11, Vienna, 3-5 December 1997.
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