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- Water, water everywhere — and not a drop to waste. Yet the heavy subsidies
paid to water consumption in OECD countries mean that prices do not reflect
cost.



Water:
Is There
a Crisis?

Ferenc Juhasz

Water is both an economic
commodity and an
environmental asset. The way
in which it is managed and
maintained influences
economic growth, public
health, recreation and the
enjoyment of rivers, lakes
and coasts. One of the most
dramatic advances in the
health standards of the
industrialised world was
made with the widespread
supply of clean, piped water
and efficient sewerage
services in the first half of the
20th century. How have water
management policies
developed since then?
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ENVIRONMENT

Jacques Pavlovsky/Svgma

he water services provided in
OECD countries are many and
varied: recreation, navigation, flood
protection, land drainage, hydro-electri-
city generation, wetland management
and, most important of all, direct with-
drawal from, and direct discharges into,
watercourses, including the provision of
piped supplies to households and industry
and sewage disposal facilities.

Two principal questions must be raised
about current practices. First, are OECD
countries spending too much or too little
on water-related services—that is, how do
the cost/benefit calculations for the water
sector compare with other services and
industries? Second, are water resources
being maintained in a condition that will
allow them, in quantity and quality, to
continue to provide the services that are
expected? Are they managed in a sustain-
able way?

The answer to the first question is ob-
scured by the heavy subsidies paid to
water consumption in all OECD countries:
prices do not reflect the real cost. The pre-
dictable result is that water is often
consumed non-economically and ineffi-
ciently—for example, in agricultural irriga-
tion in the United States, Australia and
Southern European countries, not least
Spain. In many OECD countries water use
more than doubled between the 1960s
and the 1980s.

The answer to the second question is
also mixed: in many OECD countries there
has been a clear decline in the quality of
surface waters (through nutrients) and in
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groundwater (nitrate pollution), and the
degradation of coastal waters (through
sewage and oil pollution) occurs through-
out the OECD area; but there have been
some recent regional and local improve-
ments in, for example, a number of inland
lakes in European countries (Lake Annecy
in France, Weissensee in Austria).

Quality
Down the Drain

The failure of current policies in many
regions can be seen in various ways:
® inadequate land and forest manage-
ment have led to inefficient drainage and
flood protection, with serious damage to
property and reduced catchment of sur-
face and groundwater
e demand for additional hydro-electric
generation has resulted in reduced river
flows, sedimentation, conflict with conser-
vation objectives and the reduction of fish
stocks
e important wetlands have been drained,
with the loss of unique fauna and flora,
and man-made obstructions to the re-
charging water-bearing aquifers
e direct abstraction and provision of piped
water, provided at heavily subsidised
prices, has led to its over-consumption,
and in some cases to the complete ex-
haustion of high-quality unpolluted
groundwater through low-quality use,
such as irrigation
e direct discharges of industrial, agricul-
tural and domestic sewage into surface
and groundwater (box, right) have resulted

1. Water Resource Management: Integrated Poli-
cies, OECD Publications, Paris. forthcoming 1989.

in pollution with bacteria, toxins and other
chemicals and turbidity through sedimen-
tation, making these waters unsafe or inap-
propriate for other uses without treatment
e opportunities for swimming and fishing
in inland and coastal waters are becoming
ever rarer because of degradation and re-
duced flows

¢ |andfills containing household and in-

THE HIDDEN TIME BOMB

Groundwater, the unseen resource, pro-
vides high-quality drinking water and is a
major source of irrigation and industrial
water. In many areas it is being depleted
faster than nature can recharge it. And it is
sometimes so polluted that it has had to be
abandoned as a reliable source of drinking
water.

Groundwater is vulnerable to pollution
from many sources: fertilisers, animal
wastes and pesticides, septic tanks, under-
ground storage tanks, waste sites, under-
ground injection wells for toxic waste, che-
mical and other processing plants, mining
and saline intrusion. Since some of these
pollutants can take up to twenty years to
penetrate the water table, the danger of
cumulative pollution could be acute.

Rather slowly, OECD countries are
waking up to this danger. They are gradually
developing comprehensive strategies—in the
United States, Spain and France, for
example—-aimed at long-term efficiency in
resource use and at improved environ-
mental controls. Groundwater should be
directed only to high-quality uses, not least
for drinking and specific industrial uses.
Long-term depletion should be prohibited.
Proper pricing, abstraction permits, and
charges and direct regulations on dis-
charges should be used and protection
zones should also be established.
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rationalise demand.

dustrial wastes, septic tanks and under-
ground storage tanks are now threatening
the long-term security of groundwater
supplies.

Five Sources
of Failure

Water rights (box, right), government
policies for managing water and for
safeguarding its quality, and the admini-
strative arrangements and market forces
which affect water services vary dramati-
cally between OECD countries. In spite of
these differences, the causes of the pre-
sent crisis, as it is recognised by several
governments (Australia, parts of the
United States. and in Southern Europe),
are five in number and are common to
most OECD countries: institutional failure,
supply management failure, demand
management and market failure, regulat-
ory failure, and the failure of preventative
measures.

Institutional Failure

National water policies might be thought
to be well integrated by definition, not
least because many of them are hallowed

6

The response to increased demand for water has been to increase supplies — often through big-budget infrastructure projects — rather than to

J.P. Sudre/ EDF

by age. But they are usually stated in the
broadest possible terms, and often it is
only during their implementation that con-
tradictions and inconsistencies become
apparent. The provision both of a secure
food supply and of clean water, for exam-
ple, might not seem to be contradictory
objectives. But increased agricultural out-
put can pollute surface and groundwaters
alike.? Encouraging mass tourism without
providing sewerage facilities can pollute
rivers and coastal waters. In practice,
national water policies contain many
inconsistencies.

These discrepancies are often unresol-
ved because the government agencies
involved lack either the legal power, the
incentive, or the institutional means to in-
tegrate their work with that of other pub-
lic-sector bodies. Poor policy integration
is common in the water sector: there may,
for example, be different agencies re-
sponsible for managing ground and sur-
face water, and they will not necessarily
co-ordinate their programmes; similarly,
there is often little contact between na-

2. See Ferenc Juhasz and David Juckes, ‘Cultivating
the Environment', The OECD Observer, No. 156, Feb-
ruary/March 1989,
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tional, regional and local water authorities.  reservoirs and giving lakes and reservoirs  piped water, direct abstraction, disposal,
One of the most serious and damaging  new roles in regulating river flows through  recreation, and so on. There is now a large
failures can result from lack of co-ordina-  releasing water from them in periods of  variety of tariff structures: flat-rate charges
tion between environmental and water low flow. In this manner, more output may  are widely used in New Zealand, parts of

authorities. be obtained from a given system. But, for
Supply Management Failure both natural and economic reasons—and

because the bureaucratic and political
The supply of water itself can change only  penefits of such measures are not very INTEGRATING POLICY
over the very long term. The water cycle,  visible~few countries have used this ap- _ J e s
allowing for climatic variation, is broadly  proach. The integration of water policies with

other areas of government activity has been
successful in a number of countries, not
least the Netherlands, France and New Zea-

constant. But the supply of services may
be increased by the construction of more ~ Demand Management

treatment, storage or transport facilities, ~and Market Failure | land. What can be learned from their expe-
In the past, indeed, water supplies have  OECD countries have generally failed to rience? : '
simply been expanded in this way to meet  respond to growing demand by not em- ® Public political commitment by the
new demand-with little attention paid to  ploying efficient demand-management government is essential-the policy object-
the economic and environmental costs. policies. Such an approach would have ives must be obviously compatible.

® The administrative authority and juris-
diction of each agency should be defined by
legislation, which should provide a specific

Not the least reason has been the huge  kept demand at a volume that could be
degree of subsidisation by central, re- justified both economically and environ-

gional and local governments. As aresult  mentally. But it has been politically con- mechanism to resolve conflicts of interest.
consumers and suppliers alike regard venient to provide hidden subsidies to vari- e The boundaries and responsibilities of
basic water services as very cheap. Unlike  ous vested interests, in particular to certain each agency have to be clearly defined, and
other public services, the policy response  branches of industry and to agriculture. overlapping responsibilities have to be
to increased demand for water has always ~ The water industry preferred to increase resolved through an umbrella agency or

n to increase supply rather than to ly rather than reduce demand since similar mechanism.
bey PRY SUPRY ® Integration must start at the initial stages

improve the efficiency of consumption. this approach provided large budgets for of analysis and planning and be maintained
The result has been systems that are too  construction, pipelines, and so on. Proper up to the pfoeéss of implementation.

big, public funds that are wasted, re- management would inevitably have re- * Incentives should encourage agencies to

sources misallocated and the environment  sulted in reduced demand and the post- co-ordinate and penalise them when they

degraded. ponement or abandonment of additional fail to do so; their performance therefore has
A second way of reconciling demand  capital projects. to be evaluated.

and supply other than by simple expan- Five main groups of policies are at last ® Preventive strategies, from modifying

farming practices to zoning groundwater

sion is through supply-management. A emerging: o :
supply system may be made more effi- e pricing has been successfully used toin- ‘pvl;zge;tlon s aen S eaadimons
cient by, for example, artificial recharge of  fluence demand for a number of services— ® Remedial strategies, including managing

pollution in aquiferous rock strata, direct
treatment of contaminated water, and even
temporary abandonment of heavily polluted
sources, should be made a coherent part of
an overall, integrated policy.
® Links between agencies, often through
inter-departmental committees, can use the
existing institutional framework and have a
good track record—where they have been at-
tempted.
* A comprehensive array of regulatory and
economic instruments must be deployed.
® Administrative staff should be properly
trained in inter-agency negotiation and bar-
gaining; some governments are actively en-
couraging this type of education, and staff
recruitment occasionally specifies these
skills as an essential qualification. In Norway
and Finland qualification in public administra-
tion is a prerequisite for some jobs in environ-
mental and water resource management.

Thanks to the degradation of coastal waters, a day at the sea-side ain't what it used to be.
R . e — g — £ s —

Danish Minis
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cost.

the Netherlands, the United Kingdom, Nor-
way and Canada;® average cost pricing
with declining block tariffs in the State of
Colorado; increasing block tariffs in parts
of Japan and Switzerland, and also in Italy
e standards are often prescribed for the
manufacture, sale and use of water appli-
ances (e.g., taps, toilets, and the like)

® in peak or drought periods water is often
rationed

® emission standards applying to the con-
centration or volume of discharges are also
enforced through a variety of penalties in
all OECD countries

e cducation to provide information on
water use and conservation is a form of de-
mand management, often used in conjunc-
tion with pricing and regulation

® increased flexibility in transfer of permits
for water use can lead to more efficient use
of available supplies, and is a new tool
being used in certain countries, not least
the United States and Australia.

Regulatory Failure

Most countries have environmental stand-
ards to protect water quality, but in many
cases they have failed to implement them
fully or effectively.

Most regulations are reactive, not pre-

- = - _ 3
Treating polluted water can be very expensive —

and the consumer should bear some of the

ventative, in spite of years of criticism to
this effect. But often the cost of cleaning up
pollution becomes too high, and the re-
sponsible parties are unwilling or unable to
pay forit. Groundwater can be prohibitively
expensive to clean; or polluters who can-
not be clearly identified (farmers, for exam-
ple) will often refuse to accept responsibil-
ity. The ‘Polluter-Pays’ Principle should be
used to pass the cost of clean-up or pre-
vention to the polluters and thereby inauce
them to reduce pollution.”

Prevention Failure

Preventative policies would require gov-
ernment policies to be much more thor-
oughly integrated than they are at present.
Some governments have therefore de-
clared integration as a specific objective of
environmental policy (box, p. 7), and have
instituted an appropriate administrative
framework. In the majority of OECD coun-
tries, however, vested interests, not least
much of the existing administrative
machinery, are actively opposed to it.

3. Pricing of Water Services, OECD Publications,
Paris, 1987.

4. See pp. 10-11 and Jean-Philippe Barde, ‘The
Economic Approach to Pollution’, The OECD Ob-
server, No. 158, June/July 1989.

Siemens

Even though there have been substantial
regional failures in water policy, there are
many examples of co-ordination, environ-
mental protection and effective demand
management to be found in various coun-
tries (box, below).

What is
Water Worth?

In almost all OECD countries either
water is treated as a free good or, at best,
the true cost is hidden from the consumer.
Often the consumer pays a flat charge, well
below the real cost even of delivery, let
alone covering that of the water. As aresult
the consumer is implicitly encouraged to

MODELS FOR MANAGEMENT

Over 100 case studies by the OECD
reveal that efficient management of water
policies is clearly possible. The common
element is the desire for more co-ordinated
management. And there have been some
spectacular successes.

The Murray-Darling catchment area,
Australia

The Federal Government and four States es-
tablished an inter-ministerial council in 1985
which ensures integrated water resource
management over an area of 1 million km?.
By reaching agreement on allocating water
use to each of the States, it has achieved
not only sufficient water flows in lower
reaches of the basin but also reduced its
previously high salinity of the water.

Hydro-electricity, Norway

In the early 1980s a new policy approach
was taken to co-ordinate energy supply,
conservation, fisheries and land-use. The
official recognition of the interdependence
between these activities is a major step for-
ward in water management, with long-term
benefits particularly for the environment. A
new administrative structure was estab-
lished to achieve this goal, with a Steering
Group and with sufficient financial resources
and specific administrative jurisdiction.

Water supply in Washington DC, USA

Integrated management of the water
sources and demand options has lead to a
reduction in the number of reservoirs to be
constructed, thus preserving highly valued
natural environment and producing substan-
tial savings in construction costs. Integration
was achieved through a complex process,
requiring the creation of various co-ordinat-
ing bodies and strong local participation in

evaluation of the costs and consequences.

The OECD OBSERVER 160 Oclober-November 1989
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quality uses.

use as much water as he likes. In other
cases, as with agricultural irrigation, for ex-
ample, water subsidy is a systematic part
of government policy and is another form
of subvention to the farming sector.

Demand for using water resources as re-
ceptacles for waste water is regulated
mostly through permit systems. In other
words, piped and/or direct discharges
of effluents require a permit. These stan-
dards must be regularly monitored to en-
sure that they remain relevant, yet they are
often weak, poorly monitored, or the
penalties ineffective or not properly
enforced.

Water pricing, if properly applied, could
be the most effective instrument of de-
mand management, reducing water use
{and consequently operating and invest-
ment costs) and pollution, and improving
conservation. By providing realistic price
signals, it would also improve the integra-
tion of water-sector and other public-sec-
tor policies. If pricing is so wonderful, then,
why is it not used more efficiently and more
widely?

The ‘right’ price of water is not easy to
calculate, although it is likely to be signific-
antly higher than current prices in most
areas. Theoretically, the price should cover
the capital, operation and maintenance

The OECD OBSERVER 160 Cctober-ovember 1989
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Unrealistically low water prices — often as a systematic part of government policy — can result in the wasting of high-quality water in low-

costs of providing water services, the as-
sociated costs of maintaining environmen-
tal standards, and a premium for im-
mediate rather than deferred consump-
tion. This price should equal the value of
the last additional unit of supply and thus
the long-term marginal social cost. This is
the ideal price that would lead to an ac-
ceptable volume of consumption and en-
vironmental maintenance.

But how can these figures be calcu-
lated, if at all? And will voters accept the
price increases? Who should pay, and
how much, for each service? First, the
service has to be metered or measured in
some other way than at present and con-
sumers made aware of how much they are
consuming. This is already commonplace
with other services, like electricity, and the
technology now available makes water
metering an economic proposition.

Second, the consumer should pay the
cost of supply, delivery, depletion and
some of the treatment costs. Obviously,
the costs of controlling pollution upstream
should not be part of the price for water
consumption, and a separate charge
should be levied on the polluter to cover
them. (In some cases, of course, the con-
sumer and the polluter are the same, as
with sewage.)

ENVIRONMENT

Under this kind of system, costs now
paid by the taxpayer would be transferred
to industry and agriculture, where they be-
long. Not surprisingly, these sectors are
opposed to such a policy change. In some
OECD countries farmers have demon-
strated against the implementation of
similar ‘user pay' systems.

A strong institutional framework for
good water management can be created
at little cost. The regulatory and economic
instruments are already partly in place,
but they have to be applied more vigor-
ously. The exercise of political courage
could now help safeguard one of the most
basic elements of a civilised existence. m

ios

® Water Resource Management:
Integrated Policies, forthcoming 1989

® Pricing of Water Services, 1987

* Management of Water Projects, 1985.
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Environmental
Accidents:

The Polluter

Now Pays

he ‘Polluter-Pays Principle’ (PPP) is

now one of the fundamental princi-

ples of environmental policy in
OECD countries. First adopted in 1972 by
the Council of the OECD in the form of a
Recommendation, the PPP was embodied
in 1986 in the Single European Act. The
PPP means, in essence, that a polluter
must pay the cost of pollution prevention
and control measures decided by the au-
thorities.

But there are two points that, to date,
have not been clear: the precise identity
of the polluter, and who should pay in the
case of residual damage, i.e., damage
which arises when pollution has not ex-
ceeded the thresholds established by the
authorities. The reason for the second of
these lacunas is that the PPP was origi-
nally conceived in an economic rather
than a legal context, with a view to making
an economic agent, the ‘polluter’, pay for
the costs arising from continuous, low-
level pollution, such as ‘normal’ releases
of gaseous or liquid pollutants.

The OECD Council has now adopted a
Recommendation dealing expressly with
accidental pollution originating from fixed
hazardous installations. It provides that
the ‘potential polluter’ is the operator of
such an installation and that he should
bear the cost of all reasonable measures
taken to prevent accidents. If an accident
should occur in spite of these measures,
the person who must pay, quickly, for any
control measures taken by the authorities
after the event is the person ‘at the origin
of the accident’.

The domestic law of member countries
usually defines this person as the operator
of the installation; the OECD Recommen-
dation supports this approach without

10
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Henri Smets

The ‘Polluter-Pays Principle’
applies not only

to continuous, ‘normal’
pollution, but also to that
which results from accidents.
How, and in what
circumstances, can it be
deployed?

considering it the only one possible. There
is nothing to prevent the liability being
channelled on to another person, such as
the supplier of the equipment involved or
the owner of the site, since it is under-
stood that any control costs he incurs will
be reimbursed by the person ‘liable for the
accident’.

The obligation to reimburse the costs
incurred by the authorities is not an abso-
lute one. For instance, it would hardly be
in the spirit of the PPP for the operator to
have to pay for the consequences of
events for which he obviously cannot be
held liable under domestic law (earth-
quakes, acts of war, and so on). These
are the traditional grounds of exoneration
in systems of strict third-party liability, that
is, systems which make the operator liable
for damage without requiring proof of any
fault on his part.

The OECD Recommendation also de-
fines how much ‘polluters’ should reim-

Henri Smets is a specialist in the management of acci-
dental risks in the OECD Environment Directorate.

burse. In practice, they must repay the
cost of all measures taken by the au-
thorities to prevent an accident or, after
an accident has occurred, to control the
spread of pollution or clean up the envi-
ronment. Two conditions have to be met:
the measures must be ‘reasonable’, and
‘directly’ connected with the hazardous
installation.

Under national law, certain measures
taken by the authorities after an accident
do not have to be reimbursed. This applies
in particular to humanitarian assistance
(emergency medical care, police action,
etc.). The OECD Recommendation does
not propose that this rule be changed; in-
stead, it encourages national authorities
to cease providing specialised services,
such as the cleaning-up of contaminated
areas, free of charge to polluters. The au-
thorities must, on the other hand, bear the
general costs of the services—notably
health, fire and police—involved in control-
ling accidents and disasters.

The new PPP makes provision for ex-
ceptions designed to improve certain spe-
cific situations. Limited financial assistance
may be granted to improve accident pre-
vention in existing installations, for exam-
ple; or preferential terms could be offered

THE ACCIDENTAL POLLUTION
OF THE LOIRE
AND ITS TRIBUTARIES

In June 1988 a fire in a factory at Auzouer,
in France, required the attention of specia-
lised civil and military firemen. The water
used to put out the fire polluted two tribut-
aries of the Loire and caused widespread
ecological damage along more than 45 km
of watercourses. In several communities,
the severity of this pollution required an
interruption of the distribution of water for a
week, notably in the town of Tours, where
155,000 people were affected. As a result
supplies of drinking water had to be brought
into the area and a large number of activities
had to be scaled down or temporarily dis-
continued. According to the commission of
enquiry, the total cost of the accident was
49 million francs, of which 15.5 million
concerned direct expenditure. Spending by
public services alone was 10.4 million
francs.

Source: Ministry of the Environment, France, 1988.
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R,

The pollution of the Loire in June 1988 meant that large quantities of water had to be brought
into the area.

The OECD OBSERVER 160 October-November 1080
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to speed up the relocation of hazardous
installations from industrial suburbs to
more appropriate areas. Temporary ex-
ceptions of this type confirm the general
rule that governments should not, in the
long run, have to incur expenditure as a
result of the presence of hazardous instal-
lations or of accidents involving them.

The OECD Recommendation follows
the general trend towards making the
beneficiaries, rather than the taxpayer,
bear the cost of certain public services.
For example, specific fees or taxes could
be used to finance specialised licensing
and inspection services for hazardous in-
stallations, and polluters could be made
to pay the full cost of action taken by pub-
lic services because of accidental pollu-
tion. Transferring these costs, which
would not be burdensome for most of the
installations concerned, would enable the
state to play an effective role in the pre-
vention and control of accidental pollution
and to maintain well-equipped services,
always ready to intervene.

oa

From a legal standpoint, the Recom-
mendation foreshadows the widespread
adoption of strict third-party liability for all
cases of accidental pollution by toxic sub-
stances and accidents involving hazard-
ous installations, a development which
would further extend the practice adopted
for nuclear energy, the shipment of oil,
and aviation and space activities. Work is
under way in the OECD and other interna-
tional organisations to ensure that polluters
pay not only for public measures after an
accident, but also for the damage suffered
by victims. =]

P
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Aging Populations
and the Pressure on Pensions

eople in the industrialised coun-
tries are living longer, but they are
also having fewer children. Vir-
tually throughout the OECD area fertility
rates have fallen below the replacement
threshold, estimated at 2.1 children per
woman. From a very long-term perspect-
ive, this situation is necessarily temporary.
But in view of the intensity of population
aging, serious problems are likely to arise
during the transitional period. Increasingly,
there will be fewer and fewer workers to
support an ever larger number of pension-
ers. Faced with this trend, unprecedented
in the history of the industrialised world,
governments are going to have to make
choices and, first and foremost, consider
the importance of an alternative way of
distributing national output between
workers and non-workers—one which
would not endanger growth.

The OECD population projections are
enough to make one's head spin. Assu-
ming the possibility of a gradual increase
in the birth rate towards replacement
levels by the middle of the century, a small
rise in life expectancy and continuation of
present migration rates, the results are

12
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By the end of the first quarter
of the next century, the
number of workers for each
retired person could fall from
five to three in the OECD
area, or even to one in some
countries. What will be the
consequences of such a
development, especially for
the financing of retirement
pensions? A group of OECD
economists has sought to
answer this question.!

surprising. By 2050, for example, there
would be one-third fewer Germans and
Danes than in 1980. Populations in Italy,
Belgium and Switzerland would be 15-20%
lower than they are today.

Not only are the populations of OECD
countries projected to grow much less
rapidly, or in some cases even decline—
they are also going to age: the proportion
of the population under 15 years of age
will fall from an OECD average of 23% to
17% in 2030. At the same time the labour
force will be aging; and above all, there
will be a substantial increase in the
number of people aged 65 and older. In
Japan, for example, this age-group, which
accounted for only 9% of the population
in 1980, will reach 20% in 2030. And by
the middle of the next century, one-third
of the OECD elderly will be aged over 80.
In other words, there is expected to be a
‘squaring’ of the population ‘pyramid’.

A New Economic
Landscape

Population aging affects the labour
market, and therefore, production. But it
also markedly changes consumption and
saving patterns in those countries af-
fected. In spite of the relatively vast literature
on this topic, considerable uncertainty
remains about the interaction of demo-

The OECD OBSERVER 160 October-November 1989



ECONOMY

graphic and economic factors. And, in the
absence of any historical precedent, only
by analysing the ways in which aging
affects the economy is it possible to
sketch a rough outline of the economic
landscape of tomorrow.

The Labour Market

The aging of the population, by altering
the size and structure of the labour force,
could in some ways benefit the economy.
For one thing, since aging will mean a
smaller increase in the labour force, it will
reduce the supply of labour and could,
other things being equal, lower the rate of
unemployment. Moreover, an older
workforce is, by definition, more experi-
enced, and might therefore be more pro-
ductive, thus commanding higher real

wages.

On the other hand, questions arise as to
whether an older labour force would be as
able to adapt itself to new technology or,
for that matter, whether a population that
was growing more slowly would not

reduce the rate of technological progress.
What workers might gain in terms of jobs
and wage increases could be offset by the
occupational rigidities inherent in an aging
society or the cost, for example, of voca-
tional retraining.

This leads naturally to a question of
interest to the whole community: will
population aging generate more or less
economic welfare? Standard neo-clas-
sical models generally emphasise that
slower population growth is accompanied
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by an increase in the amount of capital per
worker and thus generates higher per-
capita income. As a result, welfare is
increased, and thus more resources can
be transferred to retirees. But such
models tend not to take into account the
possible relationship between population
and labour-force growth and technoio-
gical progress, nor of the impact of
national institutional frameworks, such as
the tax structure.

Consumption and Saving
Another important question is the impact
of aging on private consumption and sav-
ing and, by extension, on national saving
and investment. Age is per se an impor-
tant determinant of demand and prefer-
ences: an aging society consumes less
; : ——

-  —

Bundesbildstelle, Bonn

W

transport and education, more services
and medical care. People, moreover, tend
to save before retirement to finance their
future consumption—the ‘life-cycle hypo-
thesis’—and thus changes in the age distri-
bution could affect national rates of saving.

Initially—that is, between now and the
year 2000-the rate of household saving in
the large industrialised countries could in-
crease, therefore, before falling again dur-
ing the next century, especially in Japan
and Germany where the demographic
change will be particularly acute. Natur-
ally, countries will not go through this
transitional period in a synchronised
fashion and there will no doubt be an
initial financial flow from countries with
surplus savings to those which require
capital.

Financing
the Transition

Demographic changes are usually slow
enough for economic structures to adapt
themselves to the new environment. But
the transition the industrialised countries

1. Robert P. Hagemann and Giuseppe Nicoletti,
‘Population Ageing: Economic Effects and Some Pol-
icy Implications for Financing Public Pensions’; Alan
J. Auerbach, Laurence J. Kotlikoff, Robert P.
Hagemann and Giuseppe Nicoletti, ‘The Economic
Dynamics of an Ageing Population: The Case of Four
OECD Countries’, OECD Economic Studies, No. 12,
OECD Publications, Paris, Spring 1989.
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| Table 1

| CONTRIBUTION RATES REQUIRED TO FINANCE PUBLIC PENSIONS: ALTERNATIVE POLICY OPTIONS

%

| United States Japan Germany Sweden

1990 1.0 =2 52 | 46 143 | 135 [ 135 143 HEEE
2000 115 | -o 96 | 7.5 176 | 152 | 148 157 | 148 | =
| 2020 129 [ -8 158 | 16.1 230 | 19.3 | 18.1 178 [ 190 | —®
2040 128 | & 194 | 192 27.1 | 263 | 232 191 [187 | =®

a.

are currently experiencing is of another
sort. The sudden increase and equally
sudden drop in the fertility rate—the ‘baby
boom’ and ‘baby bust'-are important
demographic shocks, the effects of which
will be felt very rapidly and for a while.
Financing this transition represents an
economic and political challenge for the
industrialised countries, since the elderly
are the principal recipients of public trans-
fer payments. Indeed, the ‘social contract’
for the transfer of resources between
workers and the rest of the population is
likely to have to be rethought, lest future
workers be left to bear the whole burden
of an older population. This is a delicate
problem: an increase in contribution rates
to finance pensions suggests that net
wages decline, or at least grow less
rapidly.

There are two main ways available to
the state for financing a pension scheme.
® Advance (or full) funding. The autho-
rities choose to finance the system ‘in ad-
vance'’: the premiums paid by the future
pensioners are set so that the value of
total contributions equals the current
value of all future costs. In other words,
the pension scheme is fully funded, and
each cohort’s benefits originate from the
stream of contributions and interest pay-
ments earned by the fund.
® Pay-as-you-go financing (more com-
mon than the previous type). Pensions are
financed by current contributions paid by
the labour force as a whole. This amounts
to a transfer of purchasing power from
workers to pensioners. Each generation of
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workers transfers purchasing power to
those already retired, knowing that future
workers will do the same for them when
the time comes.

Shocks such as the rapid and substan-
tial aging of the population can adversely
affect rates of return in either system. But
the distribution of such effects across
generations differs considerably.

Gerald Bloncourr

All simulations for the United States take account of the increase in the retirement age provided for in the 1983
reform.

b. For technical reasons this simulation could not be performed for Sweden.

¢. The simulations take account only of legisiation already voted, except for Sweden where it is assumed that the rate

of replacement remains constant.

Source: R. P. Hagemann and G. Nicoletti, loc. ¢it.

Under advance funding, the conse-
guences of population aging are felt by fu-
ture pensioners: the depletion of the capital
accumulated for pensions puts downward
pressure on future asset prices for a while,
thus depressing rates of return and lower-
ing future retirement ‘benefits’. With pay-
as-you-go financing, on the other hand, a
substantial decline in fertility primarily af-
fects future workers. The reason, of
course, is that their contribution rates will
have to be raised to maintain the same
ratio of average retirement benefits to
average current gross wages.

To measure the effects of population
aging on public finances, two simulations
were performed, first, to determine the
likely evolution of contribution rates in four
OECD countries (the United States, Japan,
Germany and Sweden), and second, to
examine three potential policy responses
available to governments: constituting a
transitional trust fund, raising the retire-
ment age, and reducing benefits.

The first finding is that, although there
is some variation between countries, large
increases in contribution rates are re-
quired to finance future pensions, and that
this burden will fall more heavily on some
generations than on others. In all four
countries studied, sooner or later, an ad-
justment seems inevitable.

How could this change be achieved
under the three policies in question? The
constitution of a trust fund to help finance
the pensions of today's workers implies,
initially, raising contribution rates. This ap-
proach, which differs from full funding per
se, has the advantage of smoothing the
transition during certain periods; but to
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the extent that population aging becomes
permanent it merely postpones the re-
quired adjustment problem. Since 1983,
for example, the United States has levied
higher contributions than currently re-
quired and is in the process of constituting
a trust fund which should be very sub-
stantial. But once this fund is depleted
near the middle of the next century, con-
tributions will again have to be increased
sharply to meet the requirements of a per-
manently older population.

Raising the retirement age and reducing
benefits should make it possible to limit
future contribution rate increases. If the
statutory retirement age were raised by
two years in Germany, for example, con-
tribution rates would have to rise from 14%
to 26% rather than to 29%. While it might
be difficult to raise the effective legal age
of retirement, a ‘moral’ justification for
such an increase would be that it would
increase the ratio of working life to life ex-
pectancy, making it more consistent with
improvements in longevity.

Reducing benefits is another possible
approach. This could be achieved by cal-
culating pensions in relation to net, as op-
posed to gross, wages. In this way, the
increase in contribution rates associated
with aging would be shared between
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Table 2
VARIATIONS

IN REAL AFTER-TAX WAGES
1985=100

103.1

2050 1056 1047 984 1031

Source: A.J. Auerbach, L.J. Kotlikoff, R.P. Hagemann and
G. Nicoletti, loc. cit.

workers (whose net wages decrease) and
pensioners (whose pensions are lower
than if they had been calculated on gross
wages). If this policy were adopted in con-
junction with a higher retirement age, the
increase in contributions would be smaller
still, from 5% in 1990 to 17% in 2040 in
Japan (compared with 5% to 23% with
no policy change) and from 14% to 23%
in Germany (rather than 14% to 29% with
no policy change).

Such policies smooth the transition, but
cannot altogether remove the difficulties.
Nor are they without side-effects. One
danger is that a large trust fund might be
used not for its original purpose but rather
to finance public consumption, or that the

increase in contributions might have an
adverse effect on the rate of private sav-
ing.

If allowance is made, on the one hand,
for the possibility of higher growth in real
wages and, on the other nand, for the re-
duced financing requirements which might
result from the smaller expenditure on
young people—of whom there will be rela-
tively fewer in the future—the ‘burden’ of
the aging of the population seems lighter.
Assuming a 20% reduction in pensions
over a decade or so, and taking account
of the new general economic equilibrium
resulting from a demographic transition,
real after-tax wages could continue to
grow (and this is leaving out the additional
impact of new technology). In such a way,
future generations would find the transi-
tion more ‘bearable’.

11 [

It is obviously important that the indus-
trialised countries begin to address the
question of population aging. Each year,
fewer and fewer workers are available to
support more and more pensioners, mak-
ing it necessary to reconsider the ‘con-
tract’ which unavoidably links the two.
The longer governments delay in tackling
the problem directly, the more difficult it
will become to solve. If, some years from
now, a referendum were to be organised
on the issue, it is very likely that many in-
habitants of OECD countries, a large
proportion of whom will then be approach-
ing retirement age, would oppose any
compromise endangering their acquired
entitlement. ]

® OECD Economic Studies, No. 12,
1989

® Demographic Change and Public
Policy. Ageing Populations. The Social
Policy Implications, 1988

® Maria Maguire, ‘Making Provision for
Ageing Populations’, The OECD
Observer, No. 148, October/November
1987.




The Marriage
of Broadcasting
and Telecommunications

he three strands of the information

technology  industry—computing,

communications and broadcast-
ing—have evolved historically as separate
sectors (Figure 1). But conventionally
understood boundaries between them are
now blurring as these sectors mature. The
technical convergence between compu-
ting and telecommunications is well docu-
mented and, even if the process is taking
longer than expected, it has already been
widely anticipated through structural
changes in policy administration and cor-
porate organisation.

The convergence between telecommu-
nications and broadcasting has been less
well publicised but will have far-reaching
implications. The boundaries between the
two are largely artificial, since they are
delineated by regulation rather than by
technology itself. As a result it is policy-
makers who now have the power to define
or foreclose emerging market opportuni-
ties. The convergence is occurring in three
ways.

First, technical progress in storing,
communicating and displaying informa-
tion in digital form is transforming trans-
mission and reception equipment in both
industries. The shift from analogue to
digital switching occurred first in telecom-
munications, and now broadcasting orga-
nisations are also preparing for a massive
new round of investment necessitated by
the introduction of high-definition televi-
sion (HDTV). Basic infrastructural hard-
ware, such as satellites, fibre optic cable
or terrestrial broadcasting stations, can be
used to relay either one-to-one or one-to-
many communications and the technical
distinctions between the two forms of
communication are no longer so rigid.

In receiver equipment, too, the use of
Very Large-Scale Integration (VLSI) micro-
chips has introduced a whole new range
of ‘intelligent’ products and is forcing
faster replacement cycles for established
products. The familiar telephone and TV

16

CNET, France

Tim Kelly

The boundaries
that distinguished
communications media are
disappearing before the
advance of state-of-the-art
technology. What are the
likely implications of the
convergence, specifically
between broadcasting and
telecommunications? What
policy changes should be
made now to ensure that the
benefits of technological
change can be fully realised?

set might one day be integrated into a ter-
minal that can be used for either one-way
or two-way communications.

The second form that convergence is
taking is in public attitudes to the func-
tions of broadcasting and telecommuni-
cations. The convention that one is used
for entertainment and education while the
other is used for social and business pur-
poses is no longer valid. Closed user-
group broadcasting (or ‘narrowcasting’) is
increasingly being used as a business tool
(for example, to relay company informa-
tion to staff) or as an interactive medium
(for instance, in tele-shopping). Similarly,
data broadcasting is used by a number of
organisations to ftransmit information
simultaneously to a wide audience (as
with horse racing results).

In telecommunications, on the other
hand, the promotion of many new ser-
vices is being entertainment-led (such as
recorded-message telephone services or
the ‘kiosque’ service available on the
‘minitel’ in France). If the enhanced picture
and sound transmission qualities of the
next generation of digital public telephone
networks are to be fully appreciated, resi-
dential applications for entertainment will
have to be developed alongside business
uses.

Third, there is a corporate convergence
between the activities of broadcasting
and telecommunications in the sense that
individual companies are now addressing
both sectors. For instance, the Japanese
electronics multinationals in particular are
more vertically integrated than their Euro-
pean and North American counterparts,
with interests in the manufacture of con-
sumer electronics as well as computing,
telecommunications and component pro-
duction. They may therefore be in a better
position to exploit opportunities created
through the convergence of communica-
tions technologies.

On the services side of the industry
there is a clearer separation of functions
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at present, though the trend for public
telecommunications operators (PTOs) to
buy minority shareholdings in cable
operators and for the emergence of diver-
sified global communications companies
(e.g., Maxwell Communications, News In-
ternational, Berlusconi) may lead to closer
integration in future. Similarly, the recent
take-over by the Japanese consumer
electronics manufacturer Sony of the
recording interests of CBS of America
may portend a merging of the hardware
and software sides of the communications
industry.

New Directions
for Policy

These three processes—technical, func-
tional and corporate convergence—are
posing new questions for policy-makers.
In particular, there are substantive policy
issues concerning:

e the formulation of an appropriate regu-
latory framework for competition between
telecommunications and broadcasting
service operators

e the development of new technology
and associated standards

e the promotion of new services.

The Information, Computer and Com-
munications Policy (ICCP) Committee of
the OECD plans to launch an analysis of
the questions of competition and com-
plementarity between communications
technologies. The project will aim to de-
termine, for each OECD member country,
who are the main players, what are the
regulatory limits to their activities and
what are the likely markets in which they
will compete. The country-by-country
analysis will be complemented by a
thematic approach focusing on such
broad issues as whether there is scope
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Figure 1

THE INFORMATION TECHNOLOGY INDUSTRY, 1820-1990

] Computing |  Communications

l Broadcasting |

1820 1820
Babbage Difference Engine 8
1840 Telegraph 1840
1860 1860
1880 Tel 1880
Hollerith Cards _Telephone
Printing telegraph
1800 ) 1900
Radio telegraph

Automatic telephony
1910 Radio voice 1910
1920 Radio broadcast 1920

Mechanical facsimile
1930 1930

Telex
Electromechanical
calculating machines

4—-

Magnetic Recording

TV broadcast ’

Radar
1940 1940
Colossus
ENIAC!
Stored program digital computer ) Cable TV
1950‘ Transistor ’1950
Distance dialling
Microwave technolo
IBM 650 o
il Sputnik Videotape
1960 Transistorised computers Transistor radio
PCM? transmission Eolbar TV 1960
Midicompaiters Comm_unlc.anons satellites
‘ m— [Ntegrated circuits -’
IBM 360/370
1979 Fibre optics 1970
PCM switching
Electronic mail z
‘ Packet switching Video cassette recorders
Microcomputers
VLSF }
1980 Local Area Networks 1980
Personal computers Digital facsimile
Value Added Network Services VSAT* receivers
Digital telephones
1990 Commercial videophones 1990
‘ ISDN? —}
1. Electronic Numerical Integrator and Computer. 4. \Very Small Aperture Terminal.
2. Pulse Code Modulation. 5. Integrated Services Digital Networks.
3. Very Large-Scale Integration.



IECHNOLOGY

Figure 2
THE PUBLIC TELECOMMUNICATIONS OPERATOR
IN THE INFORMATION TECHNOLOGY INDUSTRY
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for cable operators to compete in local
telecommunications services, whether
satellite operators can offer competition in
long-distance telecommunications ser-
vices, and to what extent PTOs can offer
moving image (video-based) services.

A second aim of the research will be to
assess different policies designed to en-
courage the take-up and diffusion of ad-
vanced communications services, both
commercially and domestically. The key
guestion here is whether the provision of
new services should be led by demand or
supply. In other words, should the basic
infrastructure of fibre optic cable and/or
satellite links be established in anticipa-
tion of, or in response to, consumer de-
mand? Ambitious plans for a transnational
broadband backbone (TBB) network have
been discussed in Europe and elsewhere,
and there have been several projects to
calculate the costs and benefits of such
investment; the results will provide import-
ant inputs to the OECD project.

The third focus of the research will be
to describe regulatory procedures in
OECD member countries. In a number of
countries the regulatory status of the
national PTO has changed recently, raising
new questions as to the appropriate for-
mat for determining and implementing
policy objectives.

PTOs are both providers and major pur-

18

chasers of equipment and services and are
therefore in a unigue position to influence
the wider information industry (Figure 2).
Policies aimed at encouraging competition
for the PTO are sometimes associated with
measures to restrain its power to impede
nascent competitors through exploitation
of its quasi-monopoly. On the other hand,
the PTO may be encouraged to diversify
into new activities, both sectorally and in-
ternationally, to compensate for lost tele-
communications revenue. Policies which
attempt to separate the activities of PTOs
from broadcast network operators may be
inefficient if they deter or duplicate infra-
structural investment but they may still be
necessary on the grounds of competition
policy.

The issue of convergence raises the
broader question of how society will cope
with the burgeoning demand for, and sup-
ply of, information. Broadcasting services
have traditionally been highly regulated
because of their potential for use as a
medium for propaganda or for the trans-
mission of material which most people
might find offensive, or because of the
fear that the large-scale importing of TV
programmes might ‘dilute’ national cul-
tures or endanger domestic producers.

Ironically, the ‘success’ of many of the
new telecommunications messaging ser-
vices is based on the fact that they bypass

such regulations and can offer services of
dubious morality. Equally, the telephone
service offers a highly targeted medium
for advertising purposes (tele-sales) but in
a manner which intrudes much more on
personal privacy than advertising by tele-
vision or radio. ‘Junk fax' messages, in-
deed, have begun to become a nuisance
in the United States, Japan and else-
where, and there has been much discus-
sion about whether they could, or should,
be banned.

The question therefore arises as to
whether it is the medium or the message
that should be regulated and on what
criteria such regulation should be based.

oo

At this stage of the research it is more
important to identify the questions that
should be asked than to suggest possible
answers. The OECD Secretariat is there-
fore now beginning to contact interested
parties with a view to their participating in
the research project; it is also starting to
investigate research already undertaken in
member countries. Preliminary soundings
indicate that there is considerable interest
in this topic, as well as a sense of urgency.
International co-operation will be essential
to find solutions to the many cross-border
issues raised and to share common ex-
perience on effective, and pre-emptive,
policy-making. &)
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What Prospects
for Teachers?

David Istance

The resurgence of interest in education and training has focused attention as
never before on the people directly responsible for ensuring that these services
are successfully delivered—-teachers. What forms has this attention taken, what
are the reasons behind it, and what is the contemporary ‘condition of teaching’

he importance now being given to

the improvement of the quality of

education in many OECD countries
has been a major factor behind the atten-
tion currently being paid to teachers.? Yet
doubts are commonly expressed about
the ability of new arrivals to the profession
and their readiness for the rigours of the
classroom. Critics question the capacity
of the teaching force either to maintain
established standards or to adapt to the
modern world (the criticisms are no less
vociferous for being frequently contradic-
tory). More positively, there is a growing
awareness among policy-makers and the
public at large that improvement can only
be achieved through, not in spite of, tea-

David Istance works primarily on matters concerning
teachers and on equality and quality in education in
the Education and Training Division of the OECD Di-
rectorate of Manpower, Social Affairs, and Education.
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in schools and colleges?’

chers. Educational reform, no matter how
well designed in other respects, is destined
to fail in the absence of competent, moti-
vated staff in classrooms and workshops.

The call for increased accountability is
felt in education no less than in other
policy spheres, which inevitably has reper-
cussions for teachers. Parents are increa-
singly demanding in their desire for their
children’s success, and are more closely
familiar with the educational world than
ever before. In the current political climate,
the professional performance of teachers
is no longer above scrutiny. The common
question is whether they provide value for
the substantial public resources devoted
by OECD countries to their teachers.

Yet, while more accountability may be
sought in order to impose limits on the
freedom of action of teachers, the
demands made on them imply that they

should function autonomously and crea-
tively, deploying a wide repertoire of
advanced professional skills. The know-
ledge and attitudes of young people are
shaped by media and peer-group influ-
ences that are well beyond classroom
control; nonetheless, scrutiny of learning
outcomes focuses attention predominantly
on the performance of teachers. Once
again, they are caught between conflicting
pressures.

A further major reason for the spotlight
falling on teachers is the sense of dissatis-
faction clearly felt by many of them across
a wide range of OECD countries. This has
been demonstrated most explicitly through
damaging disputes over pay and condi-
tions during the 1980s in settings as diverse

1. Publication forthcoming autumn 1989.

2. Schools and Quality: An International Report,
OECD Publications, Paris, forthcoming autumn 1989.
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as Greece, Ireland, Italy, New Zealand,
Norway, Spain, Sweden, the United King-
dom, and some of the major city districts
of the United States. More generally, in
most countries teachers are vocal in com-
plaining of problems of status and of
insufficient rewards.

Conditions
and Rewards

Though the general picture is one of
problematic status and rewards, the situa-
tion of teachers does vary widely across
OECD countries. In some, for instance,
the profession still enjoys substantial
prestige and competition for entry is keen
(as in Japan), and in some countries,
especially those in continental Europe
(such as Denmark, France, Germany,
Greece, ltaly, Luxembourg, Portugal,
Spain) they are tenured civil servants but
not in others. Yet in most there has been
long-term slippage of financial rewards of
teaching compared with other occupa-
tions.

Although public-sector spending re-
straint limits the scope for significant sal-
ary increases in the short-term, especially
in view of the sheer size of the teaching
profession, in some cases the relative de-
cline has been reversed. In the United
States, for instance, where it is commonly
acknowledged that their pay is low, the
average salaries of teachers in the public
sector rose in real terms from $22,386 in
1979-80 to $25,313 by 1985-86. The
Federal and State initiatives for educa-
tional reform of the 1980s risked founder-
ing through difficulties of attracting and
retaining good staff. Nevertheless, as
shortages become more widespread in
the decade ahead, the authorities in those
countries affected face little option but to
consider making teaching a financially
more attractive profession.

Important though salaries undoubtedly
are for teachers, non-pecuniary condi-
tions and rewards are crucial, too. Among
these, the general isolation of teachers
from collegial support and community
contact is a continuing source of strain
and limits the range of professional re-
sponse to educational challenges. Few, if
any, other occupations place such faith in
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The teaching profession stills enjoys considerable status in Japan.

the organisational unit of the solitary pro-
fessional. Nor is it well understood by
people outside education how tiring
teaching in front of a class really is. A
further general problem is that so long as
teachers choose to follow their vocation
and remain in the classroom, the actual
nature of teaching changes little through-
out the career even if new materials,
tasks, and different groups of students are
added.

Extending career opportunities and
stimulating diversity in the work are thus
vital elements in increasing the attractive-
ness of the profession and, correspond-
ingly, the quality and flexibility of the edu-
cation provided. They imply re-examination
of the predominant practice whereby
teachers continue to work full-time, full-
year, up to a fixed retirement age. For ex-
perienced teachers, more flexible combi-
nations of classroom teaching with other
roles and duties, in schools and outside,
with enterprises and administrations, can
yield substantial benefits and offer the ad-
ditional boost to efficiency of reducing
fatigue and ‘burn-out’.

New Challenges
and Demands

In contemporary society, schools and
teachers are readily allotted a major role
in contributing to the solution of an array
of economic, social, and cultural prob-
lems that would have seemed quite for-
eign to their predecessors of decades
gone by. The political pressure to quicken
the pace of educational reform has inevit-
able consequences for the demands
made on teachers. Alongside worries
about salaries and insufficient social re-

cognition, teachers in OECD countries are
increasingly voicing concern about the
sheer availability of time and about their
preparedness as a body to do justice to
these different challenges.

Few can doubt that the teacher’s task
has become more demanding in recent
times. In a number of countries, for exam-
ple, teachers have acquired new respon-
sibilities for designing and implementing
curriculum reform and for introducing new
forms of student assessment. These call
on a wider repertoire of skills, and more

-active co-operation by teachers with their

colleagues, parents, and other bodies in
the community.

Current policy priorities call for ‘horizon-
tal’ strategies that depend on teachers for
their success. One is the general expecta-
tion that teachers impart an understand-
ing of, and positive attitudes towards, the
worlds of employment and work, giving
guidance to their students as appropri-
ate.®* Knowledge and understanding of
other countries has now to be promoted
by teachers, schools and colleges as part
of efforts to foster ‘internationalisation’.
Targeted programmes-such as multi-cul-
turalism, equality of the sexes, and the in-
tegration of disabled pupils into
mainstream schools—each represent far-
reaching areas of reform where the
teacher’s role is central. The successful
introduction of information technology
into classrooms depends on their in-
formed and imaginative application by
teachers. And new moral and social ques-
tions are being added to their brief: to en-
hance awareness of the environment and
pollution, to educate about drug abuse

3. See Education and the Economy in a Changing
Society, OECD Publications, Paris, 1989.
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and AIDS, to be watchful for signs of child
abuse in the home.

Each of these demands alone implies
ambitious programmes of pre- and in-ser-
vice teacher education and the re-organi-
sation of learning. From the standpoint of
the classroom teacher and school princi-
pal, what matters is that they are expected
to promote these strategies actively, and
all at once. It is highly desirable that direct
teacher involvement in these new reforms
constitutes a source of professionalism
based on expertise rather than be simply a
burdensome extension of responsibilities.

Signs
of Shortage

There is another major reason that
teachers have come to the forefront of
public and policy attention: there are signs
of teacher shortages emerging on a worry-
ing scale. These are most apparent in
the very disciplines, such as mathematics
and the sciences, different branches of
technical and vocational education, and
languages, that are currently accorded
priority to realise the aims of economic
adjustment and the promotion of interna-
tional understanding. Shortages under-
mine the capacity of education and training
services, now and in the future, to deliver
provision of the high quality universally ex-
pected of them.

Not all countries are currently reporting
general shortages and in one or two
cases, such as Germany and lIreland,
teacher unemployment remains the do-
minant pattern. But all OECD countries
experience some shortages in certain dis-
ciplines and in specific regions, whether
inner-city districts or isolated rural com-
munities or areas of high-cost housing, or
as manifested through the continued de-
ployment of unqualified staff. And all
countries might well expect to be af-
fected, to varying degrees, by trends al-
ready visible which threaten to exacerbate
shortages over the coming decade. Four
of these trends stand out.

The first is the ‘greying’ of the teaching
profession—the consequence of the major

4. See Chapter 5, 'Women's Activity, Employment,
and Earnings: A Review of Recent Developments' in
OECD Employment Outlook, OECD Publications,
Paris, September 1988,
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recruitment drives of the late 1950s and
'60s followed by severe curtailment of in-
take from the mid-1970s (the timing differs
by country)-which will inevitably result in
quickening losses through retirement. In
France, for example, it is foreseen that
over 200,000 primary and secondary
teachers will be required by the end of the
century to replace those who retire, imply-
ing substantial increases over present an-
nual intakes. This is quite apart from the
extra staff required if the ambitious official
target is to be attained of approximately
doubling the proportion of youngsters
who achieve baccalaureat-level gualifica-
tions, to reach 8 in 10 by the year 2000.
Meanwhile, OECD countries in general
struggle with the legacy of years of lean
recruitment that substantially reduced in-
itial training capacity and solidified the
image of a profession that offers few
openings.

Second, the complex interplay between
student demand for education and train-
ing and demographic trends continues to
undermine the long-term planning of
teacher numbers. The common pattern is
of falling student rolls in lower secondary
schools which contrast with a partial re-
vival of numbers at the primary level follow-
ing a rise in numbers of births in some
countries, and a still-growing demand for
pre-primary education from working par-
ents in many of them. Larger numbers of
students may well stay in upper secon-
dary education and training through the
next decade, set against a smaller cohort
passing through the higher education sys-
tems from which new entrants to teaching
are mainly drawn.

Third, for the decade ahead the labour
market will almost inevitably be character-
ised by sharpened general competition
and shortages in activities that require ad-
vanced skills—which is likely to leave
teaching at an even bigger disadvantage
in its efforts to attract talented graduates.
The availability of more lucrative openings
in industry and commerce is a matter of
concern not only to education authorities,
of course; it affects equally other types of
service employment that traditionally rely
on substantial inflows of young adults,
such as the health sector and military ser-
vices. To avert major shortages, therefore,
teaching must be a profession attractive

enough to compete with all these sectors.

Fourth, the changing labour-market be-
haviour and experiences of women* could
well mean that they become a less reliable
source of supply of new or returning
teachers. As their work aspirations and
behaviour come more closely to resemble
those of men, women can be expected to
share more closely with them a negative
assessment of the career potential of
teaching. Women should thus constitute
an important focus of policies to combat
teacher shortages. This in turn implies
redressing radically the imbalance of the
sexes in promotions and positions of
leadership. Not only is the general picture
across OECD countries one of the very
serious under-representation of women
as vice-principals and, especially, princi-
pals of schools but in some their position
in this regard is actually deteriorating.

oa

Teacher supply thus looms as a major
issue for the years ahead. Addressing it
should not be a matter of trying mechani-
cally to match supply with demand at the
expense of quality. It would be a tragically
retrograde step if the dominant issue of
the 1990s ceased to be a continuation of
the concern of the '80s to ensure the qual-
itative improvement of teachers and teach-
ing, heralding instead a return to the over-
whelmingly quantitative problem of the
1960s-how to fill vacant posts. ]

® Schools and Quality: An International
Report, forthcoming autumn 1989

® Education and the Economy in a
Changing Society, 1989

® David Istance, 'Policies for Quality in
Schooling’, The OECD Observer,

No. 154, October/November 1988

* George S. Papadopoulos, ‘Education:
The Search for a New Consensus’, The
OECD Observer, No. 154, October/
November 1988

® Gregory K. Wurzburg, ‘Education,
Economy and Political Will’, The OECD
Observer, No. 154, October/November
1988.
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Plutonium:
A Fuel for the Future?

Geoffrey H. Stevens

Weight for weight, plutonium yields three million times more energy than coal.
Not surprisingly, it is seen as an important fuel for future use, particularly

if nuclear energy is to make a strong contribution to sustainable development

through the next century. There are acknowledged dangers in using plutonium

but, after several years of tests and demonstrations, it is now being used to fuel

reactors on a routine basis. A recent report from the Nuclear Energy Agency
(NEA) of the OECD' presents information on the physical and chemical

characteristics of plutonium, on how the risks of using it compare with other
industrial hazards, and on the economics of its use in current reactors.

The Super-Phénix at Creys-Malville in France, the largest commercial fast breeder reactor in the world.
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lutonium is a hard, silvery-white

metal like cast iron which can be

melted, moulded and machined
into any shape desired. It is very dense,
and has a melting point of 640°C. It is
chemically very reactive and oxidises
rapidly when exposed to air, like other
reactive metals such as magnesium or
uranium. A solid lump of plutonium is
stable, although finely divided powders of
all three metals can catch fire spontane-
ously if exposed to air. Because of its
chemical reactivity, metallic plutonium is
normally handled in an inert atmosphere
such as dry argon or nitrogen inside a
‘glove box’, sometimes with the use of re-
mote handling equipment. The chemical
reactivity and relatively low melting point
of metallic plutonium, amongst other
things, make it unsuitable for direct use
as a reactor fuel. Indeed, the metal is not
normally produced in any of the stages of
manufacturing or dealing with nuclear
fuel-the nuclear fuel cycle.

Plutonium is extracted from spent nu-
clear fuel at reprocessing plants, either as
plutonium nitrate in nitric acid solution or
plutonium dioxide powder. The dioxide is
the principal compound used in manufac-
turing fuel. This is a ceramic substance
with a very high melting point (2,390°C). It
is blended with uranium dioxide to pro-
duce mixed oxide (MOX) fuel.

Plutonium is widely regarded as a
uniquely hazardous material. It is, indeed,
one amongst many toxic materials that
have to be handled with due caution to
minimise the associated but well under-
stood risks. Experience over the last thirty
years has shown that it can be safely man-
aged and used as a nuclear fuel. In prac-
tice, ingested plutonium is less acutely
toxic than many common poisons (such
as strychnine, lead-arsenate and cyanide)
and even on inhalation its acute toxicity is
not very different from heavy metals like
cadmium and mercury which have many
industrial uses. And the main risk from
plutonium contamination is indeed from
inhalation, particularly in the working envi-
ronment or in case of fire.

Safety measures are therefore taken to
limit strictly the levels encountered in nor-
Geotfray Stevens is Head of the Nuclear Development
Division of the OECD Nuclear Energy Agency
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mal occupational conditions in the nuclear
fuel cycle—for example, through the use of
ventilation systems and glove boxes. The
principal concern, therefore, lies in the
possibility of accidental releases of
plutonium which may cause radiation ex-
posure of the public or workers at levels
higher than the agreed international limits.
To date, there are no records of cancers
occurring in man that can be attributed
with confidence to plutonium, even in the
rare cases where individuals have,
through accidents, absorbed abnormally
large amounts.

Whence
Plutonium?

In essence, plutonium is entirely man-
made, although, to be pedantic, it could
be considered as occurring naturally, as
minute amounts are being made continu-
ously through the interaction of cosmic
rays with isolated atoms of naturally oc-
curring uranium. Larger quantities must
have been produced in a geological od-
dity which can be considered as a natural
uranium reactor that burned spontane-
ously at Oklo in Gabon some 2 billion
years ago.

It is produced in nuclear reactors fuelled
with uranium principally through a pro-
cess in which Uranium-238, an isotope
with 238 heavy particles in its nucleus
(92 protons and 146 neutrons), captures
another neutron. Several isotopes are pro-
duced in various stages of the process but
the main one leads to the production of
Plutonium-239 after the ejection of two
electrons, effectively converting neutrons
into protons (Plutonium-239 has 94 pro-
tons and 145 neutrons in its nucleus).
When left to itself, a small mass of
Plutonium-239 would very gradually
decay with half of its atoms becoming
Uranium-235 every 24,390 years by the
emission of alpha-particles (each with two
protons and two neutrons).

Another isotope, Plutonium-238, de-
cays more rapidly, with a half-life of 87.7
years, producing sufficient heat to enable
it to be used to power small electric bat-
teries that have been used in heart
pacemakers, space satellites and land-
based navigational beacons. Plutonium-

Atomic Energy Authority, United Kingdom

ENERGY

of plutonium include the use of glove
boxes, here at Dounreay in the North of
Scotland.

powered batteries also supported seismic
and other equipment placed on the
moon's surface by the Apollo mission,
and the cameras that enabled the Voyager
space-craft to send back pictures of
Saturn, Jupiter and Neptune. They are
also being used on the Galileo mission to
Jupiter in October 1989.

In the reactor, sufficient Plutonium-239
atoms are brought together to give them
a significant chance of capturing a neut-
ron which causes them to split, producing
smaller atoms (such as iodine, krypton,
palladium and strontium) and releasing
energy and more neutrons. In fact, about
30% of the energy in a modern reactor
fuelled with uranium actually comes from
the fissioning of plutonium atoms which
are produced in situ. Nevertheless, the
bulk of the plutonium produced in the
reactor remains there when the spent fuel
is removed. About 0.9% of the heavy
atoms in the spent fuel are plutonium.

As this plutonium is a compact source
of energy—fuel containing 1 kg could re-

1. Plutonium Fuel: An Assessment, NEA/OECD
Publications, Paris, 1989.
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Atomic Energy Awhority, United Kingdom

place about 3,000 tonnes of coal in the
generation of electricity—there is an incen-
tive to extract it from the spent fuel to re-
cycle it in fresh fuel. Even in the early days
of the use of nuclear power, plans were
made to do this in order to derive the ut-
most benefit from scarce resources of
uranium. Natural uranium contains only
0.7% of the fissile isotope, Uranium-235,
which sustains the energy-releasing reac-
tion. By cycling the plutonium as fuel in a
breeder reactor, it would be possible to
convert the non-fissile Uranium-238 into
plutonium, which substitutes for the
Uranium-235, and thus enhance the po-

tential yield of energy from the uranium
resources by a factor of 50 to 60.

Reprocessing
and Breeder Reactors

To achieve this end required the estab-
lishment of two new technologies—separ-
ation of plutonium and breeder reactors.
The separation technology, generally
known as reprocessing, had already been
developed on a small scale for military
purposes by 1945. It was scaled up and
put to commercial use during the 1950s in
the United Kingdom, in the 1960s in

The laboratory at Dounreay allows new processes and equipment to be developed and tested
for the reprocessing of irradiated fuel and its separation into plutonium, uranium and treated

waste.
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France, and at the Eurochemic pilot repro-
cessing facility at Mol in Belgium, which
was the first NEA Joint Undertaking.
Today further huge reprocessing plants
are under construction at Sellafield in the
north of England and Cap la Hague in
France; they will be capable of processing
spent fuel containing 700 and 800 tonnes
of heavy metal a year respectively (the
heavy metals in guestion being uranium
and plutonium). These plants which are
capable of recycling the fuel from 25 to 30
large nuclear power plants require ex-
tremely large investments; it was estimated
recently that the new plant at Seliafield will
have a total cost of about £1,800 million.

Breeder reactor technology is not yet
established  commercially,  although
France is operating the 1200 MWe Super-
Phenix plant to demonstrate the techno-
logy at industrial scale, the United King-
dom has a 250 MWe reactor at Dounreay
and Japan has a demonstration reactor
under construction. It is generally agreed
that while uranium prices remain at the
low levels of today current designs of
breeder reactor are too expensive to con-
struct to allow them to compete with the
light water-cooled, uranium-fuelled reac-
tors which are the mainstay of the nuclear
programmes of OECD countries. Efforts
are underway to design more economical
breeder reactors, and it is expected, in
any case, that rising uranium prices in the
next century might bring breeders back
into competition.

Meanwhile, a number of countries have
already had spent fuel reprocessed or are
committed to doing so, for a variety of
reasons. In some cases, the decision was
taken in the expectation of requiring
plutonium. In other cases, the decision to
reprocess was taken in order to imple-
ment policy on managing radioactive
wastes, taking account of the costs of
storing or disposing of spent fuel or
radioactive waste. In any case, stocks of
plutonium are building up. Their storage
entails some expense because of their
physical nature and because very strict
and sophisticated security procedures are
implemented at plutonium stores.

Since the commercial exploitation of
breeder reactors is thought to be unlikely
until well into the next century (Japan's
Long Term Nuclear Program, for example,
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Plutonium-powered batteries are being used on the Galileo mission to Jupiter in October 1989.

aims at their commercial use by about
2030), there has, for a decade or more,
been some experimentation with the use
of plutonium to substitute for the fissile
uranium isotope (?®U) in light-water
reactors. Several electric utilities are now
planning to use fuel made from a mixture
of plutonium and uranium oxides (MOX
fuel) and Electricité de France has already
loaded this fuel in reactors at Saint-Lau-
rent-les-Eaux and Gravelines at the start of
a continuing programme for its commercial
use. By the year 2000, it is expected that
OECD countries will be consuming 15 ton-
nes of plutonium a year, mostly for MOX
fuel for light-water reactors.

2. Economics of the Nuclear Fuel Cycle, NEA/
OECD Publications, Paris, 1985; Nuclear Spent Fuel
Management: Experience and Options, OECD Pub-
lications, Paris, 1986.
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The recent NEA study included a close
examination of some economic aspects of
the use of plutonium following up earlier,
less detailed studies.? Many variables
enter into judgements on the most eco-
nomical choices in relation to spent fuel:
uranium prices, uranium enrichment
costs, fuel fabrication costs, reprocessing
costs, storage costs of spent fuel, etc.
Each of these can take a range of values
depending on national circumstances and
the contractual positions of utilities in the
markets for the various stages of the fuel
cycle, such as uranium procurement, en-
richment and reprocessing. It was not
possible, therefore, to arrive at a com-
prehensive judgement on one economi-
cally correct choice.

Several countries have already paid for
or are contractually committed to repro-

ENERGY

cessing their spent fuel and, because they
then consider the plutonium as available
at no extra cost, MOX fuel offers their
utilities an economic saving of some 30%
compared with the use of the equivalent
enriched uranium fuel in reloads for exist-
ing light-water reactors.

There are therefore plans to extend the
use of MOX made with this ‘free’
plutonium to some 40 to 45 existing light-
water reactors in France, Belgium, Ger-
many, Switzerland and Japan. To support
these plans MOX fuel fabrication plants of
appropriate size exist or are being con-
structed in Belgium, Germany, France and
Japan. On the other hand, some countries
such as the United States, Canada,
United Kingdom and Finland have no cur-
rent plans to use MOX fuel in light-water
reactors. In the United States and Canada
this is because of the assessment that it
is not now economical to build and oper-
ate new spent-fuel reprocessing plants to
support the recycling of the plutonium as
fuel for this type of reactor, whilst there
are as yet no reactors of this type operat-
ing in the United Kingdom.

oo

Decisions about reprocessing and the
use of plutonium are not and will not be
taken purely on cost arguments. Policies
on security of energy supply and radio-
active waste management as well as on
safety and institutional matters will be
strongly influential. Current discussions
on these policies reflect the fact that many
people do not share the confidence of the
nuclear industry that plutonium can safely
be used as a fuel. Only when that confi-
dence is felt more widely will plutonium
be able to fulfill its potential as a major
contributor to energy requirements in the
21st century. n

® Plutonium Fuel: An Assessment, 1989
* Nuclear Spent Fuel Management:
Experience and Options, 1986

® The Economics of the Nuclear Fuel
Cycle, 1985.
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Electricity End-Use

lectricity consumption has been the

fastest growing major form of

energy end-use for several de-
cades. Today electricity provides about
35% of the energy requirements of OECD
countries. It is a major user of primary
energy sources such as coal and oil and
is in practice the only route through which
nuclear, hydro and many other renewable
energy sources can be used.

But in recent years there has been rising
concern about how best to reconcile the
increasing demand for electricity with its
impact on the environment, on national
economies and energy security. Nuclear
power has been the central issue in
several countries, while others have
focused on emissions of conventional pol-
lutants, high dependency on imported oil,
the rising costs of new capacity or, most
recently, the possible long-term climatic
effects of greenhouse gases. Improving
efficiency in the consumption of electricity
(i.e., the electricity used per unit of service
provided) has been advocated as one
means of reducing these effects.
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Concern about the energy,
environmental and economic
costs of the growing
consumption of electricity
has led to interest in
improving the efficiency with
which it is used. To examine
the opportunities for such
improvements and the
policies that might accelerate
them, the International
Energy Agency of the OECD
(IEA) has recently completed
a major study.’

Since 1973 the annual growth rates of
OECD electricity requirements have been
comparable to those of GDP, and have far
exceeded the rates of growth in oil
demand, partly as a result of government
policies encouraging substitution of elec-
tricity for oil (Figure). In this period, electri-
city intensity-the ratio of electricity
demand to GDP-remained almost con-
stant while energy intensity as a whole
declined by 23%. This indicates the grow-
ing importance to OECD economies of
electricity, compared with other forms of
energy.

These trends are the result of a number
of different factors. Electricity is an espe-
cially versatile form of energy (it can be
used to drive a wide range of motors and
processes, as well as providing light and
powering electronic equipment), and its
prices fluctuate less than those for hydro-
carbons (i.e., oil and gas). The market

Mark Friedrichs and Erich Unterwurzacher are special-
ists in energy conservation in the Interational Energy
Agency at the OECD.
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The heatmg, coohng and venﬂ.‘anon 0)‘ commercial and residential bu;.‘dmgs is one of the six major end-uses for electricity in the OECD
countries.
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Figure
ANNUAL GROWTH RATES
OF GDP, OIL AND ELECTRICITY:
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1. Three years’ moving average.

penetration of electrical technologies
(e.g., household appliances, space heat-
ing and cooling equipment, electric arc
furnaces) has therefore increased in all
sectors of the economy, but particularly
in households and the service sector. For
many rapidly growing uses, like television
and data processing, electricity is the only
form of energy which can be used.

quires the examination of specific electric-
ity end-uses and the efficiency of the
technologies involved. But because there
are hundreds of different technologies
and their applications differ widely among
the 21 member countries of the |EA? the
study focused on six major end-uses for
electricity that consume 65-71% of the
total in six countries that represent a
range of climatic, economic and electric-
ity-sector characteristics (Table 1).

Of the countries studied, the United
States alone represents almost 50% of
IEA electricity demand, while the others
range from 2.4% (Sweden) to 12.4%
(Japan). Industrial motors consume by far
the most electricity, followed by lighting,
but all of the end-uses examined are large
compared to the categories that were not
examined, such as cooking or television.

Improvements
in Efficiency

As a result of the combination of in-
creasing prices for electricity in the 1970s
and early '80s, improved technology and
some existing government programmes,
there were significant efficiency gains in
all of the six categories over the past
15 years. Yet total electricity demand in
these activities increased, too: more
people owned electrical equipment, in-
comes and industrial production grew, and

Table 1
- ELECTRICITY DEMAND, 1986

ENERGY

more commercial and public buildings
were erected.

The efficiency improvements appeared
to be especially evident in refrigerators,
where average use per unit often declined
by 10-20% between 1973 and 1986 (which
reflects an increase in efficiency of 11—
25%), and in new buildings, where heat
losses in new homes generally declined
by 20-50% or more from the early 1970s
to 1986. Lighting efficiency has probably
increased by about 10% since the early
1970s, commercial space-conditioning
systems for heating, cooling and ventila-
tion probably by over 10%, and industrial
motors by perhaps 5% or less. In the
United States, the electricity use per unit
of new water-heaters declined by 5%, and
for heat pumps by 19%.

But many of the most efficient tech-
nologies available have not yet been
widely adopted because for each end-use
there exists a range of institutional and
market barriers to improved efficiency,
such as a lack of information and techni-
cal skills or split responsibilities between
owners and users.

The trend towards improving efficiency
n new equipment and buildings will prob-
ably continue. although the rate of change
appears to be slowing. The total savings
will continue to grow as the existing capi-
tal stock is replaced, yet the various bar-
riers that remain will probably mean that

Structural changes, too-not least the i Htaly Y Sweden |  United United
expansion of the service sector-have also e ) N ) Kingdom: | States
led to increased demand for electricity, as | Total Electricity |
have growing personal income and the Consumption (TWh} 354 179 595 116 250 22750
accompanying lifestyle changes. Changes
within sectors, such as the growth in pro- - T —- —~ — - .
duct-manufacturing (rather than materials- el I R ot Sat 14 7.4 43
processing) industries, and the application Residential water heating 5.3 10.2 3.0 6.2 7.5 54 |
of new and advanced production techno- Residential refrigeration ' 52 4.7 6.5 4.4 6.4 7.4
logies, have also contributed to the com- Lighting 3.9 12.8 n.a. 10.8 15.9 18.5
paratively rapid growth in electricity ‘Commercial/Public building
demand. heating, cooling and g :

The assessment of probable trends in ventilation 96 3.5 1.7 e B S
efficiency (and ultimately in demand) re- Industrial motors AR 372 42.1 239 214 22,5

| Electricity Intensity
1. Electricity End-Use Efficiency, IEA/OECD Pubi- | OWh/GDP) 047 0.42 0.52 0.98 0.51 0.83
cations, Paris, 1989. 1. Refrigerators and freezers.
2, The 24 member countries of the OECD minus Sources: Energy Statistics 1986/1987, CECD, 1989, OECD Economic Outiook, June 1988

Finland, France and lceland.
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The search for efficiency in electricity
consumption is transforming the traditional
light bulb.

a significant economic potential for even
larger gains will not be realised.

It is not possible to make precise esti-
mates of the improvements that are tech-
nically and economically feasible, nor of
the effects of current market forces and
government policies; but Table 2 provides
relative indicators of the opportunities and
trends in each of the six end-use
categories examined. An efficiency im-
provement is assumed to be economic if
the resulting savings would pay back the
added cost in less than 3-5 years (the
period varying with the user) or would
offer a real rate of return of 20-30% or
more. Of course, such efficiency improve-
ments would not require any change in the
standard of service provided to users.

The opportunities indicated in Table 2
suggest that additional savings—perhaps
in the range of 10-20% per unit of ser-
vice—could be made from improvements
that are not likely to be realised by present
efforts but that are economically viable.
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Because this would require the replace-
ment of major existing capital stock to be
fully achieved, it could only be realised
economically over a period of about
20 years or more. Furthermore, the numer-
ous barriers to investments in efficiency
would have to be removed or overcome
and the anticipated rate of improvements
substantially increased. It is not certain
that workable policies by government,
utilities or private firms can be developed
that would fully realise these objectives.
Yet if a 10% saving were able to be
achieved gradually over 20 years, it might
slow the expected rate of growth of elec-
tricity demand by -0.5% per year.

Policy and Programme
Options for Governments

All IEA member countries have govern-
ment (or utility) policies which aim, at least
in part, to improve the efficiency of elec-
tricity end-use, often as part of broader
conservation policies. The insulation of
buildings, for example, saves both the fuels
and electricity used in space-condition-
ing. Some of the initiatives undertaken by
governments have been directed specific-
ally at electricity although they have been
much less ambitious than those aimed at
the conservation of fossil fuels, in particular
oil.

The basic policy tools that can be used

by governments and the utilities that pro-
duce and distribute electricity fall into five
main categories:

® pricing policies

® information

¢ financial incentives

® standards

® research, development and demonstra-
tion (RD&D).

Prices have always been the single
most potent instrument for influencing
supply and demand. If appropriately set,
prices provide both consumer and supplier
with the best signals upon which to base
their decisions, especially on investment.
Prices that are too low discourage invest-
ments in more efficient equipment. And
prices that are too high discourage the
use of electricity to support viable
economic activities.

It is often argued that the policies which
result in the most accurate price signals
are those which base tariffs on the time-
variable costs of new electricity supply
(long-run marginal costs—LRMC), includ-
ing distribution and external costs, to the
extent practical. But for a variety of
reasons—such as the difficulty of estimat-
ing LRMC, and the possibility of excess
(or insufficient) utility revenues—electricity
tariffs in most IEA countries are not based
on the long-run costs associated with
supplying electricity but rather on the
average (historical) costs experienced by

Table 2

ECONOMIC OPPORTUNITIES FOR EFFICIENCY IMPROVEMENTS

Total
Possible
Savings '

Existing Savings
Market/ not likely Time-Frame
Institutional to be (vears)
achieved?

Barriers

Residential Water Heating Mixed SomefMa I Mixed 1020

Lighting Very High Many “High ~10-20

Industrial Motors Low/Medium

10-20

Few/Some Low

1. Based on a comparison of the average efficiency of existing capital stocks to the efficiency of the best
available new technology. Low: 0-10% reduction per unit on average; medium: 10-30%; high: 30-50%; very
high: more than 50%.

2. Reductions per unit not likely to be achieved because of current market forces and government policies.

3. Refrigerators and freezers.

Explanatory note: For lighting, ‘very high' (more than 50% per unit) savings would result if the best available
technology were used to replace the average lighting stock in use today over the next 10-20 years. Some of
these savings would take place under existing market and policy conditions, but because of the ‘many’
market or institutional barriers, there would remain a ‘high’ (30-50%) economic potential for savings that
would not be achieved.
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Industrial motors are by far the biggest consumers of electricity — in Japan, for example, they account for almost a half of the demand.

utilities. In many cases such tariffs proba-
bly understate the value of electricity. Al-
though the extent to which prices differ
from long-run marginal costs has not been
specifically evaluated, it certainly varies
widely among IEA countries.

Information  activities—general cam-
paigns, technical guidance, demonstra-
tion programmes, equipment labelling,
and so on—can help improve efficiency.
The obstacles include a lack of knowledge
about potential savings, the cost of spe-
cific improvements, and the availability of
special services for energy management,

The OECD DBSERVER 160 Octaber-November 1989

as well as the lack of adequately trained
technicians. These problems are barriers
to other forms of energy conservation as
well, and therefore have long been the
focus of considerable activity by both
governments and utilities.

It is often difficult to determine the
effect of such activities precisely. Evalua-
tions of some information programmes
have indicated they can result in worth-
while savings and net economic benefits,
even though their ultimate impact on de-
mand is usually limited. Because such
programmes are generally less costly than

other forms of government activity—and
because they do not distort consumer de-
cision-making or other market forces—
they are supported by most IEA member
countries.

A third category of policy options are
financial incentives, such as rebates, tax
deductions or grants for efficiency invest-
ments. These are often the most costly
form of government intervention: they not
only subsidise new investment but inevit-
ably also support investments that would
have been made even without the incent-
ive. If selectively applied and well de-
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signed they can have much more impact
than most information programmes and still &

be a cost-effective use of public monies.
But the high cost and limited effects of
some of the broad financial incentives that
have been previously offered, as well as
government budget constraints, have led
many countries to scale down these activ-
ities, both in the financial resources they
involve and the number of incentives
offered.

Government intervention has also taken
the form of mandatory or voluntary effi-
ciency standards, which are widely ap-
plied to new residential and commercial
buildings, and have also been applied by
some countries to home appliances and
other forms of electrical equipment. Regu-
lations can clearly have a major effect on
end-use efficiency, but they can usually
only be applied where there is already
considerable standardisation in construc-
tion or manufacturing, as well as similar
patterns of use among consumers, as, for
example, with home appliances. Even in
these areas, standards can result in many
uneconomic distortions in the decision-
making of both suppliers and users and
might result in some unintended barriers
to trade, although they can be cost-effect-
ive if carefully designed to minimise
market interference.

Finally, government-supported RD&D
can help accelerate the development and
introduction of more efficient technologies
or sometimes lead to the creation of
totally new ones. It can be both costly and
risky, but many previous RD&D efforts
have clearly resulted in significant net
benefits.

Policies to improve the efficiency of
electricity end-use usually involve a com-
bination of actions in each of these areas.
But in determining the main policy lines,
the most appropriate mix will vary accord-
ing to the economic and political cir-
cumstances of individual countries. Any
strategy has potential benefits and costs
which should be fully evaluated in the light
of these circumstances. The implementa-
tion of the policies or programmes, once
selected, might be undertaken directly by
governments or by other institutions, such
as utilities.

Other than electricity users themselves,
utilities are the institutions that most influ-
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ence (and are often most affected by)
trends in end-use efficiency. Improve-
ments can cut electricity sales, and yet
there are a number of circumstances in
which utilities may find it in their own inter-
est to encourage efficiency.

What Can
Utilities Do?

It is often argued that utilities see a
financial advantage in reducing demand
among their customers only if the costs
avoided by not providing the increased
demand cover both the loss in revenue
and the cost to the utilities of achieving
the reductions in demand. This is possible
when the tariffs allowed by regulatory
agencies or set by the utility are below
long-run marginal costs,

For example, if it bases its tariffs on
average costs and has a large amount of
comparatively low-cost hydro-electric
capacity, the costs of electricity produced
by new capacity will probably not be
covered by marginal revenues. In this
case, both the utility and its customer
could well find it in their interests to avoid

the new, more expensive plant fired by
fossil or nuclear fuels. On the other hand,
if tariffs are set at or above long-run mar-
ginal costs of supply, utilities would see
little or no financial advantage.

Even if there is no direct financial moti-
vation, there are other reasons that
utilities may find it in their interests to im-
prove end-use efficiency, such as compe-
tition with other fuel suppliers or improved
customer relations. Utility pricing prac-
tices, supply and demand structures, and
their resulting motivations vary widely
among OECD countries. There are also
many differences in the methods used to
determine the rates of return or earnings
of private utilities, another important fac-
tor affecting the incentives they face.
Whether a utility might be finally motivated
to reduce electricity demand, and to what
extent, depends very much on individual
circumstances.

aog

Most of the options for improving effi-
ciency in the consumption of electricity
have already been implemented by one or
more countries and have been seen to be
potentially cost-effective when they are
well designed and carefully targeted. But
the potential for further saving remains. In-
creased efforts both by governments and
utilities could be costly and would not
eliminate the continued growth of demand
for electricity. But they could make a sig-
nificant contribution to furthering both en-
vironmental protection and energy secu-
rity, while at the same time producing
substantial economic advantages. a

e
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A Century

of Development

he historical dimension in develop-

ment studies has been under-re-

searched and, therefore, under-
estimated. The overwhelming majority of
investigations of economic and social de-
veloprinent policies have been undertaken
on a cross-sectional basis, comparing dif-
ferent countries at the same point in time.
Rarely are studies carried out to look at
time-series, to consider how countries
that are developed did so over several
generations.
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Louis Emmerij

Can the conventional view of
the relative economic status
of the world’s major regions
withstand critical
examination? A new
publication from the OECD
Development Centre! takes
a longer perspective.

It is, therefore, not surprising that prac-
tically everyone is obsessed by the short
term and has difficulties in looking ahead
or even backwards five to ten years. During
the 1960s full employment in the OECD
countries was the norm, and the realities
of the 1930s were entirely forgotten in the
belief that unemployment had disappeared
from the surface of the earth forever. What
is true of unemployment is equally valid for
inflation, debt, peace and war: there is a
strange tendency to extrapolate the pre-
sent forever into the future.

It is striking, for example, how pessimis-
tic seemed the economic development
prospects of Asian economies until far into
the 1960s. Gunnar Myrdal's Asian Drama,
which, as the title indicates, reflects this
pessimism, dates from the end of that de-
cade. The pessimism has now turned into
optimism. This time it is Africa that is
doomed until the end of our time. The fu-
ture of Latin America is now considered
to be sombre as well, after the much more
positive assessment of the 1970s. In a re-
cent publication, Antonio Costa, Director
General of Economic and Financial Affairs
at the European Commission, observed:

First, we must resist a temptation: to
accept a cliché whereby two regions,

Latin America and Asia—two regions so

different culturally, in terms of policy

and performance—lead us to conclude

that in the recent past one region did

everything right and the other region did

Louis Emmerij is President of the OECD Development
Centre.

1. Angus Maddison, The World Economy in the
20th Century, Development Centre/OECD Publica-
tions, Paris, 1989.

everything wrong. This is a fallacy. Of
course, we know that import substitu-
tion in the Latin American continent did
systematic damage. We also know that
export promotion in Asia did quite some
good during the 1980s. Yet, if we cast
our eyes beyond the 1980s and go back
to the 1960s and the 1970s, we see that
the performance of these two conti-
nents was quite comparable. Growth
was very strong in both regions, exter-
nal trade was in balance in both regions
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and capital kept flowing: bank lending
in Latin America, together with foreign
direct investment; while development
aid poured into Asia.

Secondly, in the 1980s, things
changed. First of all because the two
development strategies had different

pay-offs; but also because external cir-
cumstances changed worldwide, and
the changing parameters worldwide im-
pacted the two regions differently. In a
sense one region was better positioned
and better prepared to take advantage
of the evolving situation in the 1980s-an

Table 1
THE WORLD ECONOMY IN THE 20TH CENTURY
” 6 Latin
16 OECD 9 Asian g 32
Countries Countrigs ' ‘.’; gi:‘;::, USSR Countries
Total
1900 601.4 313.0 30.8 101.1 1,046.4
1950 1,943.5 437.8 1607 420.6 2,962.7
7,747.0 3,303.1 1,736.6 13,782.7
1900 310.0 750.0 47.0 123.0 1,230.1
1950 580.2 1,128.2 121.8 180.1 2,010.2
1987 700.7 2,405.3 316.1 282.3 3,706.9
Average

1900 1,940 417 655 822 851
1850 3,350 388 1,320 2,336 1,474
1987 11,055 1,373 3,151 6,152 3,718

1900-50 2.4 0.7 3.4 2.9 2.1
1950-87 3.8 5.6 5.1 3.9 4.2
1900-87 3.0 2.7 4.1 3.3 3.0

1900-50 1.3 0.8 1.9 0.8 1.
1950-87 0.5 2.1 2.6 1.2 1.7
1800-87 0.9 1.3 2.2 1.0 1.3

1900-50 1.1 -0.1 1.4 2.1 1.1
1950-87 3.3 3.5 2.4 LT 2.5
1900-87 2.0 1.4 1.8 2.3 157
1. See Table 2.

2. Mean rate of doflar measured against a basket of currencies.

Source: Angus Maddison, op. cit.
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evolving situation which we have to

scrutinise carefully to judge whether it

will last or not.?

It is therefore of more than usual inter-
est to draw attention to a publication
which studies economic growth in the
20th century, from 1900 to 1987-a per-
spective of almost ninety years, which is
something very rare because the collec-
tion of comparable data requires an enor-
mous amount of patient work.

A brief review cannot possibly give an
exhaustive summary of the scope of
Angus Maddison’s study, The World Eco-
nomy in the 20th Century; a few examples
must therefore suffice. World production
rose thirteen-fold between 1900 and 1987
with an average rate of growth of 3% per
annum. Latin America grew fastest. This
continent saw its output increase thirty-
two-fold—an average growth rate of over
4% per annum. Asia, by contrast, was the
slowest grower of the century with ‘only’
2.7% per year. The OECD countries grew
at exactly the world average—3% per year.
(Africa has not been included in this quan-
titative historical study because of the
very weak statistical base.)

A Shift
in Perspectives

Now that everyone talks about the
splendid performance of Asian countries
and the poor performance of Latin Ameri-
ca, it is useful to put such observations
into the long-term perspective (Table 1)
and to note that it is Latin America which
has shown the swiftest economic growth
of the century. One could identify among
other things two ‘objective’ factors to ex-
plain this finding: first, that Latin America
was not involved in the two World Wars;
second, its vigorous population growth. A
continent with a very low population den-
sity, as in Latin America at the beginning
of the century, will benefit economically
from dynamic demographic trends. That
is something to be kept in mind now that
everyone is complaining about high popu-
lation growth in Africa.

If one looks at the economic achieve-

2. In Louis Emmerij (ed.}, One World or Several?,
Development Centre/OECD Publications, Paris, 1989,
p. 91.
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ments before and after 1950, it becomes
plain that economic growth experienced
a clear acceleration during the second half
of the century. World output grew at 2%
per year until 1950 and at 4% since then.
This time it is Asia which leads, with a rate

Table 2
INDIVIDUAL COUNTRY
PERFORMANCE, 1900-1987

annual average
compound growth rates { %)

Average 3.8 22 1.7
Developing Country

Average 1.9 1.4
USSR 33 1.0 23
Source: Angus Maddison, op. cit.
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per year, eight times faster than the 0.7%
it achieved between 1900 and 1950. This
acceleration since 1950 is much less obvi-
ous in Latin America and, indeed, in the
Soviet Union.

Considering, instead, income per capita
(Table 2), it is interesting to observe that
in absolute terms income per head of the
population has increased everywhere
since 1900 but that disparities between
countries have become more pronounced.
During the past ninety years per capita in-
come in Asia increased three-fold, in Latin
America five-fold and in the OECD coun-
tries six-fold. Everyone was better off but
the industrialised world more than the
rest.

Within OECD countries there is a clear
income convergence. The richest coun-
tries in 1900 (Australia, the United King-
dom, the United States, the Netherlands
and Belgium) have been the slowest
growers, whereas the poorest countries in
1900 (Japan, Finland and Norway) have
grown fastest. In this way differences in
income per capita were reduced from 4:1
to 1.5:1. An opposite trend can be ob-
served in Latin America and Asia. There,
income disparities increased from 3.7:1
(Argentina, the richest country in 1900

Judith Ten Bosch

against Bangladesh) to 13:1 (this time
Taiwan as opposed to the same country,
Bangladesh).

The champions of the century in terms
of GDP growth are Brazil and Taiwan,
countries which since 1900 have known
an average annual rate of growth of 5%.
In terms of per capita income the champion
is Japan, with 3.1% per year and Taiwan
with 2.8%. In both cases Bangladesh
comes in last.

In view of the difficulties which the
world economy has known since the mid-
dle of the 1970s and especially since
1980, it is clear that the period 1950-1973
now appears as a ‘golden age’, during
which a new international economic order
took shape based on the liberalisation of
international trade, the stimulation of
economic growth, the introduction of de-
velopment co-operation, and all this
backed up by the creation of strong inter-
national organisations. That Latin America
performed relatively less well during this
period may find a partial explanation in the
extent to which its economic policies were
more inward-orientated.

ad

The conclusion is clear: matters can
change for better or for worse; no ten-
dency will continue indefinitely into the fu-
ture; good and bad policies do make a dif-
ference. And one should keep an eye on
the long trend so as to learn lessons for
the future, so as not to despair when
things do not go well-and so as not to
rest on one’s laurels when the economy is
booming. =

a—
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Competition
in Banking

he banking failures of the 1920s

and '30s underlined the importance

of the stability and soundness of
national financial systems and of maintai-
ning public confidence in financial institu-
tions. To ensure stability and soundness,
the authorities resorted at that time to strict
control of interest rates and the compart-
mentalisation of institutions, sectors and
markets in order to curb competitive press-
ures on profits and capital.

These protective regulatory regimes
remained virtually intact until the 1950s,
when attitudes began to change. National
authorities came to the view that the
highly diversified, complex and rapidly
changing financial requirements of
modern economies could no longer be
met by over-protected and over-regulated
financial systems, especially in an increa-
singly international environment. That set
in train the long process of deregulation
and liberalisation which started in the
1960s and accelerated through the 1970s
and into the 1980s.

The first major development was the
relaxation of interest-rate controls in
favour of market forces, opening the way
for more price competition. Yet not all
OECD countries have ended all controls
over all interest rates: some restrictions on
bank deposit rates are still in place
because some governments fear that
excessive interest-rate  competition
amongst banks might put undue pressure
on interest rate margins and bank profits
whereas the increased risks in banking

Glinther Broker is Head of the Financial Markets Divi-
sion of the OECD Directorate for Financial, Fiscal and
Enterprise Affairs.
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OECD governments have
generally come to accept
that competition makes
financial markets more
efficient and that there is no
confiict between ensuring
adequate regulation and
promoting efficiency.
Nonetheless, as a recent
OECD report points out,’
some banking activities are
still sheltered from the
bracing wind of competition.

today call for higher profitability and
capital ratios.

The authorities have had less scope for
stimulating competition in the fees and
commissions charged for financial ser-
vices, since these are not usually subject to
direct regulation. What governments could
do, though, was dismantle all sorts of
cartel agreements in the financial services
industry. Some countries outlawed agree-
ments amongst banks, and a number of
stock exchanges in OECD countries intro-
duced freely negotiable commission rates
on orders to buy and sell securities, for
which minimum rates were traditionally
fixed by stock exchange mermbers.

Deregulation also entailed the removal
of quantitative restrictions, such as credit
ceilings, which were often required to
maintain artificially low interest rates.
Such ceilings not only impede the opera-
tion of market forces and distort resource
allocation, but they also limit the competi-
tiveness of banks since they prevent
dynamic institutions from expanding their
market shares and protect less efficient
ones.

In a bid to boost the general competitive-
ness of financial systems, governments

have fostered the trend towards diversifi-
cation and decompartmentalisation. Spe-
cialised savings institutions have been
allowed to develop into full-scale retail
banks, and post office systems have
become increasingly integrated into the
banking system. Commercial banks have
diversified into new spheres of activity and
the dividing line between them and secu-
rities firms has become blurred.

Simultaneously, the conditions governing
the entry of market newcomers have been
liberalised, both those governing existing
institutions moving into new activities
from which they were excluded before
and those governing the establishment of
new firms, local and foreign.

The market for financial services has
thus become increasingly competitive
over the past two or three decades under
the impact of this deregulation and grow-
ing internationalisation. Securing further
improvements in the operating efficiency
of financial systems requires yet more
competition—in price, in products and ser-
vices, and between different national
centres. Most OECD countries agree on
the economic benefits of competition, but
their attitudes diverge when it comes to
the degree of competition that should be
permitted in practice.

In retail banking, it is difficult to strike a
balance between the two extremes: de-
structive competition in the quest for mar-
ket share, and insufficient competition
leading to higher costs of financial ser-
vices. Unbridled competition for retail
customers could undermine the financial

1. Competition in Banking, OECD Publications,
Paris, 1989.
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TRAVELENS CHEQUR AMERCAN EXPRESS

soundness of banks and thus threaten
public confidence in the stability of the fi-
nancial system as a whole.

But in many countries there is at pre-
sent only moderate price competition in
retail banking, so that banks generally
have control over the margins they earn in
this area. The spreads they charge on re-
tail foreign exchange transactions, for in-
stance, seem excessive by wholesale
banking standards. ‘Universal’ banks are
thus able to use profits from retail banking
to cross-subsidise activities in more com-
petitive markets, such as corporate finan-
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cial services or international financial op-
erations.

Diversification is turning financial in-
stitutions into universal banks in those
countries where no mandatory separation
is still imposed between traditional bank-
ing and securities-related activities.
(Japan and the United States are now the
only two OECD countries where institutions
are banned by law from engaging in both
commercial banking and all securities-re-
lated activities.) But views differ as to
whether the process of integration should
be carried to its regulatory extreme, which

FINANCE

would be to make all financial institutions
subject to the same uniform legal frame-
work so they would all operate under
identical conditions.

The original policy of separating bank-
ing and securities-related activities was
motivated by two concerns. First, it was
argued that universal banking would give
rise to unmanageable conflicts of interest,
since no institution could expect to be
equally competitive in all services, and
that this transformation of the banking
landscape would endanger the stability
and soundness of the system, as well as
make it harder to protect investors from
malpractice.

Second, it was feared that allowing fi-
nancial institutions to offer a complete
range of products and services would re-
sult in a concentration of power that
would be unacceptable, both politically
and economically. Whether or not the
authorities opt for the mandatory separation
of activities, investors and consumers
have to be protected from abuses that
may arise as a result of conflicts of inter-
est. That may call for regulations which re-
quire institutions to make a full disclosure
of all aspects of their business or for the
establishment of detailed codes of conduct
and rules of practice. Sometimes it may
be sufficient to rely purely on competition
and market forces to guide consumers in
the selection of agents and steer them
away from inefficient institutions.

Competitive
Equality?

The authorities generally aim at ensur-
ing equality of competitive opportunity for
all providers of financial services—a ‘level
playing field'; regulation should thus have
a neutral impact on all institutions doing
the same or similar kinds of business. That
basically requires historically different reg-
ulatory frameworks applying to competing
groups of financial institutions to be har-
monised or amalgamated. To that end, a
number of countries have phased out the
preferential treatment accorded to certain
categories of institutions, such as savings
banks and public sector credit institu-
tions, and have generally also eliminated
differences of treatment between domestic
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Tabl

Tal?leE INTERNATIONALISATION OF BANKING
1960 | 1970 | 1980 | 1985
Number of Foreign Banks in OECD Countries
United States, Canada 79 153 291
Europe 141 410 927 1,187
Japan, Australia, New Zealand 40 44 90 127
Number of Foreign Affiliates of Banks from OECD Countries
United States 131 532 787 916
Europe 34 122 453 666
Japan 37 67 213 346
=not available.
| Source: National submissions to OECD.

and foreign institutions.

Self-regulation plays a major role in
the financial sectors of many countries,
although it is generally administered by
professional associations representing
the interests of their members against the
authorities or other professional organisa-
tions and groups. While these ‘clubs’
generally make a major contribution to the
development of markets and their tech-
nological infrastructure, and have thereby
helped improve the efficiency of financial
systems, they provide a threat to the
effective working of market forces: they
tend to be closed to new entrants, and
they have often used their monopoly pos-
ition to fix fees and commissions.

These ‘clubs’ can help to promote effi-
ciency, soundness in business practices,
and investor protection, but effective
competition policy requires them to be
scrutinised and their restrictive, anti-com-
petitive practices curbed.

Concentration
and Efficiency

Fears of excessive concentration in fi-
nance and banking have been allayed by
experience, because deregulation has
generally increased the number of groups
of players that are competing, domesti-
cally or internationally, for the same busi-
ness. In addition, the existence of large
and financially strong institutions has
proved to be a driving force in financial
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innovation and technological progress,
and large banks have considerably im-
proved their performance and standards
of service in many peripheral activities.

Side by side with the larger institutions,
smaller firms have shown they can carve
out profitable niche markets, by specialis-
ing in particular products or catering for
specific groups of customers, notably in
the securities markets. In international
markets in particular, size is seen as a vital
asset when it comes to catering for the
demands of multinational corporations.

Yet competition and market forces
alone cannot remove all the efficiency
problems in the financial sector—-co-oper-
ation is sometimes a better approach, and
it has proved its value in four activities in
particular:

e the development of the technological
infrastructure

e the organisation and management of
markets

® |arge projects and common product
development

® the bringing together of ‘producers’ and
‘distributors’ of financial products and
services.

Co-operation also has a role to play in
‘levelling the playing field’ for international
competition, especially when it comes to
market access and the harmonisation of
capital ratio regulations. There is general
agreement that the entry of foreign banks
into national markets should be governed
by the principle of national treatment, en-

suring international equality of competitive
opportunity.

0

Further reform of financial systems calls
above all for a global, integrated approach
towards regulation and supervision, which
was underlined by the stock-market crash
of October 1987. In the past, financial re-
form tended to be oriented in a piecemeal
fashion, towards particular problems
whereas the different parts of the financial
system are now recognised to form an
interdependent whole.

The systemic risks in activities involving
securities are now considered to be simi-
lar to those inherent in the operation of
the banking system, so that a broad ‘run’
on the securities markets could be as dis-
astrous for public confidence in the stabil-
ity of the financial system as a ‘run’ on the
banks. Prudential regulation of the sec-
urities business should therefore be fully
integrated with that of the banking system,
and future reforms should be designed
more under a global approach than was
often the case in the past. [ ]
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Trade in Services
with Developing Countries

Kenneth Heydon

It is widely acknowledged that liberalisation of trade in goods can contribute
to increased economic welfare of the world’s trading nations, developed
and developing. But can this analysis be applied to trade in services?

A recent OECD report’ concludes that what is true for goods is also likely to be true
for services: developing countries (LDCs) could indeed benefit from liberalisation,
provided that due account is taken of the adjustment strains likely to be entailed
in the transition to more open markets.

The nature and extent of benefit will clearly differ from country to country and
the considerations applying to a least developed country are unlikely to apply
to a newly industrialising economy. Nevertheless, the sectoral experience briefly
reviewed here suggests that there are underlying principles with general application

t is common practice in many coun-

tries, developed and developing, to

foster the indigenous service sector
and to curtail competition from external
suppliers. In pursuing such a policy many
LDCs have sought to avoid a perceived
vulnerability in being over-dependent on
foreign firms. Underlying those strategic
considerations are two general concerns:
in macro-economic terms, to minimise the
cost of imports, which can threaten the
balance of payments position; and in
micro-economic terms, to protect the
market position of indigenous providets of
services.

Though these underlying concerns may
be well-founded, the protective measures
which they prompt are often counter-pro-
ductive. Developing countries, whatever
their circumstances, stand to gain signifi-
cant benefits from the multilateral process
of trade liberalisation now underway in the
Uruguay Round. These benefits will arise
in part from increased export opportunities
as other countries’ barriers are lowered,
and in part from development gains as
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over a wide range of countries.

reductions in domestic protection improve
the efficiency of resource allocation and
encourage the transfer of service skills
from overseas.

Banking
and Financial Services

Although it is generally agreed that
developed countries have a comparative
advantage in the supply of financial servi-
ces, the internationalisation of banking
has not been a one-way street. Indian and
Brazilian banks in particular have deve-

loped branch networks in industrialised as
well as developing countries, and offshore
centres in the developing world account
for a large proportion of euromarket busi-
ness. Liberalisation of banking and finan-
cial services will offer export opportunities
for some developing countries.

In general, regulations governing the
establishment and operation of foreign
institutions are more restrictive in develop-
ing than in developed countries, whereas
prudential and supervisory regulations are
usually less strict. In addition to the two
general concerns—macro- and micro-eco-
nomic-LDC controls on banking and
financial services are a response to char-
acteristics specific to this sector and its
role in fostering economic development
and sound domestic monetary policy.
Many LDCs consider banking and finan-
cial services part of the basic infrastruc-
ture of a nation state, and thus a sector
over which they may justifiably exercise
political control. >

1. Trade in Services and Developing Countries,
OECD Publications, Paris, 1989, (It is proposed to
share information on OECD work in trade in services
with interested non-OECD countries participating in
the Uruguay Round. For this purpose a meeting is
being arranged in Geneva this autumn.)
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Yet the protective environment which
these underlying concerns have engen-
dered has led to reduced efficiency in the
banking and financial services of many
LDCs. In most the range of financial ser-
vices on offer is quite limited. Foreign
banks can be instrumental in filling such
gaps and in facilitating the adaptation of
advanced financial sector skills to local
conditions.

In many developing countries the transi-
tion to a more liberal environment in bank-
ing and financial services will call for
careful attention to the adjustment pro-
cess:
® in stabilising the macro-economic frame-
work should there be financial distress in
the domestic banking sector
® in the sequencing of deregulation, given
a risk that liberalisation of the financial
sector—if carried out before liberalisation
of the current account-may, through
induced capital inflow, cause a rapid and
destabilising appreciation of the real
exchange rate.
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These considerations do not argue
against liberalisation, but they do call for a
process which is gradual and progressive.

The Insurance

Industry

While some developing country insurers
have established foreign subsidiaries in
industrialised countries, and regional
bodies, such as the Arab Reinsurance and
Insurance Group, have been created to
develop members’ international activities,
for most developing countries export
opportunities in the insurance sector are
at present limited. Many LDC firms are
under-capitalised, they lack the global
diversification of foreign-based insurance
companies, and they do not generate suffi-
cient income to enable them to cover liabi-
lities.

Insurance plays a crucial role in the
economies of developing countries not
only for offsetting risks in production and
transport and thus facilitating the flow of

Almasy

goods and services but also for promoting
and channelling savings and for en-
couraging the use of new technologies
and materials. Moreover, LDCs are argu-
ably more exposed to risk than indus-
trialised countries, whether because of
natural circumstances or because of the
scale of industrial projects relative to
GNP. But insurance services are often
more expensive and less efficient in LDCs
than in developed countries: premium
rates are higher and the payment of in-
demnities is both less prompt and less
generous.

Restrictions on cross-border insurance
operations and on the establishment of
foreign insurers are widespread in LDCs.
One particular market where many de-
veloping countries impose restrictions is
on the inherently international business of
cargo insurance, which results in high ad-
ditional costs for domestic consumers. It is
estimated that compulsory local insurance
doubles the transport and insurance costs
of some 50% of LDC imports.

One of the main reasons given for pro-
moting an indigenous insurance industry
is the cost to the balance of payments of
importing insurance services. But reduced
reliance on foreign-based direct insurance
is likely to lead to increased dependence
on international reinsurance, because of
the inability of local insurers to retain the
increased business. In such circumstances
any gains through reduced foreign ex-
change outlays on direct insurance are
likely to be significantly eroded. While de-
pendence on international reinsurance will
remain so long as underlying economic
disabilities persist, one potential benefit of
the expansion of trade might be to help
LDCs establish an appropriate balance
between domestic and foreign-based in-
surers such that the degree of retention of
business were increased.

Liberalisation would not only help re-
duce costs but would also engender the
transfer of skills. In Kenya and Nigeria, for
instance, the American International
Group (AIG) has put its motor vehicle in-
surance underwriting entirely in the hands
of local enterprises, enabling local staff to
acquire valuable on-the-job experience.

As with banking, the process of adjust-
ment to a more liberal environment does
not necessarily put prudential control at
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risk. A distinction might thus be drawn be-
tween the prudential requirement (applied
on a basis that does not discriminate be-
tween local and foreign-based insurers)
that a proportion of premiums be retained
in the country where risks are covered and
any additional requirement for the reten-
tion of profits—those funds not required to
cover claims would be liberalised.

Tourism
and Travel

Taking advantage of relatively low
labour costs, strategic location on interna-
tional travel paths and attractive physical
or cultural resources, some developing
countries are becoming major players in
tourism: Mexico, Singapore, Thailand and
India were amongst the top 20 income-
earners from tourism in 1985. At the same
time, the heavy capital requirements and
sophisticated electronic information net-
works required to compete in the interna-
tional travel business will be beyond the
capacity of many LDCs.

Liberalising trade in tourism services
would provide an opportunity for increased
exports from developing countries, either
through individual travellers (in view of the
large number of countries that impose re-
strictions on the amount of currency their
citizens may purchase for travel abroad)
or through tourism enterprises (in view of
barriers against the establishment of
tourist promotion offices).

Moreover, a more liberal trade environ-
ment would help foster the transfer of
tourism skills and related technology into
the LDCs that face basic resource or in-
frastructural disabilities. Various con-
straints are currently imposed by many
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developing countries on foreign-based
travel operators, raising their costs and re-
ducing their efficiency and profitability.
The result is to limit the degree of activity
in the whole travel-and-tourism sector,
which may have a ripple effect on other
parts of the economy. For the local
tourism industry within LDCs, it is not a
shortage of financial resources that is their
main handicap (few African airlines, for ex-
ample, have been hampered by an inability
to raise external loan finance), but a lack
of expertise. It is therefore important that
they have access to the communications
and organisational skills of foreign
operators.

For most developing countries the prin-
cipal adjustment burden associated with
an expansion of activity in tourism will be
the strain on the balance of payments re-
sulting from expenditure incurred by their
nationals travelling overseas (tourism im-
ports). Although most LDCs have a
surplus on their tourism trade, many are
concerned by the total outlays that their
citizens make on tourism. Easing restric-
tions on foreign currency allowances for
foreign travel may thus be likened to re-
ducing import quotas and, accordingly,
has to be undertaken gradually, taking
due account of the country’s balance of
payments situation.

Adjustment strains can also be as-
sociated with increased exports. These
are related essentially to the impact of
tourist flows on cultural integrity and the
environment—"externalities’, where the
market does not reflect and balance the
full costs and benefits of activities under-
taken. The requirement will again be for a
progressive approach to liberalisation in
which opportunities are encouraged for
co-operative arrangements between host
countries and international tourism enter-
prises.

Construction
and Engineering

A number of developing countries have
proved to be highly competitive exporters
of construction and engineering services,
essentially because of their large pools of
low-cost skilled and semi-skilled labour,
their mastery of ‘mature’ technology, and
the close relations they may have with
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other LDC host countries. In 1987, 33 of
the top 250 international contractors were
based in developing countries—11 in
South Korea, four in Singapore and three
in India.

Labour costs are a key element in this
situation. South Korea, faced with rising
domestic wages, has seen its share of in-
ternational construction work fall from
11.2% in 1982 to 2.8% in 1987. The other
side of this coin, of course, is that oppor-
tunities are opening up for other LDCs:
Korean companies are increasingly using
site workers from other low-cost develop-
ing countries, such as the Philippines,
Thailand, Indonesia and Pakistan. An im-
portant consideration if these opportunities
are to be fully realised will be the way in
which the services framework being dis-
cussed in the Uruguay Round deals with
the question of the temporary re-location of
service providers and essential personnel.

Construction and engineering activities
are often regarded as the basis of
economic development, since there are
major ‘backward’ linkages with labour-in-
tensive industries such as cement and
steel manufacturing and ‘forward’ lin-
kages with most other productive sectors.
In these circumstances, developing coun-
tries may be tempted to pursue policies of
support for infant industries—to realise
comparative advantage more quickly than
might otherwise be the case. And, indeed,
experience in the LDCs suggests that im-
port substitution policies can serve to

stimulate local technological effort. The.

danger is that local engineering service
firms are denied ready exposure to im-
ported technology and the demonstration
that a more liberal, export-oriented envi-
ronment can bring substantial economic
benefits. >
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TRADE

In the last two decades advanced tech-
nology firms have increasingly acknow-
ledged the net gains (for them) of techno-
logy transfer, as a condition for securing
business. A principal constraint on tech-
nology transfer in construction and en-
gineering services is thus likely to be the
capacity of the host country to absorb the
imported technology. A major challenge in
the transition to a more liberal environ-
ment will thus be to help foster a co-
operative approach between domestic and
foreign companies, ensuring the optimum
use of local inputs and capacities while
drawing on foreign skills and technology
not otherwise available to the developing
country in question.

Information, Computer
and Communications
Services

The merging of computer and com-
munications technologies has produced
an area of service activity that is not only
important in its own right, but also a vital
element in the conduct of all other service
and manufacturing activities. A number of
developing countries are realising export
potential within the information economy
as advances in micro-electronics reduce
costs of entry and opportunities open up
for labour-intensive activities in areas
such as data input, data processing and
software development. But there are limits
to the scope for LDC exports. Costs of
entry will be lowered if all that is required
is simply to plug into the network, but this
will not be the case if an independent net-
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work is required or if basic telecommunica-
tions infrastructure is seriously deficient.
Similarly, opportunities arising from labour
intensity will be qualified where a high
degree of skill and capital intensity is also
required.

Partly in response to perceived dis-
abilities, many countries (developed and
developing alike) have introduced some
form of official ‘informatics policy’. These
can entail protectionist measures,
whether by restricting market access and
trans-border data flows, limiting the right
of establishment, or by imposing dis-
criminatory taxation. Such policies are
likely to impose high costs and be a major
disincentive to trade. Opening up the mar-
ket could bring benefits to both producers
and users, and any efficiency gains would
again have a ripple effect through the
whole economy.

A principal benefit of a more outward-
oriented approach, in this as in other sec-
tors, is likely to be the transfer of skills as-
sociated with foreign-based service pro-
viders. Experience suggests, for example,
that the risks of technological changes
overtaking the competitive strengths of
the LDCs in software production can be
reduced through the creation of joint ven-
tures and associated technology transfer.

If LDCs are to open up their markets,
their interests will have to be taken fully
into account and attempts made to allay
their concerns in three particular areas:
® possible changes in the institutional en-
vironment (for example, by any diversion
of traffic from Intelsat’s global satellite
system and consequently reduced bene-
fits from its tariff structure which tends

Studio Pons/Bangue Worms

to favour thin, predominantly LDC, traffic
regions)

e the perception of LDC vulnerability as-
sociated with, for example, access to data
guestions and the risks entailed in storage
overseas of nationally important data
bases

® the fact that while certain forms of ser-
vices trade may assist the development
process, a purely trade-oriented approach
would not address the underlying prob-
lems faced by developing countries with
inadequate communications infrastructure.

oo

It might be concluded that, whatever
their circumstances, developing countries
can expect to derive benefits—whether
through export opportunities or efficiency
gains—from a multilateral process of
liberalisation of trade in services which:
® is rules-based and provides a viable al-
ternative to market opening in response
to bilateral pressure from trading partners
® draws a distinction between liberalisa-
tion and deregulation, thus enabling LDCs
to retain or even strengthen the regulations
required to protect consumer interests or
ensure sound prudential control
e facilitates service transactions involving
establishment or physical presence and
the skills transfer which this frequently
entails
® is progressively applied, enabling LDCs
to adjust gradually to a more liberal envi-
ronment. [ ]
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OECD Employment Outlook

Editorial

THE PATH TO FULL EMPLOYMENT
STRUCTURAL ADJUSTMENT FOR AN ACTIVE SOCIETY

The Employment Outlook' appears at a time when employment growth over the past year in
the OECD area outside the United States as a whole has been at its strongest since 1973. This
progress, which includes almost six million additional people in work in 1988, has helped fulfil
the aspirations of many citizens of OECD countries to become economically and socially active.

Nevertheless, complacency is not warranted. Unemployment remains high—72% of the labour
force in the OECD area as a whole—and a substantial proportion of job-seekers has been looking
for work for over a year. Furthermore, even the relatively rapid growth in employment over
the last two years has not brought the OECD as a whole anywhere near to full employment.

hen reviewing the trends in

employment and the prospects

for the future, it is important to
reflect on the types of policies and
societal choices which facilitate a con-
tinuing brisk growth of employment.
Current strong employment growth pro-
vides both the opportunity and a particu-
lar requirement to re-activate the long-
term unemployed. The opportunity
arises because the current growth in em-
ployment comes at a time of increasing
reports of skill shortages by employers.
Sufficient versatility has to be achieved
in those working or seeking work to
meet these skill shortages.

This is not to suggest that the demand
for experienced, skilled labour can gener-
ally be met directly from the ranks of the
long-term jobless. Rather, the opportu-
nity both for further reductions in un-

employment, and for meeting tomor-
row'’s skill requirements, lies in master-
ing a more extensive and complex chain
of relationships. This involves an expan-
sion of training activity and re-organisa-
tion of working practices, thereby gener-
ating the skills required and consequen-
tially creating vacancies in entry-level
positions. These are the vacancies which
the existing unemployed are most able
to fill, the more so if employment ser-
vices and employers together provide
the necessary initial support.

Such a strategy is required now in
many countries to maintain recent em-
ployment growth. Current inflationary
pressures are leading to a tightening of
monetary policies in most OECD coun-
tries, and if structural constraints remain
unchanged, there would be risks of a re-
duction of the growth rate of output and

of employment. Adaptive and flexible
labour markets are crucial to overcom-
ing such constraints. The environment in
which change occurs is shaped import-
antly by governments, but employers
(including, of course, public-sector em-
ployers) and unions have a particular re-
sponsibility for this aspect of structural
adjustment.

There are other important reasons for
expanding employment opportunities.
Demographic developments—already oc-
curring in Japan, and soon to affect
Europe—will by 2020 increase appreci-
ably the ratio of aged people to those of
‘working age’. Unless retirement occurs
later or the aged become wealthier, en-
suring an adequate income for those
who have retired could require an in-

1. OECD Employment Outlook, OECD Publications,
Paris, 1989,
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creasing flow of support from the
economically active. But even in those
societies in which extensive transfers
and consequently high tax rates are ac-
cepted, there is a perception that tax
levels cannot readily be raised further. If
the degree of support is not to be re-
duced, any extra burden on the transfer
payments system will require a broaden-
ing of the tax base. There is thus both a
clear interest, private and public, in
achieving a broadening of participation
in employment.

The Limits to Post-war
Socio-economic
Performance

J. Maillard/I1LO

When full employment was adopted
as a policy goal in the early post-war
period, its meaning seemed self-evi-
dent: all those who wished to find em-
ployment at prevailing wage rates were
to be able to do so. By offering all ‘bread-
winners’ the opportunity to support their
families, full employment ensured that
mass poverty was largely eliminated.
Full employment, and the economic
growth associated with it, also formed
the context in which the main program-
mes of social protection were developed
and in turn much expanded. Health, edu-
cation, and old-age pension schemes
were progressively extended to cover
entire populations, their structure being
largely, although not entirely, based on
the traditional family and the close links
of its single (usually male) earner with
regular employment. Welfare payments
supported those who were unable to
work or were not part of a settled family.

Throughout the 1950s and ‘60s, and
indeed into the early 1970s, full employ-
ment, steady economic growth and the
development of social programmes
proved mutually reinforcing, and in so-
cial and labour-market terms achieved
considerable success. The health status
of populations improved, the proportion
of children proceeding to higher educa-

tion increased significantly, an(.j POVerty  pemographic developments will by 2020 increase appreciably the ratio of aged people to those of
in old age was largely eliminated. ‘working age".




Further, the systems of both unemploy-
ment compensation and general welfare
support which were in place by the early
1970s were to prove very important in
the latter part of that decade, as well as
in the 1980s, in softening the social im-
pact of high unemployment.

This environment of relatively steady
growth in per capita incomes led many
OECD societies to aspire to offer all indi-
viduals the chance to escape depen-
dency on others. But over the last
decade or so several developments have
weakened some of the underpinnings of
what had been a strong, but simple, and
in some areas inflexible, structure of full
employment, social protection and
economic growth. The initial reaction in
many countries as unemployment rose
was to offer income support in place of
access to earned income, the hope being
that the economic downturn would
prove temporary, and that full employ-
ment would therefore soon be re-
attained. It was hoped that this support
would prevent a lapse into dependence
on the part of those displaced from their
jobs. But in @ number of countries full
employment proved very difficult to re-
gain, and the entitiement to support thus
proved to have offered only a false inde-
pendence. In many countries, inflation
pressures appeared to require higher
rates of unemployment to keep them in
check. And there appeared also to have
been a growth in structural unemploy-
ment: the number of unfilled vacancies
rose in relation to the number of un-
employed.

Thus policy-makers in many countries
had to come to live for a period with rates
of unemployment which nonetheless
they regarded as unacceptable for the
longer term. And perhaps even more im-
portantly, unemployment has proved to
be concentrated in particular groups
(young people, older workers, the long-
term unemployed), and in particular
localities. The weak links of these groups
with employment-based entitlements
and benefits has meant that they, to-
gether with others often outside the
labour market—-such as lone parents or

discouraged workers—have experienced
a form of ‘new poverty’ in which they
have become isolated both economically
and socially.

Accompanying these changes have
been others in family structures and, in-
deed, in employment itself, changes
which have tended to weaken the previ-
ously rather direct links between employ-
ment and social protection. In some
cases they have had positive results: the
growing number of two-earner families
with fewer children has of itself tended
to strengthen the links of households
with the labour market. Only a small
minority of the unemployed are now
husbands in families in which no-one
else is employed. And where both
earners have continued in full employ-
ment, households have become rela-
tively better off. On the other hand, the
search for independence has also led to
larger numbers of single-person (and
thereby more vulnerable) households,
and the diversity of employment pat-
terns—part-time, intermittent, temporary—
has not been matched by a correspond-
ing diversity in entitlements to social pro-
tection.

Early Responses
to the Sethack
to Full Employment

As it became recognised that un-
employment was proving longer-lived
than had been hoped, two main avenues
of policy reaction were followed. One
was to seek to ration the supply of labour
more in line with the limited ‘stock’” of
jobs which were considered to be avail-
able. In other words, policy sought to
achieve a lower unemployment rate by
reducing the number of people who
sought to find employment—by reducing
or even reversing immigration flows, by
encouraging earlier retirement, and (in
some contexts) by discouraging women
from entering the labour market. Some-
times, longer schooling was seen as a
way of deferring youth unemployment,
but not as a means of increasing the
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overall employability of young people—it
being thought that, because there were
not enough jobs, there was nothing that
the schools could do to increase aggre-
gate employment. A policy situated be-
tween the two was to seek to redistribute
employment through work-sharing ar-
rangements.

Such approaches have come to be
seen as a dead end. First, they have not
generally been effective. The countries
with the lowest unemployment rates are
not those with the lowest participation
rates, but rather those with the highest.
Similarly, unemployment has fallen in
many countries which have continued to
accept substantial numbers of immi-
grants, while it has stalled, at a high level,
in a number of countries with strong re-
strictions. Second, such policies run
counter to social trends: women, in par-
ticular, are no longer willing to withdraw
from the labour market whenever the
supply of jobs appears to decline. And it
is increasingly apparent that in most
countries, over the longer term, demo-
graphic trends are going to make a con-
tinuing decline in the age of retirement
inconsistent with the maintenance of
adequate incomes for those who have
retired.

A second policy approach was to
create special jobs targeted at groups—
either through direct public-sector job
creation or through the subsidisation of
jobs in the private sector. Initially, such
efforts were generally directed either at
the reduction of unemployment through
the creation of jobs (in the public sector)
for the unemployed, or through the sub-
sidisation of employers in the private
sector to hire unemployed people. Such
policies sought to ‘cheat the Phillips
curve’ by confining such direct employ-
ment creation to those least likely to be in
demand by employers in the open labour
market. Such policies were thus the
counterpart—-on the demand side—of
‘supply control’ policies.

This approach, too, progressively be-
came recognised as not very satisfactory,
particularly with ‘special’ job creation in
the public sector. To the extent that such



policies improved the employment pro-
spects of those ‘officially’ unemployed,
they encouraged people not in employ-
ment to classify themselves as un-
employed, and hence did not succeed in
‘confining’ the labour market. Much ef-
fort often was put into ensuring that the
‘special’ jobs were additional to—and
hence in general separate from—normal
recruitment. But in turn this often meant
these jobs did not represent a particularly
satisfactory path into the normal labour
market. Direct employment creation thus
did not necessarily enhance the employ-
ment prospects of participants, and
neither did it substantially reduce long-
term unemployment. To the limited ex-
tent that it may have done so, this was
often achieved by re-allocating jobs
away from other entrants into the labour
market, many of whom thereby entered
the pool of unemployment in place of
those who escaped through participation
in special programmes-the phenome-
non of ‘churning’. In recent years, a
number of countries—among them Aus-
tralia, Canada, New Zealand, the United
Kingdom and Sweden (for youth)-have
for this reason significantly reduced their
expenditure on direct job creation, while
at the same time increasing expenditure
on opportunities for training the labour
force.

Proposals to reduce unemployment
through reductions in working time
straddled these two approaches. Work-
ing-time reductions which are imposed
without a concomitant slowing in the
rate of increase of hourly earnings in-
crease labour costs, and hence are un-
likely to increase the number of jobs
available. Even if hourly labour costs do
not rise, a reduction of working time is
unlikely to translate into the equivalent
number of full-time positions, since it is
relatively easy for firms to adjust through
increases in overtime working. If extra
jobs are to result from working-time re-
ductions, many of them would almost
certainly have to be 'non-standard’, and
many of those who take them would be
new entrants into the labour force. Some
recently negotiated agreements on re-

Alain Nogues/Sygma
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duction of working time, such as those in
the German metal industry, have recog-
nised this in part, by the agreed linking
of reduction in standard working hours
to increased flexibility in workplace pro-
cedures.

The Trend towards
More ‘Active’ Societies

In response to these policy questions,
the last five years or so have seen a new,
and in a number of ways more sophisti-
cated, policy approach in a number of
OECD countries. This approach wel-
comes—rather than resists—the entry of
new groups into the labour market. It re-
cognises the demand for participation in
economic and social life which is increas-
ingly voiced by most groups in the popu-
lation, and does not seek to resist the ex-
pression of this demand through a
growth in aggregate participation in the
labour force. Instead, the underlying goal
is to enhance the effective productivity of
the population as a whole by drawing on
talents previously unused, harnessing
them in a more effective and comprehen-
sive division of labour. Such structural
reforms have the same potential for in-
creasing productivity as do improve-
ments in the productivity of technical
equipment. If they are implemented in a
manner which is responsive to tech-
nological and market developments, and
are combined with other reforms which
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reduce structurally induced inefficien-
cies, output and productivity can im-
prove and inflation can be contained,
leading to higher employment and real
income: the micro-economic impact of a
more productive population becomes
validated at the macro-economic level.

This implies that the statistical distinc-
tion between those currently in the
labour force and those who would like to
be is increasingly a poor guide for policy-
making. Hence, the goal becomes both
to welcome into active life all those who
wish to take part, and to enable them to
do so. The aim thus is not to ‘define
away’ unemployment, by assigning
those seeking work to some other status,
but rather to recognise that realisation of
the full human potential of the popula-
tion involves the employment not only
of the unemployed, but of all those who
wish to participate—whether working full-
time, part-time, or in casual employment.

Obstacles to participation in economic
life clearly have to be broken down if this
goal is to be attained. One avenue being
pursued is the removal of institutional
impediments to other ‘non-standard’
forms of participation in the labour force,
such as part-time work, week-end work,
self-employment and home work, either
through the removal of regulatory con-
straints (as in the United States and the
United Kingdom) or through the re-
negotiation of collectively bargained con-
straints. A policy choice has to be made
here: the removal of such impediments
may lead to some activities being per-
formed in these ways rather than in
‘regular’ full-time jobs. The ‘permanent’
job as an entitlement to a secure income
in return for performing the same un-
changing tasks is increasingly inapprop-
riate in societies which seek to mobilise
their full talents in response to evolving
technologies and markets.

This point does not mean that the
quantity of regular full-time employment
has been declining or will do so; a more
productive economy calls forth new de-
mands for labour, and some of this is
full-time. The process is turbulent—of the
stock of jobs at any point in time, at least



one in ten was created over the past year,
and at least one in ten will disappear dur-
ing the forthcoming year. This means
that adequate training and other mobil-
ity-enhancing facilities will in general be
necessary if some of those displaced
from full-time jobs are not to be perma-
nently sidelined from the mainstream of
employment. To avoid this, it becomes
necessary, perhaps increasingly so, to
develop avenues of mobility between
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‘non-standard’ forms of participation and
full-time regular jobs.

Increasingly, and helpfully, market
mechanisms are generating such ave-
nues—for example, temporary employ-
ment agencies in the United Kingdom
have been finding it necessary to offer
training facilities and employment con-
tinuity to attract able recruits and to offer
employers the expertise they require.
Just as much adaptability is likely to be

&1
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called for on the part of those who con-
tinue to be employed full-time. They will
continually be challenged to upgrade
their qualifications, and will often find
their working lives change even if they
remain employed with the same enter-
prise.

In the fight against chronic unemploy-
ment, this new policy strand is refocus-
sing attention. Income-support pay-
ments to the unemployed are generally

By offering all 'bread-winners' the opportunity to support their families, full employment ensured that mass poverty was largely eliminated.
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Temporary employment agencies have
been finding it necessary to offer training
facilities and employment continuity to
attract able recruits and to offer employers
the expertise they require.

even less than minimum wages in full-
time work, particularly for those for
whom earnings-related insurance bene-
fits have expired. Providing training op-
portunities which occupy the un-
employed full-time can require consider-
able additional expenditure-not only for
direct wage costs but also for the ancil-
lary costs of providing structured train-
ing—even if that training includes partici-
pation in productive work.

There have recently been a number of
initiatives which have sought to escape
from the constraints which these addi-
tional expenditure requirements can
imply, and to move to a more sophisti-
cated analysis of the net overall benefits
from active labour-market programmes.
Many income-support schemes which
are conditional on job search by reci-
pients proved unable to be adequately
controlled during the (long) periods dur-
ing which vacancies were considerably
outnumbered by job-seekers. Thus, mak-
ing income-support recipients eligible for
continued support if they undertake ac-
tivities to improve their readiness for the

Siemens

labour market can actually lead to a re-
duction in the total cost of the support—
even if the ‘active’ programmes are more
expensive per participant than is passive
support. The successful integration of
those not in employment into the labour
market will always involve some dis-
placement of those already in employ-
ment. Yet, unless displacement is near
total, the social rate of return from re-
integration should quickly repay the
investment implied by the difference be-
tween the cost of income support and
that of more active measures.

A number of countries have recently
introduced initiatives which reflect such
thinking. In those countries in which un-
employment benefits were previously
available to teenagers on the same basis
as to adults—for example, Australia, New
Zealand, Sweden and the United King-
dom-income support for teenagers is
now conditional on participation in some
form of training and/or part-time employ-
ment. Unemployment benefit systems
for adults are being revised to emphasise
active measures in Sweden, Australia
and Canada. The recent welfare reform
in the United States has attempted to
eliminate those features of the income-
support system which discouraged parti-
cipation in the labour force by lone par-
ents. And France’'s new minimum in-
come scheme (revenu minimum d’inser-
tion) is designed to link in with measures
for reintegration into society.

Such approaches are requiring a diver-
sion of resources from merely maintain-
ing the incomes of those who are un-
employed, disabled or lone parents to
finding ways in which they can partici-
pate in economic life. In such reform
programmes, the goal is to find other
guided forms of training and employ-
ment which will preserve income-secu-
rity entitlements while encouraging ac-
tual participation in the labour force. If
this involves an extension of part-time
employment, it is generally not in the
context of ‘sharing out’ existing full-time
posts, but rather of using the resources
currently devoted to passive income
maintenance to create additional em-

ployment opportunities which would be
structured so as to reintegrate partici-
pants into working life.

Thus it would be a fundamental mis-
take to identify the role of policy purely
in terms of ‘programmes’ entitling par-
ticular classes of individuals to particular
forms of income support or other assist-
ance. Such measures have an important
place, but will be effective only if they op-
erate in the context of an entrepreneurial
and innovative community climate. Com-
munity initiatives which foster such a cli-
mate—the focus, for example, of the
OECD'’s Initiatives for Local Employment
Creation (ILE) programme-are therefore
essential complements to such targeted
measures. Schemes which encourage
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Some recently negotiated
agreements on reduction of
working time, such as those in the
German metal industry, have
linked a reduction in standard
working hours to increased
flexibility in workplace
procedures.




the unemployed to create their own busi-
ness or become independent workers,
which now exist in one form or another
in most OECD countries, combine the
benefits of both approaches, being both
targeted on the unemployed and aimed
at replacing dependency by enterprise.

The Education System
and the Labour Market

Educational structures have also been
influenced by these trends. As participa-
tion in the labour market has increased
in variety and extent, it has become pro-
gressively clearer that there is no con-
tradiction between the broad social and

cultural objectives of education and train-
ing for labour-force participation. Fears
that training for the world of work might
require that classrooms be turned into
extensions of factories have been calmed
by the growing realisation that methods
of work organisation which incorporate
continual learning are also more produc-
tive. Humane and co-operative schooling
methods seem to be the best preparation
for adult life both in the workplace and
outside it.

The recent general revival of interest
in the links between the education sys-
tem and labour market outcomes reflects
those concerns. It has become apparent
that if all citizens are to be adequately
prepared for active life, educational ar-
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rangements must cater for the require-
ments of all, and not only the most
talented. These concerns underlie the
‘quality of education’ debate about the
basic skill attainments of schoolchildren
which have emerged in most countries
in recent years. But there is a danger that
laying down standards without also in-
stituting measures which enable the dis-
advantaged to achieve them might ident-
ify the talented more efficiently but not
improve overall attainment. The tragic
result could easily be the persistence of
a pool of unemployed young people
simultaneously with high demand for
young entrants to the labour market
whom the system has identified as
talented.

Many of the cultural and intellectual
achievements of all societies have been
accomplished by elites, and there is an
understandable tendency for education
systems to orient themselves to the
selection of those best fitted to preserv-
ing and developing those accomplish-
ments. The challenge for educational
curricula and structures is to find
mechanisms by which such achieve-
ments can be enhanced by a process
other than one of exclusion.

Towards
a More Active Society

Although the attention of economists
and economic policy-makers has been
directed mainly to the enlargement of
opportunities for increased participation
in labour-market activity, there are also
other ways in which people can partici-
pate actively in society. In particular,
those who have retired—often before the
age of 65-frequently have little wish to
re-enter the labour market, but equally
are unwilling to withdraw completely
from community life. In all communities
there is a spirit of generosity and co-op-
eration which is institutionalised in wel-
fare systems, but which is also evident in
voluntary co-operation and mutual as-
sistance. Further education and commu-
nity-service organisations which cater for
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The tendency for women to enter declining industries may suggest that barriers to entry for women

should be re-examined if they are to participate fully in careers in expanding areas.

these desires clearly add to the range of
choices available in the community, and
can complement and enhance participa-
tion in the formal labour market.

The role of public policy through social
provisions then becomes one of remov-
ing obstacles to individual activity (such
as unduly restrictive age retirement
rules) and of ensuring that individuals
have the skills to make such activities
personally and/or economically reward-
ing. Policies which do so include the re-
moval of incentives to early retirement,
the revision of tax structures and child-
allowance provisions to remove any dis-
couragement of participation by married
women, and the broadening of child-care
provisions.

Many of the analytical topics ad-
dressed here point to ways in which spe-
cific groups of the citizenry can be en-
abled to be more active. The discussion
of educational attainment shows starkly
that those with only a basic education are
increasingly less likely to establish them-
selves in modern labour markets—-hence

the importance of an education system
which ensures widespread competence.
Regional labour markets are as suscept-
ible as are national ones to isolating the
immobile or the less educated from op-
portunities. The co-existence of regions
of high unemployment with other re-
gions in which labour and housing mar-
kets are over-heated suggests that
rigidities in relative wage structures and
in housing markets can be as harmful in
inhibiting opportunities for participation
within countries as are inappropriate re-
lative aggregate wage levels and trade
barriers between countries. Compensa-
tion to the injured, however generous, is
a poor substitute for adequate measures
for the prevention of occupational acci-
dents, and can directly inhibit reintegra-
tion if compensation is conditional on in-
activity. Measures which encourage the
re-entry of retired or injured workers (as
is the case with the recent invalidity pen-
sion reforms in Sweden) are thus an im-
portant complement to accident preven-
tion.
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The examination of the characteristics
of growing and declining industries
points to further issues. The strong re-
lationship between educational attain-
ment and relative growth by industry in-
dicates the importance of the educational
infrastructure in enabling employment
expansion. The tendency for women to
enter declining industries, by contrast,
may suggest that barriers to entry for
women should be re-examined if they
are to participate fully in careers in ex-
panding areas. And the importance of
temporary employment in growing in-
dustries suggests that this form of labour
market flexibility makes a significant con-
tribution to the enhancement of overall
employment growth.
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There is clearly a type of ‘full employ-
ment’ which OECD countries have re-
jected, and which also is being aban-
doned elsewhere. It pretended to offer
guaranteed employment to all, maintain-
ing jobs even when they had ceased to
respond to technological requirements
or consumer preferences. This type of
policy has proved fundamentally incon-
sistent with economic progress.

The alternative to this policy is not to
confine economic activity to a narrowing
number of increasingly productive em-
ployees, and making the resultant un-
employment tolerable through income
transfers from the active to the inactive.
Rather, it is to base policy on the recogni-
tion that it is workers and their talents,
and not just physical hardware or the ac-
cumulated software of organisational ar-
rangements, which constitute the driving
force of societies. A more productive
population—one which develops in new
ways its inherent talents and the poten-
tial which schooling has provided—can
help to improve the real resources avail-
able, in the process adding to the volume
of output which can be derived from ex-
isting physical capital. The resulting
higher real incomes can lead in a virtu-
ous circle: to higher incomes, higher em-
ployment and faster social progress. ®



