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OECD Council Meeting
at Ministerial Level

Communique

The Council of the Organisation for Economic Co-operation

and Development met at Ministerial level on 1 0th-1 1th May

to strengthen co-operation among their countries, in both

surmounting current economic problems and assuring a sustainable

recovery of non-inflationary economic growth and employment

throughout the interdependent world economy in the 1980s.
Ministers reviewed the work done on the trade issues of the 1 980s,

reaffirmed their commitment to combat all forms of protectionism

and gave guidance for the Organisation's future work. They
expressed determination that renewed economic growth must be

broadly shared and that the co-operation with developing nations

must be pursued actively.

The meeting was chaired by the Right Honorable R.D. Muldoon,
Prime Minister and Minister of Finance of New Zealand. The

Vice-Chairmen were E. Rekola, Minister for Foreign Trade of

Finland and J. Delors, Minister of Economy and Finance and C.

Cheysson, Minister for External Relations of France.

Ministers agreed that the short-term prospect is for moderate

expansion of economic activity in the OECD area, including perhaps

a recovery in employment next year, but not one sufficient to lead

to an early reduction in current high levels of unemployment. In

many countries, unemployment is being exacerbated by continuing

high inflows into the labour market. Progress has been made by

individual Member countries in creating the conditions for sustained

non-inflationary growth, but this has been uneven.

The reduction in inflation should help to encourage a recovery in

real demand and output, but continued high interest rates, budget

deficits and market rigidities are constraining factors. Ministers

stressed the need to ensure stronger growth and lower unemploy¬

ment over the coming years. They are convinced that this can be

achieved if all Member countries, in accordance with their varying
room for man and within the framework of a common

strategy, can successfully overcome their internal problems along

the lines set out below, taking proper account of international

interdependence and constraints.

Ministers agreed to carry forward the broad strategy they have

been following since the second oil shock, and emphasized in

particular that:

there is a pressing need to reduce unemployment, but this

objective cannot be achieved on a sustainable basis unless

continued successful efforts are made to reduce inflation;

sustained non-inflationary growth cannot be achieved unless

there is more productive investment, better productivity, and

technological progress; an increase in investment requires both

sufficient profitability and a favourable prospect for an increase in

production;

maintenance of an open trading system, improvements in the

functioning of markets, and positive structural adjustment are
essential.

Ministers agreed that within this broad strategy individual

countries need to set their economic policies in accordance with the

varying nature and severity of the structural and other impediments
to growth faced by their economies. Ministers further stressed that

close economic interdependence obliges all countries to pay careful
attention to the external consequences of domestic policies.
Convergent medium-term policies to establish non-inflationary
growth are required.

Impediments to Better Performance

Ministers addressed the major structural and other impediments

to a better performance and the appropriate range of policies to

remedy them, stressing the need to continue to keep such

problems and policies under close review. They recognised that

failure to undertake such policies would lead to continuing slow

growth, which itself undermines economic performance. It also

increases the risk of protectionism. Slow growth involves not only
insufficient productive investment but also the human costs of

unemployment, including the erosion of skills and incentives to

work, and the lack of work experience by unemployed youth.

The inflation constraint

Ministers agreed that although some countries have been

successful in lowering underlying inflation, it nevertheless remains

a serious problem. Where inflation or inflationary expectations are
deeply entrenched, very high priority must continue to be placed on

policies to bring inflation down.

Labour costs, profits and employment

In a number of countries labour cost inflexibility and a squeeze on
profitability have harmed employment. Low profitability and low

rates of production have contributed to weak investment. High
labour costs have encouraged capital-intensive investment even

under conditions of high unemployment. Ministers agreed that

while policies to address these problems were difficult to forge,
there is a premium on them so as to speed required adjustment, and

the reduction of high unemployment.

In some cases, wage settlements have reflected heightened
emphasis on employment security and the reduction of costs.

Ministers welcomed such innovative approaches. They emphasized

that greater realism emerging in the collective bargaining process

would foster and sustain the recovery of output and employment.

Such efforts might be facilitated by strengthening the dialogue
between social partners. Ministers stressed the need for effective

policies designed to moderate statutory employment costs, to

enhance productivity, and to encourage innovation in the organis¬

ation of work. In this connection, Ministers welcomed the report

from J.M. den Uyl of the Netherlands who presided over the March

1982 meeting of the OECD Manpower and Social Affairs Com¬
mittee at Ministerial level.
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Robert Muldoon, Prime Minister and Finance Minister, New Zealand (Chairman) and Emile van Lennep, OECD Secretary General.

Public expenditure and taxes

Ministers agreed that in many countries the growth in social
security transfers has strained budgets, the increase in tax burdens
has been too great, and at the same time public investment has
been squeezed. These structural problems of budget control must

continue to be tackled directly, independent of the desired overall

budget deficit stance. They took the view that in general, when tax
changes were enacted, these should remove distortions which
discourage savings, employment and investment.

Public sector deficits

Public sector deficits are currently at historically high levels in

most Member countries. Their reduction is a continuing policy

objective. Ministers noted that weak activity and current high
interest rates are factors adding to public sector deficits, but
structural elements are also important in most countries. Ministers

concluded that where public sector deficits are large relative to

structural medium-term objectives, deficit reduction should not be

postponed. Where underlying inflation has been significantly

reduced, yet domestic demand is weak, the fiscal stance should be

assessed with due regard to its likely impact on economic activity

without jeopardising medium-term objectives.

High interest rates and international tensions

Contrary to previous experience interest rates have remained

high relative to inflation, thereby adding a new factor to public
sector deficits and restraining demand in the private sector.

Ministers recognised the variety of reasons for currently high
interest rates noting, in particular, the impact of large budget
deficits and uncertainty about the future course of fiscal and
monetary policies. A durable reduction in interest rates ultimately

rests on a durable reduction in inflation and inflationary expecta¬

tions. Ministers recognised the importance and results of anti-

inflationary policies in the United States because of the key role of
its economy and the dollar in the world economy. Many felt that
more action should be taken now to reduce future budget deficits

considerably, in order to ease the pressure on interest rates and

savings flows.

Ministers recognised the importance of a smoother working of

the exchange rate adjustment mechanism. Ministers agreed that
under present circumstances improved co-operation with regard to

convergence of economic policies to reduce excessive exchange
rate fluctuations, such as have occurred in recent years, is

necessary. Ministers noted, among the complexity of factors

affecting exchange rates, the international transmission of high
interest rates stemming from the desire to avoid currency

depreciation and its unwelcome consequences. Ministers took the
view that the economic performance of the OECD as a whole would
benefit, and current international trade tensions be lessened, if

interest rates came down, and if opportunités for trade, capital
flows and investment were increased.

Policies for Changing Oil Situation

Ministers welcomed the contribution that energy conservation

and progress in switching away from oil have made towards the
continued fall in oil demand. They were aware of the risk of

complacency and noted the continuing need for policies directed
towards progress in achieving greater fuel efficiency and a more

balanced energy mix.

Ministers agreed that particular attention should be paid to

energy pricing including the need for oil prices to consumers to

reflect expected longer-term world market price trends.



Positive Adjustment Policies

The major changes taking place in the world economy - adjust¬

ment to past energy price increases, impact of new technologies,

increasing role of the developing countries call for continuing

structural change in the industrialised countries. While this is often

painful under present adverse conditions, it is essential for growth

and the preservation of mutually beneficial trading relations in the

world economy.

Ministers welcomed the work done in the Organisation over the

past three years on policies to facilitate structural change, and the

final report of the Special Group of the Economic Policy Committee

on Positive Adjustment Policies. Underlining the importance they

attach to this subject, they adopted the statement annexed to this

communiqué (see page 8) and instructed the Organisation to
continue to take positive adjustment policies into account in its

ongoing work.

Current Trade Problems

Ministers reiterated their full commitment, as expressed in the

Declaration on trade policy of June 1980, to the open and

multilateral trade system. They are fully aware of the contribution

that a further expansion of world trade can make to higher

employment, improved productivity and rising income worldwide.

They also noted that renewed non-inflationary growth would

stimulate production and employment and thereby lessen protec¬

tionist pressures. The resumption of such growth could, however,

be frustrated by proliferation of trade restrictions and domestic

policy measures having similar effects.

As a follow-up to the Declaration referred to above, Ministers

reviewed developments in the trade policy field over the past year.

Despite present economic difficulties, the international trading

system has held up reasonably well. Ministers noted with concern,

however, a further extension of protectionist pressures and trade

measures, many of which are not governed by multilateral rules and

disciplines, as well as the increase in bilateral tensions and disputes

which affect the climate of trade relations. They recognised the

dangers which these trends pose for the future of the system.

Ministers therefore agreed on the need for further joint efforts to

resist protectionist pressures, and to resolve urgent short-term

problems within the framework of the open and multilateral trading

system. They are determined to maintain the credibility of this

system at the present difficult juncture, and to work together with

their trading partners on the longer-term issues which need to be

tackled over the coming decade.

Safeguard action

Ministers underlined the need for full application of international

rules and disciplines. They also agreed on the importance of finding

an early solution to the safeguard issue in the GATT frame¬
work.

Export financing

Ministers welcomed the progress made on the issue of export

credits towards the end of last year. They nevertheless regretted
that it had not been possible for participants to reach definite

decisions on further improvements in the Arrangement at their

meeting of 6th and 7th May. They noted however the initiative
taken by the chairman in presenting a set of measures which, taken

as a whole, are intended to constitute a constructive compromise.

They stressed the importance they attribute to the Arrangement
and agreed that all necessary efforts should be made to preserve

and strengthen this instrument of international economic co¬

operation. Ministers also recognised the need to avoid any risk of

distortion of trade and aid in the use of financing instruments which

associate export credits with aid to developing countries and noted

that particular attention was at present being given to this problem

in the Organisation.

Trade in the 1980s

Ministers welcomed the intensive work done by the Organisation

on the trade issues of the 1 980s as requested at their last meeting.

This had enabled them to identify and discuss a number of likely key

trends in the world trading system over the next decade. It should

provide a valuable stimulus to strengthen international co¬

operation in the Organisation and elsewhere on trade and

trade-related issues in response to the important changes taking

place in the world economy.

Growing interdependence and the increasing importance of
capital movements

The key features of the past two decades the rising share of

trade in economic activity, the rapid growth of financial interde¬

pendence, and the internationalisation of business are likely to
continue. Ministers recognise that this means that their economies

are going to be more and more strongly influenced by develop¬
ments in other countries.

The 1980s are likely to see the further evolution of an

international monetary system which is characterised by large-

scale capital movements and more flexible exchange rates, both

strongly influenced by national macro-economic policies. Ministers

noted that, should trade problems arise through excessive fluctua¬

tions in exchange rates, these can best be solved through improved

co-operation regarding convergence of economic policies. In the

light of this and the current trade problems described above, they

requested the Secretary-General to examine ways of strengthening
the existing work of the Organisation on the relation between

macro-economic policies and trade policies.

Growing interdependence also means that each country's

actions not only in the field of trade policy but also in such fields as

industrial, manpower, social, regional, agricultural and fisheries

policies, will increasingly impact on the interests of its trading

partners. Ministers therefore agreed:

to make full use of the existing arrangements for consultation in

the Organisation on measures taken by one Member country which

may have important adverse effects on the trading interests of
others;

to request the Secretary-General to propose ways in which the

effectiveness of the work of the Organisation on the restructuring

of those industrial sectors facing particular structural difficulties

can be strengthened, so as to ensure more transparency and a

return to the normal play of market forces in a reasonable time;
that there is a need for better information on the costs and

benefits of trade and trade-related measures not only for those

directly affected but also for society as a whole in terms of inflation,

employment, income and growth.

Ministers recognised the growing importance of international

investment flows for economic growth and agreed that efforts

should be made to strengthen international co-operation on

investment issues, building upon the existing agreements to which
Member countries have subscribed. Particular attention should be

given, in this regard, to measures affecting international invest¬

ments that can have implications for trade flows m a balanced way

which takes into account the interests and preoccupations of both

investing and host countries.

Ministers recognised that, with the reduction of trade barriers

and the growing internationalisation of business activities, there is

an increasing likelihood that private restrictive business practice

arrangements in one country may adversely affect the interests of

its trading partners. They noted that the coverage of the present

international arrangements for dealing with issues which arise at

the frontier between competition and trade policies should be



studied further by the competent bodies of the Organisation with a

view to strengthening international co-operation in these mat¬
ters.

New trading partners

The rapid growth of new markets and the emergence of new

competitors is expected to continue in the 1 980s; perhaps one half

of the increase in OECD exports will be to non-Member countries,

compared with only one quarter before 1973. Ministers are

convinced that this will be an important dynamic factor in the world

economy, leading to new opportunities for mutually beneficial

trade relations between industrialised and developing countries.

Rapid technological change

The development of new technologies can and should play a key

role in revitalising the world economy and enhancing the compa¬

rative advantage of the industrialised countries in capital and

skill-intensive activities. There are varying degrees of government

involvement in this area. Ministers agreed that an examination

should be made of the specific problems which may arise in trade in

high technology products and, where such problems are identified,
of possible solutions. The Ministers also agreed that a study should

be made of ways to facilitate the flow of technologies across

national frontiers in order to promote economic growth and

employment.

Services

International transactions in services of all kinds have been

growing rapidly and now amount to about one third of world trade

in goods. Ministers agreed that this will continue to be another

important dynamic factor in world trade in coming years. They

therefore decided to encourage the competent committees to

progress as soon as possible in their analytical and fact-finding

work on the complex issues involved so as to be able, in the light of

the results, to begin examining ways of removing unjustified

impediments to international trade in services and of improving

international co-operation in this area.

Agriculture

Ministers welcomed the report Study of Problems of Agricultural

Trade prepared by the Organisation and endorsed its conclusions.

They recognised that agricultural trade is affected by general

economic developments and by domestic agricultural policies

pursued by all countries which do not always take into account
their international consequences. Ministers agreed that agricultural

trade should be more fully integrated within the open and

multilateral trading system. They recognised the specific charac¬

teristics of agriculture and the various objectives pursued by

agricultural policies. Ministers agreed that the desirable adjust¬

ments in domestic policies can best take place if such moves are

planned and co-ordinated within a concerted multilateral approach

aimed at achieving a gradual reduction in protection and a
liberalisation of trade, in which a balance should be maintained as

between countries and commodities. They decided that the

Organisation should study the various possible ways in which the

above aims could be achieved as a contribution to progress in

strengthening co-operation on agricultural trade issues and as a

contribution to the development of practical multilateral and other
solutions.

The GA TT Ministerial Meeting

Ministers heard a statement by Arthur Dunkel, Director-General

of the GATT, on the preparation for a meeting of the GATT at

Ministerial level in November. Realising the importance for the

multilateral trading system of constructive and forward-looking

decisions at that meeting in the interest of all participants, they

expressed the determination of their governments to participate

Claude Cheysson, Foreign Affairs Minister, France (Vice-Chairman).

Esko Rekola, Foreign Trade Minister, Finland (Vice-Chairman).

fully and constructively in this meeting and its preparation.

Ministers noted the relevance of the issues they had discussed for

that meeting.

Economic Relations with Non-Member

Countries

Economic Relations with Developing Countries

Ministers reviewed economic relations with developing countries

which are characterised by increasing interdependence and diver¬

sity. They noted that the prevailing adverse world economic
environment has created significant pressures on the developing

countries, including increased debt problems. While the most

important determinants of development are the developing coun¬
tries' own efforts and policies, they emphasized the continuing

commitment of their governments to co-operate with the devel¬
oping countries in support of accelerated economic and social

6
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Jacques Delors, Economies and Finance Minister, France (Vice-
Chairman).

Johannes Marten den Uyl, Minister for Employment and Social Affairs,
Netherlands (Chairman of the Ministerial meeting and of the OECD's
Manpower and Social Affairs Committee in March).

development. Ministers noted the progress made over the last year
on international development co-operation both bilaterally and in
multilateral fora while acknowledging generally that much further
work needed to be done. They stressed the importance of

implementing aid, trade, investment and finance policies in a
comprehensive and co-ordinated manner in order to support the

developing countries in their own efforts to strengthen their
economic and social resilience.

The Dialogue

Noting the summary of the co-chairmen of the Cancun Summit

held last October, Ministers confirmed the desirability of supporting
at the United Nations, with a sense of urgency, a consensus to
launch global negotiations on a basis to be mutually agreed and in
circumstances offering the prospect of meaningful progress. They
noted the recent proposals on launching the global negotiations
which are currently under consideration in the United Nations and

agreed upon the importance of vigorous efforts to reach a

consensus, including the basis for a mutually satisfactory definition
of the central role of the conference and respect for the competence
of the specialised fora. Without prejudice to these efforts, Ministers

also declared their determination to carry forward policy-oriented
consultations as well as negotiations and co-operation on partic¬

ular issues with developing countries both in the appropriate
international fora and bilaterally in order to achieve new progress
and positive results. In this connection, they noted in particular the
forthcoming meetings of the GATT at Ministerial level and UNCTAD

VI, in which they intend to participate actively and construc¬
tively.

Trade and Investment Co-operation

For both developing and developed countries, trade like non-

inflationary growth plays a central role in the complex of

interdependent relationships between export earnings, use of

international capital, debt servicing and borrowing capacity. It is
clear that economic growth should allow a harmonious develop¬

ment of international trade in particular for developing countries.

Ministers noted the growing role of developing countries in
international trade and investment. They agreed that it would be

important to facilitate the fuller participation of these countries in

the open and multilateral trading system, with its shared rights and
responsibilities, in order to provide a sound basis for their

progressive integration into the world market economy. They
foresaw a need for the improvement of arrangements for the
discussion and resolution of international economic problems of

special relevance to developing countries. They are ready to
discuss with developing countries how this process can be
advanced in the appropriate international fora.

Aid

Ministers expressed the determination of their governments to

maintain and, to the best of their ability, to increase the volume of

aid to developing countries with a view to realising their commit¬
ments to the international aid objectives. They stressed the

importance also of efforts to improve the quality and effectiveness
of aid and also to facilitate flows of other financial resources to

developing countries. In this connection, they underlihed the

essential role of the multilateral development institutions; they
agreed on their need for continued substantial financial resources

and encouraged increased co-ordination of multilateral and bila¬

teral aid programmes. Ministers welcomed the increased impor¬
tance being attached to the development of human resources in

developing countries.

Ministers stressed the urgent character of the problems of

developing countries, in particular the most disadvantaged among
them, aggravated by present world economic conditions. They

agreed that increased and better-adapted aid is necessary to assist
notably the poorer countries in their development efforts and

policies. They welcomed the constructive outcome of the United

Nations conference on the least developed countries held in Paris in

September 1981 and expressed their willingness to co-operate

towards the implementation of the substantial new programme of
action of that conference.

Food

The high priority and urgency of agricultural development and
food production in developing countries is now accepted on all

sides. Ministers welcomed and encouraged the new efforts being
made to intensify international concertation and co-operation in
this area, in particular initiatives for increased and better co¬

ordinated financial and technical assistance from developed

countries in support of the formulation and implementation of

comprehensive food strategies by developing countries. They
recognised that this will require the commitment of sustained effort

and resources by developed and developing countries.



Commodities

Ministers expressed their determination to continue their efforts

to promote international co-operation in the commodity field. They

reaffirmed their support for the Common Fund and its objectives,

urging that greater efforts be made by both developed and

developing countries to bring the Agreement into operation as soon

as possible. They also reaffirmed their support for further efforts to

conclude commodity agreements where appropriate, taking due
account of the specific characteristics of particular commodities.

Energy

Ministers agreed upon the importance of maintaining the

impetus of energy development by strengthening and better

co-ordinating bilateral and multilateral technical and financial

assistance. They further recognised the need for identifying

appropriate ways, for example in the World Bank, to organise and

encourage additional public and private financial resources for this
sector.

Ministers agreed on the importance of sustained and effective

implementation of the Programme of Action adopted by the United
Nations conference on new and renewable sources of energy in

Nairobi, which had established a constructive basis for improved

co-operation with developing countries.

East-West Economic Relations

Ministers recognised the value of the different aspects of the

work of the Organisation on East-West economic relations and

agreed that their interrelations should be considered further within

the Organisation.

STATEMENT ON POSITIVE ADJUSTMENT POLICIES

Faced with sluggish growth, abnormally high unemployment and

widespread inflation, and recognising the interrelationship between

economic growth and structural adjustment, the OECD Council at

Ministerial level approved in June 1978 "Some General Orientations

for a Progressive Shift to More Positive Adjustment Policies". In a

situation of continuing unsatisfactory economic performance, the need

for governments to pursue, in addition to appropriate macro-economic

management, conscious policies for positive adjustment has lost none

of its urgency. Ministers welcome therefore the results of the work of

the Organisation which was commissioned in 1979 to investigate the

adjustment process in market economies and to further inquire into the

"Orientations" as a guide for policy-makers.

The Final Report on Positive Adjustment Policies shows that there

is either a virtuous circle of macro-economic stability and micro-

economic flexibility or a vicious circle of instability and rigidity. An

economy with the necessary flexibility to respond promptly to change

can be kept more easily on a macro-economic equilibrium path.

Conversely, stability in macro-economic developments assists micro-

economic flexibility, because individuals can be more confident in their

medium-term outlook, so that they can more easily adjust to new

circumstances. To permit structural change at the maximum speed,

which is politically feasible and socially acceptable, would greatly

contribute to establishing the preconditions for increased economic

growth, high employment, lower inflation and improved international
trade relations.

Positive adjustment in an uncertain world economic environment

calls not only for difficult judgments between the conflicting require¬

ments of predictability and flexibility in macro-economic policies, but

also for consistency between macro- and micro-economic policies. The

achievement of macro-economic policies is jeopardised if governments

allow industrial, regional, manpower and other micro-economic

policies to contribute at the same time to conserving inefficient

economic structures, thus undermining the market forces on which the

success of macro-economic policy greatly depends. It is also essential

that micro-economic policies should be consistent between themsel¬
ves.

Ministers reaffirm the "General Orientations for a Progressive Shift
to More Positive Adjustment Policies" and urge their effective
implementation. They attach greatest importance to the following
points:

As time goes on, there is likely to be a deterioration in the trade-off

between the short-term benefits and the longer run costs of measures

to preserve existing inefficient structures. Defensive policies should

therefore be subject to strict criteria.

Wherever governments find it necessary to intervene to assist
structurally weak industries, support should be temporary and should,
wherever possible, be reduced progressively according to a prear¬
ranged timetable. Such action, if it is to succeed in bringing about
adjustment, should be integrally linked to the implementation ofplans

to phase out obsolete capacity and re-establish financially viable
entities.

* Innovation is crucial for future growth and positive adjustment.

Governments also have a vital role to play, in promoting competitive¬

ness and in providing a climate favourable to innovation, capital

formation, investment, risk taking and skill acquisition.

* There are arguments for direct government support to develop new

technologies. However, if this is directed to promoting promising new

industrial activities, such intervention should be limited to particular

cases and circumstances where governments are likely to perform
better than the market.

* Broader political and social objectives such as national security,

income distribution or environmental quality should be sought through

policies which are consistent with the functioning of the market

economy or at least interfere as little as possible with flexible

adjustment. Consideration of self-sufficiency should not be misused to

justify measures of excessive protection and support.

* It is essential for positive adjustment tha t labour mobility and income

formation should keep in close accordance with demand and supply

conditions. Manpower policies including training programmes

should therefore put renewed emphasis on measures designed to

improve the basic conditions of labour-market adjustment.

» Job creation programmes should be targeted more directly to

benefit clearly defined disadvantaged groups that encounter structural

unemployment problems. Where measures are implemented to

subsidise employment, they should not have the effect of locking

labour into declining activities.

* The dividing line between domestic and international policies has

become increasingly blurred. There is a risk that domestic policy

distorts international competition, thereby shifting adjustment burdens
and unemployment problems to other countries. It is therefore

essential that the direct and indirect international implications of

interventions in national markets should always be taken into account.

Domestic adjustment should be sought by a policy design which

minimises the negative side effects on other countries.

Ministers particularly underline that the maintenance of an open

multilateral trading system is crucial to achieving the objectives of

positive adjustment. They feel that the effective implementation of the

GATT rules is of great significance in this context. In particular, they

recognise the importance of the GATT codes resulting from the last

Multilateral Trade Negotiations which are expressly aimed at averting

also new, potential sources of trade friction.

Whenever governments intervene in national or international

markets, transparency in the design and style of intervention facilitates

an assessment of probable benefits and costs of policy. Transparency

can thereby make an important contribution to positive adjustment.

As the issues of structural change will remain on the agenda during

the 1980s, Ministers attach great importance to the Organisation's
pursuit of the various aspects of positive adjustment policies in its
further work.



The United States and Europe
Coping with Change

by Sylvia Ostry and Val Koromzay1

Perhaps the central lesson for indus¬

trial economies from the experience
of the 1970s-from the "school of

hard shocks"is the clear reminder that

sustained economic growth requires not

only a continuing adaptation to a changing
environment but also, on occasion, the

flexibility to adjust to sudden shocks. Why

a reminder? The longer historical record of

economic development leaves little doubt

on this score, though in the post-war
decades of the Fifties and Sixties we were

lulled into ignoring it. In part this is because

there were, atypically, few major adverse

shocks during this period; in part, the

unprecedentedly protracted surge in real

growth made the process of structural
adaptation appear almost effortless, much

of the re-allocation of resources coming out

of the growth margin rather than out of
someone else's hide.

The Seventies, however, reminded us

that change is difficult. Our economies

have still not made anywhere near a full

adjustment to the shocks of that decade.

This by itself suggests that the early

Eighties will not be easy even if nature
deals a favourable deck of cards and the

players succeed in not shooting both them¬
selves and each other in the foot.

There is broad agreement that a part of

the present difficulties is due to govern¬
ment actions over several decades which

have impaired the capacity of our econ¬

omies to adjust; there is also, we believe,

agreement that, on both sides of the

Atlantic, actions to improve this capacity
are essential now if our economies are to

get into smoother waters.

Despite such shared perceptions, it is

clear that things appear different in the

United States and Europe2.

In broad terms, when one looks hard at

the United States, beneath the daily hyper¬
bole of the financial markets and the

internal macro-economic policy conflicts,
one still discerns in the basic attitudes of

most businessmen the "bullishness" that

has long characterised this frontier econ¬

omy. At least initially, the present admin¬

istration's mission of "unleashing" the

dynamism of the private sector struck a

responsive chord, because there is a wide¬

spread belief that this dynamism truly is
there to be unleashed. On the other side of

the Pond, one does not have to scratch the

surface very hard to find more pessimistic
attitudes.

To sharpen the differences, one might

make the case in terms of polar paradigms.

These, like all paradigms, are perforce

overdrawn and subject to a host of qualif¬

ications, but may capture something of the

essence.

The United States Paradigm

The U.S. paradigm might be called the

Pluralistic Market Economy. Not, to be

sure, the atomistic economy of Adam
Smith, but one in which the role of markets

is a dominant feature, not just in the text

book examples of pricing apples versus

pears, but also in the fundamental pro¬

cesses of allocating and re-allocating the

basic human and capital resources of the

economy.

The powerful role of markets in pro¬

moting adaptation is visible, first, in the

geographical mobility of production and

populationthe early, slow decline of

New England as textiles migrated south;

the rise of the "New South"; the progres¬

sive weakening of the industrial Middle

West to the profit of the booming Sun-Belt;

the creation of new growth industries and

centres like Silicon Valley; and the sur¬

prising beginnings of a renaissance in

New England with the arrival of high-

technology firms.

It is visible, also, in the vigour of the

"entrepreneurial spirit" and the variety of

channels through which it leaves its mark

on the growth (and death) of firms. One

thinks of companies like DRI, from its

beginnings as an academic sideline to its

"maturation" as a division of McGraw Hill;

or the reverse patternthe numerous com¬

puter hardware or software companies that

saw their origins when a few bright

employees of a larger company "had a

better idea" and split off with their share of

know-how and a few "pirated" clients to

emerge in a few years as major competi

tors. One detects not only the "pull" of

market opportunities, but also the "push"

of unemployment. It has been argued, for

instance, that the greatest "spillover

effect" from the U.S. space programme

arose when the programme was cut back,

thereby "releasing" onto the markets a

flood of skilled but unemployed talent in
search of new livelihoods.

Perhaps the most dramatic evidence of

the vigorous adaptability of the U.S.

economy lies in its response to the enor¬

mous surge of youth and married women
into the labour market over the 1970s.

Employment increased by about a quarter;

in the four largest European economies it

increased by less than 2 per cent. In

authentic text-book fashion, the price of
labour fell relative to other factors and

business men dutifully substituted labour

for capital like true neo-classical entrepren¬

eurs. This meant, of course, some decline

in productivity. But as the new crop of

workers matures and the growth of the

labour force slows over the Eighties, it

would not be unreasonable to expect

something of the opposite to happen.

There are many other signs of labour

market flexibility. Decentralised bargaining

and a lesser degree of unionisation result in

much more sensitivity of both real wage

levels and wage dispersion to cyclical

conditions than is the case for Europe.

Every measure of mobilitygeographic,

inter-job, inter-occupation and inter-indus¬

trial relatively high.

Not only is the North American bar¬

gaining system the most decentralised in

the industrialised world, but coverage of

agreements is only about one-third that of

most European countries and apparently

1. Head of OECD's Economics and Statistics

Department and Counsellor, Liaison and Plan¬

ning, in that department.

2. This article deals with the United States,

rather than North America, because the authors

- being North American are all too aware of
how misleading the latter terminology can be.

Admittedly, a similar point applies even more

strongly to Europe. At a minimum, it would

have to be recognised that the Europe under

discussion is North, rather than South.



shrinking. Nevertheless, it is premature to
talk about the de-unionisation of America.

In contrast to the more ideologically

inclined European movement, the U.S.

system is characterised by pragmatic pro¬

fessionalism at the bargaining table, and

the recent FordUAW contract suggests a

potential for adaptiveness which is posi¬

tively Japanese. Such adaptiveness has
obvious survival value.

Highlighting flexibility and adaptiveness

is not, of course, to suggest that the U.S. is

without rigidities. Indeed, there are some

elements in the U.S. way of doing things

that give rise to rigidities that are quite

specifically American: a labour economist

could not fail to mention the pattern of

negotiated three-year, overlapping wage

contracts which impart a degree of nominal

wage momentum to the U.S. economy that

inflation fighters have full cause to rue.

More broadly, one is struck by the exces¬

sive legalism or "hyperlexia" of U.S. eco¬

nomic relations. In this regard, the most

striking innovation of the UAW-Ford nego¬

tiations may not be its "wages for job-

security" trade-off, but the fact that the

management side was representedan

almost unprecedented event by per¬

sonnel officers instead of lawyers.

The importance of legal process, and its

effect on limiting flexibility, is even more

apparent in the torrent of regulatory

activity that developed during the Sixties
and early Seventies, the associated hyper¬
trophy of regulatory agencies, and the

Silicon Valley, California, a symbol of the American pluralist market economy whose key words are:
flexibility, geographical and professional mobility, entrepreneurial spirit. Above: preparation for
adding the final layer to silicon wafers that contain as many as 500 integrated circuits each
(American Microsystems, Inc.). Europe's adaptability is restricted by the fact that, by social
guarantees, labour resources are "locked in" to existing jobs.

v.. >f .f,?V J-1-/ÎJH	

resulting massive opportunities for litiga¬

tion. This development is not entirely unre¬

lated to the paradigm. If pluralism in

political affairs is the counterpart to eco¬

nomic decentralisation, the rise of con

sumer and environmental advocates and

other, more narrowly-focussed interest

groups, each spawning its own support

structure, is also part of the process. In this

view, "regulatory reform" may find itself up
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against some quite fundamental obsta¬
cles.

These considerations certainly weaken

the flexibility paradigm to some extent.

However, rigidities arising from private

contracts, of the sort captured in Arthur

Okun's felicitous phrase, the invisible hand¬

shake, can, by and large, be overcome via

renegotiation or, in extremis, default when

market pressures mount.

Rigidities associated with regulation

may, as noted, prove more obdurate. The

extreme decentralisation not to say

chaos of the regulatory process, whereby

separate regulatory agencies can carry on

lives of their own with little regard for - or

even in opposition to - the broader thrust

of government policy, illustrates not only

the pluralism of the paradigm but the

excessive emphasis on contract and litiga¬
tion.

It is tempting to go a bit further in trying

to define why the U.S. economy is the way

it is. It may be that the specific character of
the American service and small-scale man¬

ufacturing sectors is an important element

in the story. There is a great deal of "taking

in one another's laundry", of creating and

capitalising on fads, and more generally

catering to the consumerist society. Non-

Americans, and indeed a good many Amer¬

icans, might question the social value of

this kind of activity compared with more

traditional "productive" pursuits. That,

however, is not the point. What such a

sector does do is to give rise to a reservoir

of people with generic, "money making"
skills rather than the more task-specific
"human capital" embodied in industrial

employment- generic skills being easier to

redeploy from one line of work to another

as market opportunities change. Perhaps

the educational system, in particular its

emphasis on providing opportunities for a

rather superficial "higher" education to

large numbers of people through the junior
colleges, goes in the same direction, in

contrast to the greater emphasis on selec¬

tion, quality and specialisation in Europe.

The burden of this speculation might be

taken one step further. Such "flexibility" as

this resource pool of redeployable opportu¬

nists generates obviously does not come

free. One might argue that the U.S. pays a
price in terms of lower aggregate produc¬

tivity growth than in Europe, where special¬

isation, learning-by-doing, and more fo-
cussed lifetime employment patterns pro¬

vide greater scope for productivity gains in
established channels. The gain, of course,

arises when the premium on being able to
disengage from established lines and to

forge new channels for growth rises.

The European Paradigm

For the counterpart - the European

paradigm there is even greater risk of

distortion involved in subsuming in a single

paradigm the vast cross-country differ¬

ences within Europe. If this paradigm cap¬

tures some aspects of Europe, it is clearly
Northern Europe rather than the Mediterra¬

nean countries that one would look to, with

France, perhaps, situated between the
two.

The European paradigm (not Europe as
an emerging single economic unit, which

may or may not be the wave of the future,

but an archetypal European country which
may only more or less capture the essence

of any particular European state) might be

labelled the Social Market Economy. Such
an economy works "through" markets, to

be sure, but the operation of markets is

heavily conditioned by a politically guaran¬

teed expansion of "property rights in the
status quo". As a general statement, the

State takes on the obligation to provide
both a comprehensive social insurance

guarantee and a steadily rising standard of

living, to which the population has become
accustomed. The line between what the

State provides as a matter of political right
and what the private sector provides via
the interplay of market forces is, to some
extent, blurred.

The social insurance elements are appar¬

ent: socially guaranteed "property rights"
in adequate health care; an educational

system that may discriminate on the basis

of ability, but provides rights in education

to those who meet the tests; property
rights in housing (the term is used para¬

doxically, for it is not the right of a property
owner to dispose of his property as he sees

fit that is alluded to, but rather the rights of
tenants to maintain themselves in estab¬

lished circumstances and, more broadly,
the State's obligation to assure the provi¬

sion of adequate housing.) Perhaps more

fundamentally, the social market paradigm
provides a degree of State-supported job
"tenure" across broad areas of the

economy that is equalled in the U.S. only in
the Civil Service.

It is not a question of whether or not the

European worker has greater economic

privileges than his American counterpart.
Rather, the point is that, whereas the

foundation of American "property rights"
is, by and large, the decentralised contract,

in Europe it is to a much larger extent the
centralised State.

During the Fifties and Sixties and into the

Seventies, when the European support and

protective systems developed, there
seemed little cause to be concerned. To be

sure, as the direct support expanded, the

redistributive burden grew. But equity or
redistributive considerations were, and are,

at the core of the paradigm, whereas the
American version of the welfare state was

most often defended in terms of general

ised values of fairness or equality of oppor¬

tunity. Redistribution was largely a conse¬

quence, rather than an explicit objective.

Less noticed, during the development

phase of the European welfare state, was

the rigidification of labour markets that

ensued from the rise in non-wage labour
costs the indirect taxes that at first

seemed costless, and which largely funded

the social expenditures. But, in fairness,

there was little reason to notice: high rates

of investment and correspondingly rapid

growth in productivity spurred further by

the dividends of European integration, a

rapid growth of world trade and substantial

possibilities for technological "catch-up"

tended to validate and "fund" the expan¬

sion of social property rights. The under¬

mining of the flexible response mechanisms

of markets did not become apparent so

long as the extension of social guarantees

did not go beyond the capacity of the

smooth expansion of the economy to

sustain them. But increasing constraints

were being laid down all around the econ¬

omy, constraints which were non-binding

only so long as the economy surged out
ahead of them.

Once the capacity to adapt was ser¬

iously put to the test - as in the past
decade the constraints revealed them¬

selves: given the difficulties of altering
arrangements that had become viewed not

just as economic, but as political rights, tax

burdens and deficits both began to rise as
growth slowed. Labour markets did not

function adequately to re-allocate workers

from declining to growing sectors; employ¬
ment growth practically ceased; pressures

to subsidise existing jobs and sectors
mounted.

One might summarise that Europe has
constructed a set of institutions that work

markedly less well when growth slows

down, but rapid growth is increasingly
elusive. This is surely one source of Euro-

pessimism. The difficulties of altering
arrangements that have gone deeper than
the contractual commitments of the Amer¬

ican paradigm, to become essentially poli¬
tical guarantees, are clearly evident. What
the market hath given, the largely invisible
hand of the market may erode. What the
State hath given, the visible hand of the

State must revoke. There are, of course,
other elements: energy dependence, for

instance. Though in the simple calculus of
macro-economic impacts, the rise in oil

prices hit the U.S. as hard as, or harder

than, most European countries, the percep¬
tion that energy dependence is an inescap¬
able reality is, apparently, more clearly
recognised in Europe than in the resource-

rich U.S. where, to boot, past energy
profligacy provides a vast margin for rela¬
tively low cost further conservation.
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A Closer Look

The paradigms have been pushed as far

as, or perhaps further than, they can

legitimately be taken. Before abandoning

them to "the real world", however, it

should be pointed out that each of the

paradigms has its obverse side.

The American paradigm, as it has been
drawn, is one that elevates the virtues of

efficiency to an increasing extent at the

expense of equity and non-economic goals.

The dark side of the efficiency paradigm is

that in a world of, inevitably, partial

mobility at best, persistent regional, sec¬

toral and interpersonal disparities (while

providing the right incentives) also impose
large human social costs over a protracted
transition.

Perhaps even more fundamentally, the

combination of a relatively mobile, hence

"rootless", population and a decentralised

provision of social services is likely to lead

to a systematic under-provision of social

investment relative to private investment.

The twinned phenomena of urban decay

and suburban sprawl provide a certain kind
of direct evidence for this imbalance.

Somewhat more generally, it can be argued

even on pure efficiency grounds that a very

mobile, "get rich quick" orientation in the

economy generates excessive obsoles¬

cence and unduly myopic horizons for

business planning, as the Japanese have

often pointed out forcefully to their Amer¬

ican counterparts.

Finally, and perhaps most severely, the

American paradigm promotes the simulta¬

neous development of an underclass a

class of those who cannot, or do not wish

to, "buy into" the system. The "have nots",

in this schema, are alienated not only from

the economic system, but also from the

broader political processes which validate

it. More importantly, as Dan Bell and

others have suggested, the political party

in the U.S. may be in a state of decay, a
condition Bell attributes to the decline of

civitas: "the spontaneous willingness to

obey the law, to respect the rights of

others, to forego the temptations of private

enrichment at the expense of the public

weal." The prototypical mobile opportunist

is a market asset, but is he likely to become

a political liability?

The European paradigm also has its

obverse side. Most visibly, perhaps, the

social market paradigm does generate a

stream of social goods: public transport

systems tend to work; social infrastructure

is more richly provided; cities are, in gen¬

eral, more agreeable places to live in in

Europe than in America.

More important perhaps, the social

market paradigm, as it operates in at least
some European countries, has avoided the

emergence of a large underclass of citizens
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rally more pleasant to live in than

with no stake in the existing social order.

As Bell might say, there is more "civitas", a

greater commitment to getting political

institutions to work right. One might spe¬
culate that this pattern is one born of

necessity: the heritage of class distinctions

and ideological conflict that is so much

more a part of European than of American

history may, paradoxically, have sharpened

the perception of the need to strengthen

political processes as a way of promoting

the grand compromises on which social

stability rests. In the United States, where
class conflicts are less marked and the

great majority of even the relatively poor

are adherents of the market system as the

road to opportunity, there is a contrary

mistrust of political process and of politi¬
cians.

Some Policy Questions

Policy based on such oversimplified

models as these would be perilous indeed.

Nonetheless, there are some relevant

policy insights to be gleaned. First, for the

United States, the dynamic potential is

clearly there, but the near-term constraints

to expansion are also severe. It is not easy
to see how the marked differences in the

thrust of monetary and fiscal policies are

going to work themselves out. There is

evidence of a new kind of cycle developing,
linked to the sharp fluctuations in interest

rates; but it can be argued that such a cycle
is itself unstable as borrowers and lenders

begin to anticipate it. Whether the end

result is an increasing attitude of "wait and

see" and hence more prolonged weakness,

or a gradual smoothing of growth towards

rates consistent with slowing inflation and

the Fed's chosen monetary targets is still
very much in doubt.

At the same time, the high average level

of real interest rates appears to be having
major, but very unevenly distributed,

impacts across regions and sectors. If the

net impact is to accelerate restructuring
towards those sectors where prospective

rates of return make current borrowing

costs non-constraining, this might be seen

as the appropriate working of the market

system. But resources are not perfectly

mobile, so that adjustment costs rise

sharply as the speed of adjustment accel¬

erates and a good deal of structural

damage is likely to be incurred in the

process.

Finally, both macro-economic instability
and structural pressures seem to be

keeping risk premiums in financial markets

at unprecedented levels. If the gloom of the

financial markets spreads out across the

economy, with resulting loss of confidence,

the bullishness of the American economy

with which this article began may get
harder and harder to find.

Just as all is not roses in the Uni

ted States, so one also has to recognise
that all is not gloom in Europe. To be sure,

in almost all the European countries the

difficult task of making markets work

better has to be faced. But distinctions can,

and should, be made. At one extreme,

where labour and capital resources are

"locked in" by social guarantees to existing
jobs and, at the same time, real wages and

other costs are frozen by indexation, diffi¬

culties have to be expected: markets in

which both prices and quantities are con¬

strained are unlikely to work well. But one

need not conclude that strengthening the
capacity to adapt requires wholesale dis¬

mantling of the paradigm. If societies
choose to constrain markets to be some¬

what sticky in terms of moving resources
from sector to sector, this choice can

probably be effectively maintained if

greater flexibility on the price and wage

side can be secured. In this regard, the
centralised institutions of a number of

European countries, if they are supported
by a reasonably solid social consensus,

provide a good deal of scope for action.

Obviously, this requires a perception of

common interest among the social part¬
ners, but this exists in many European

countries, however threatened it may be at
the present time.

To conclude, the argument suggests
first that the pluralist paradigm is a priori
more flexible and therefore more viable in a

period requiring major structural adjust¬

ment. The test of this hypothesis is likely to
be politicalthe erosion of civitas: a fine

balance is required between the centrifugal
forces which are so appropriate to eco¬

nomic adaptability but so threatening to
political cohesion if carried too far. Second,

consensus mechanisms may provide a
viable alternative to decentralised market

forces as a means of coping with change.
The test is likely also to be political: the will

and ability to deal with the nexus of

property rights in the status quo without

major ideological confrontation. Third and

most clearly, a society which has neither
consensus nor effective markets is in ser¬

ious trouble and perhaps has no choice but

to initiate a difficult, step-by-step move¬

ment towards greater market discipline
and the painful transition costs such a

movement entails. Finally, the transatlantic
clash of mood the American "we can do

anything", the European "we can't do

anything" - is both misleading and poten¬
tially dangerous. A relationship based on
the premise, on either side, that there is

only a single right approach, is always in
danger of generating conflict. The point is

that neither paradigm is necessarily
superior to the other: they are simply
different.
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Country Problems
and Strategies:
Belgium, Norway, Spain,
Switzerland

BELGIUM

Facing structural
imbalances

The Belgian economy was already
weak when the 1981 slowdown hit

it, exacerbating the imbalances that

had developed during the years of sluggish

growth following the first oil crisis. Output

fell by 1 per cent in 1981, largely because
of the first fall in consumer demand for 25

years and a sharp cutback in investment.

The only bright spot was the price situation

since inflation, at 8 per cent, remained

below the OECD average. Unemployment,

on the other hand, climbed to nearly 1 1 per

cent at the end of the year, the balance of

payments deficit increased to 6Vi per cent

of GNP and, worse still, the budget

deficit shot up from 9 to 1 3 per cent of
GNP.

In response to this deteriorating situa¬

tion, the new Coalition Government which

took office after last November's elections

introduced a package of austerity meas¬

ures at the beginning of 1 982. Anchored to

an 8V2 per cent devaluation of the franc,

they included a temporary modification of

the wage indexation system and plans for

curbing the growth of public expenditure.

As a result, personal consumption is fore¬

cast to fall for the second year running, but

there should be a small export-led rise in

GNP, leading to some improvement in the

external balance. Unemployment is ex¬

pected to continue to rise, and inflation will

be given a push by the increase in import

prices. But overall, the strategy should help

the restructuring and return to competi-

tivity of Belgian industry in the medium
term.

Belgium's immediate economic pros¬

pects depend to a large extent on trends in

world trade and also on the government's

success in putting the public sector house

in order, both in terms of reducing transfers

and spending on services and of increasing

revenues without unduly depressing eco¬
nomic activity.

Even before the first oil crisis, Belgium's
budget deficit was relatively high - 3 per
cent of GNP in 1973. From 1 974 onwards,

government current expenditure began to

accelerate, taking its share of GNP up by
1 8 percentage points in only eight years, to
reach over 53 per cent of GNP in 1981

(when total public expenditure accounted

for 57V2 per cent of GNP). While GNP

doubled in value between 1 974 and 1981,

the level of transfers practically tripled.

The main reason for the mushrooming
growth in the public sector deficit was the

persistently slow rate of economic growth
during the 1970s, whose consequences

were magnified by the system of automatic

stabilisers. Unemployment benefit pay¬
ments, for instance, are now the equivalent

of 3 per cent of GNP, one of the highest in
the OECD1. Similarly, government expendi¬
ture on job creation programmes has bur¬

geoned and these now cost 30 billion

francs a year- nearly 1 per cent of GNP.

Spending on social services, particularly
health, has risen faster than contributions:

whereas in 1973, contributions covered

84 per cent of expenditure, by 1980 they
covered only 67 per cent.

Years of deficit have sent the national

debt to a level equivalent to 90 per cent of

GNP; in 1974 it stood at 58 per cent.
Interest payments are now far in excess of

the combined receipts from direct and

indirect taxes, and the public sector deficit

risked becoming a self-perpetuating
burden, accentuating the imbalances in the

Belgian economy. Some experts in the

country have calculated that debt charges
could increase by the equivalent of 2 per

cent of GNP per year over the coming
years. But the new government has set

itself the target of halving the ratio of public
sector deficit to GNP by 1985.

The public sector deficit has an interna¬

tional dimension insofar as the private

sector's financial surplus is no longer suffi¬
cient to finance this deficit. Hence, the

government has been forced to borrow

heavily from abroad, thereby building up an
uncomfortably high level of foreign
indebtedness.

But the funding of the public sector

deficit has not been responsible for the high
level of interest rates in Belgium so much as

1 . See

p. 11.

OECD Observer, March 1982,

Although its export industries remain price competitive, Belgium needs to restructure its
manufacturing sector if it is to secure its position in foreign markets in the long term.
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the growing balance of payments deficit.
The hard currency policy - pursued by past

governments in the interests of keeping
inflation down has favoured imports and

forced industry to shed labour and trim

profit margins to remain competitive. Even
so, Belgium lost ground in both domestic
and foreign markets during the 1970s.

With one of the highest export ratios of

all the industrialised economies at 60 per

cent of GNP, Belgium is directly affected by

the level of world activity and is vulnerable

to international cyclical fluctuations. It also

has an urgent need to remain competitive
internationally. Its failure to do so can be

explained by Belgian industry's general

difficulty to adapt to the changing pattern
of demand, by the falling rate of profits at a
time when high interest rates were already
a disincentive to investment, and by intan¬

gible factors such as less attractive credit
facilities and poorer after-sales service. In

addition, net imports have been growing as

a proportion of domestic demand, whereas
there has been a downward trend in the net

import propensities of most OECD coun¬

tries over the past decade.

Domestically, there have been wide var¬
iations in the performance of different
sectors. The "sheltered" traditional indus¬

tries like steel, food, paper and textiles

have conceded higher real wage increases

and secured lower productivity gains than
other industries. The overall rate of produc¬

tivity growth was 2Vi per cent a year
between 1970 and 1979, but for the

traditional industries it was only 1 percent,

while other manufacturing recorded 6 per

cent annual productivity gains on average.
But this increase was achieved at the

expense of employment more than
200,000 jobs disappeared over the period
1970-79.

There is a prospect of a pick-up in world
trade in the second half of 1982, and this

should be heartening for a trading nation
like Belgium. Yet, even though it does not
have a problem in terms of price competi¬
tiveness - especially since the recent deva¬
luation - its long-term performance in
international markets will only be improved

by the restructuring of its manufacturing
base. And that depends on both the
domestic economic climate and world eco¬

nomic conditions.

The 1982 budget forecasts a central

government current deficit of 252 billion
francs, compared to 265 billion last year.

This is in marked contrast to the predicted

"spontaneous" deficit of 370 billion francs
that would otherwise have occurred this

year, on the assumption of a 121/2 per cent
increase in public expenditure. The govern¬

ment is now projecting a 91/2 percent rise in

public expenditure and a 13 per cent

increase in current revenue, with the result

that the deficit is forecast to fall to 1 1 V2 per

cent of GNP, compared to 13 per cent in

1981 and a trend forecast of 14% per

cent. Unemployment, however, is likely to

increase to 12 per cent, and inflation is

expected to rise to 10 per cent, compared

to less than 8 per cent in 1981.

The government's economic strategy
should start to bearfruit in 1 983, however,

and lead to a reversal of the unfavourable

trends in the Belgian economy. It could
prevent Belgium from sinking more deeply
into the slow growth trap, reduce the

existing imbalances and restore a reason¬
able rate of growth. But the adjustment

process could take a number of years, and
in the end the recovery of the Belgian

economy will depend on the government's
success in reviving the process of dialogue
and concerted action that worked so well

during the growth years but broke down
with the onset of the economic crisis.

NORWAY

A prosperity
too dependent on oil

Thanks to North Sea oil and gas,

Norway has enjoyed a period of

relative prosperity in recent years,

while the international economy has been
weak and other industrialised countries

have faced mounting economic problems.

Unemployment has not exceeded 2 per

cent, the current external balance has

shifted into a significant surplus, and real

incomes have risen at a fairly rapid rate.

On the other hand, the economy has

become increasingly dependent on oil and

gas, to the detriment of the manufacturing

sector, and prone to persistent inflationary

pressures. Sharp downward revisions of

expected oil revenues and a rate of inflation

above the OECD average constitute the

main policy problems for the new Conser¬
vative Government which took office last

October.

The fact is, Norway's economic perfor¬
mance could have been even better over

the past decade. Manufacturing production
is now lower than it was in 1973, while in

the OECD area as a whole it has increased

10 per cent. This is partly because govern¬
ment aid to industries in difficulty has

impeded the process of structural change
and led to skill shortages in some sectors,
and partly because the combination of

egalitarian wage policies, high marginal tax
rates and generous social benefits has
reduced incentives to work and to move.

Uncertainties in the outlook for oil reve¬

nues suggest that it would be prudent for
Norway to direct policy towards the expan¬
sion of non-oil sectors and exports of

manufactured goods if it wants to assure

continued growth in incomes. For the

moment it has a relatively strong economic

base on which to build. Although growth

declined in 1 98 1 , it should pick up this year

and next. The appreciation of the dollar in

1 98 1 gave it a larger than expected surplus
on its current account of $2 billion OV2 per

cent of GDP). Investment was also

buoyant, with fixed capital formation rising

I6V2 per cent in volume, following a slight

fall in 1980. Inflation remains a problem:

despite the price freeze imposed in early

August and maintained until the end of the

year consumer prices rose 13.6 per cent in

1981. Inflation must be the main priority of

short-term economic policy, for unless

wage increases can be limited to 5-6 per

cent in 1982, Norway's international com¬

petitiveness will decline further, post¬

poning the recovery of output in non-oil

sectors of the economy.

An Oil-Based Economy

Over the past 10 years, Norway has

become the biggest net energy exporter in

the OECD area. The strong development of

the energy sector has enabled it to pursue

an expansionary economic policy, and oil

has become the driving force of the Norwe¬

gian economy. Production effectively

began in 1977, but only really took off in
1979 when oil started to flow from the first

platform in the Statfjord field. Production

rose from 16 million tons of oil equivalent

(Mtoe) in 1977 to 49 Mtoe in 1980 and

1981. With domestic consumption of oil

products amounting to roughly 8.5 Mtoe,

Norway is left with an oil and gas surplus of

some 40 Mtoe enough to cover the

combined requirements of Denmark and
Sweden.

The energy sector represented 1 5 per

cent of Norway's GDP in 1981 and

accounted for about 30 per cent of export

earnings. Allowing for depreciation, divi¬

dends to foreign companies and the cost of

servicing the oil sector's foreign debt, the
sector's share of national income was

some 13 per cent, 65 per cent of which

accrued to the government in the form of

taxes, royalties and so on. Roughly one

third of total government tax receipts thus

came from the oil sector, allowing the total

budget balance to show a surplus of

31/4 per cent of GDP.

The employment impact of the oil sector

has been marginal, though. In mid-1981,

only 10,000 people (V2 per cent of the
labour force) were employed in oil and gas

exploration, drilling and production. Taking

account of all the dependent and related

activities construction of platforms and

supply vessels, development of refineries

and petro-chemical plants, service and

support companies total employment of

the energy sector amounts to 40,000

people, or 2 per cent of the labour force.

The future of the industry looks less rosy
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The energy sector accounts for 15% of Norway's GDP, but its share of employment is relatively
small. Above: the Statfjord B platform.

now than it did a year or two ago.
Estimates of oil revenues for the coming
years have recently been revised down¬

wards quite substantially: in real terms
they are expected to be lower in 1 985 than

in 1 98 1 . Output in the 1 982-85 period will
be 5 Mtoe below the forecasts contained in

the Long-Term Programme (published in

early 1981) as a result of development
delays. Since price projections have also

been revised downwards and expected
costs upwards, tax revenues from oil in

1 985 are now estimated to be 40 per cent

lower than projected earlier.

There is no doubt that oil revenues have

been used to subsidise the rest of the

Norwegian economy, not just in cushioning
traditional industries against the changing
pattern of demand but also in financing
public expenditure: if oil revenue is

excluded, the national budget has swung

from a surplus of 3.9 per cent of GDP in

1 973 to a deficit of 5.6 per cent in 1981.
Oil revenues have thus been absorbed

through increased domestic demand which

has resulted in a growth of imports and left
the balance of payments surplus at a low
level compared to gross earnings from oil
and gas exports.

The expansionary stance of budgetary

policy excluding oil revenues has not

helped the government's attempts to stifle

inflation. Rising costs have caused Norwe¬

gian industry to lose market shares both at

home and abroad, and its future perfor¬

mance will depend on the country's ability
to direct resources to growth sectors and

to keep wage increases in check. The

system of centralised collective bargaining
facilitates the application of income poli¬

cies, but may at the same time lead to

rigidities in the labour market, partly as a

result of highly egalitarian settlements.

Direct price and wage controls have

been a primary plank of Norwegian anti-
inflationary policy. Since 1969, there have

been 10 periods of price or profit controls,
and reliance on this device has increased

recently with an 18-month price freeze in
1978-79 and a shorter freeze between

August and December last year. But each

time the re-entry phase has proved diffi¬

cult, and it appears that freezes offer only
temporary respite. Thus, after the 1978-

79 experience, the rate of price increase by
early 1981 was three percentage points
above historical trends. Incomes policies
have been based mainly on the use of tax

adjustments to engineer lower nominal
wage and price increases, but these have

been less effective in recent years as a
result of external price shocks, higher
income expectations and an over-expan¬
sionary fiscal policy. Hence, the feasibility
of an effective incomes policy declined as it

became more necessary, and the govern¬
ment's reliance on direct tax cuts as a

trade-off for wage restraint failed to curb

wage rises while contributing to a marked
deterioration in the budget position.

Emphasis on Efficiency

Norway's medium-term outlook is dis¬

tinctly less promising given the reduced
contribution now expected from the energy
sector. The current account is likely to slip
into deficit and remain negative throughout
the rest of the 1980s, entailing a further
substantial increase in Norway's foreign
debt.

In response to this situation, economic

policy could be adjusted with a view to

stepping up exploration and development
of new oil and gas fields, to assure a higher
level of oil revenues in the medium to long
term. At the same time, fiscal policy might
be tightened to curb inflation, expand
exports and thus strengthen the position of

traditional sectors. Finally, budgetary
policy could be modified so that a smaller

share of oil revenues is consumed in the

public sector, leaving more to the private
sector.

This strategy implies a reduction in the

level of public expenditure, including sub¬
sidies and transfers. The new government
has already expressed its intention of

cutting direct taxes, but public outlays will
be hard to curtail. All in all, without
reducing the essential features of a well-

developed social system, Norway will have
to strike a delicate balance between social

generosity and economic efficiency, with
greater attention being paid in future to
economic performance and less to income

redistribution goals. To that end, the gov¬
ernment needs to reinforce its intention of

reducing support to declining industries
and to adopt a positive industrial strategy
designed to shift resources to dynamic
sectors.
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Progress towards
adjustment

The Spanish economy continued to

expand quite vigorously into the mid-
1970s, as though the oil crisis had

never happened. The delay in taking steps

to adjust the economy to the new situation
of high energy prices and less favourable
terms of trade has only rendered the

process more painful. Despite an expan¬
sionary fiscal policy, economic growth has
decelerated sharply in recent years. Infla¬
tion has slowed down considerably but still

remains high, while unemployment has
risen rapidly to one of the highest rates

among Member countries. Automatic sta¬
bilizers have caused public revenues to lag

behind the increase in public expenditure

and the budget has been in increasing
deficit since 1977. The balance of pay¬

ments has also slipped into the red. Thus

Spanish policymakers have been faced
with a particularly difficult combination of

high inflation and rising unemployment in a
period when structural adjustment of
industry was necessary. But the economic
system inherited from the old regime,
excessively rigid and protected, was not
conducive to rapid adjustment.

The main thrust of macro-economic

policy has been to obtain further decelera¬
tion of inflation through a consensus on
moderation of nominal incomes while at

the same time promoting a recovery of

employment-creating investment.

The government has also focused policy
on the need to reduce Spain's energy

consumption, develop alternative energy
sources and restructure its industry. But

the policies of industrial reconversion are
only beginning to have an impact.

Finally, the government has a public

finance problem which can probably only

be solved by increasing taxation and

securing a higher rate of economic

growth.

Wage Pact

Although Spain delayed its response to
the first oil shock and did not significantly

raise domestic energy prices until mid-

1979, prices and wages accelerated

sharply in the wake of the quadrupling of oil
prices in late 1 973.

The signing of the Moncloa Agreement in

1977 by the main political parties marked a
break with the scheme of things, which had

the effect of building inflation into the sys¬

tem. Among the various provisions for

reducing the very high inflation rate and the

other persistent imbalances in the economy,

a new basis for wage negotiations was

included which based adjustments on the
expected average rate of inflation in the

year to come.

In the following years, the process of
deceleration of wage increases continued
at a rather slow pace despite a consider¬

able fall of employment - especially in

industry- and an alarming increase in
unemployment. The form and nature of
official norms or guidelines for wage

increases has varied for the three years to

1981 -a period of important institutional
transformation: the first trade union elec¬

tions were held in 1 978 but it was not until

the promulgation of the Workers' Status in
1980 that a comprehensive reform of

labour law took place.

A further step towards wage moderation
was taken in June 1981 when a tripartite

agreement between government, trade
unions and employers' federations was

signed. Called the National Employment
Pact, it committed the social partners to

continued wage moderation, prescribing a
9-11 per cent increase in contractual
wages in 1982, subject to automatic
adjustment if consumer prices rise by more
than 6.9 per cent in the first six months of
the year.

In view of the expected increase in

consumer prices, these norms implied
some reduction in real wages. But the

Government undertook at the same time to

take a whole range of measures to sustain
employment - in particular: a considerable
increase in public investment; higher trans¬

fers from the budget to the Unemployment
Fund which reduce the need for higher

employers' contributions and, therefore,
industrial labour costs; and special meas¬

ures to promote employment at the

regional level.

Energy
and Industrial Policies

In contrast to other OECD countries, the

ratio of energy consumption to GDP rose in
Spain up to 1979. Then in July that year,
the government approved the National
Energy Plan and imposed sharp increases in
the real price of energy. These moves

produced some immediate results. Depen¬
dence on oil imports has fallen more than

expected, thanks mainly to a substantial
increase in domestic coal production.

Energy conservation has also progressed
surprisingly rapidly.

Investment has also been boosted in the

energy sector since 1980. Total energy-
related investment rose 40 per cent in

1980 and 1981, compared to only 7 per

cent in 1979, and its share of total fixed

capital formation increased from about 1 1
per cent in 1979 to 1614 per cent in
1981.

Spain's manufacturing industry was

slow to adapt to changes in the economic
environment during the 1970s, leaving it

vulnerably dependent on traditional sectors
that have suffered from a sharp fall in world

demand and increasing competition from

the newly industrialising countries. The
problems of these industries have been

compounded by mounting labour costs,

insufficient product differentiation, a

narrow technological base, excessive frag¬
mentation and a high dependence on short-
term bank loans.

Efforts to restructure the sectors in

greatest difficulty were ineffective until
1 980, when the legal base was established

for rationalising the special steel industry

and part of the electric appliances industry.

The policy was more firmly enshrined in the

Spain's dependence on oil imports has fallen more than expected thanks mainly to a substantial
increase in domestic coal production.
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1981 Law on Industrial Reconversion,

which led to additional restructuring

schemes being approved for integrated

steel, textiles and electric automotive

parts. Some attention has also been given

to promoting research and development

and to increasing support to small and

medium-sized companies.

Raising the Tax Take

The rapidly rising public sector deficit is

becoming an increasing burden to the

economy and could be a serious constraint

on economic growth in the medium term.

Although the share of public expenditure in

GDP is well below the OECD average, it has

been growing more rapidly than elsewhere

in recent years. In spite of the 1978 tax

reform, which resulted in a sharp increase

in tax collection, revenue has failed to keep

pace with expenditure. The overall govern¬

ment account consequently moved from a

small surplus in 1 975 to a deficit equivalent

to 4 per cent of GDP in 1981.

The sharp slowdown in economic

growth has been partly responsible for this

deterioration, depressing tax revenues and

causing an escalation in unemployment

compensation. Employment protection and
creation measures have also been an

expensive cyclical component of the defi¬

cit. But other elements are more perma¬

nent, and now interest payments have

started to become a significant factor. With
the outlook for no more than moderate

economic growth in the foreseeable future,

the budget deficit will only be substantially
reduced if the tax burden is raised. Since

Spain's level of taxation is one of the

lowest in the OECD area, there is clearly
scope for increasing tax rates and hence
the tax take. The introduction of a value

added tax, scheduled for 1984 in the

context of preparations for Spain's mem¬

bership of the European Community, could

prove a useful addition to the country's

fiscal armoury.

Real GDP in Spain has grown by less
than 1 per cent a year on average over the
past three years. Activity weakened in
1981 as a result of a fall in agricultural
production and a deterioration in the terms

of trade corresponding to about 214 per
cent of GDP, which more than offset the

recovery in exports and the underlying
firmness of capital investment. Despite the
slight reduction in the trade deficit, the
current external balance remained in sub¬

stantial deficit, at around $5 billion. Unem¬

ployment climbed to 15.4 per cent by the
end of 1981, while consumer prices rose
by 14.6 per cent over the year.

The immediate outlook is, however,

more encouraging. Activity is expected to

recover and GDP is forecast to grow by

around IVi per cent in 1982, assuming
agricultural production is normal. Gross

fixed investment should grow by 2Vi per

cent, a slight increase on 1 98 1 , led by a 15

per cent volume rise in Government capital

spending. Growth in export volume is likely
to be offset by a slight deterioration in the

terms of trade, but the trade deficit is

expected to narrow from $10 billion last

year to $9'/2 billion in 1982. Tourism
should remain rather buoyant, contributing

receipts of $6]A billion, with the result that
the current external deficit should fall to

$3% billion. Inflation should come down

further to a rate of 131à per cent for the

year, but unemployment will remain the

blackspot, rising probably to around 1 6 per
cent.

If the economy recovers in line with

these forecasts this year, the prospects for

1983 are for stronger growth in GDP, of

the order of 3!/2 per cent, with unemploy¬

ment starting to fall and inflation con¬

tinuing its decline. An improvement in the

external environment will give additional

stimulus to exports and hence to the

gradual upturn of activity.

The problem that remains for Spanish

policy-makers is how to obtain a sustain¬

able rather than merely temporary upturn

and how to achieve the largest beneficial

effects on employment, assuming growth

is not very rapid over the next few years. To

avoid any new outbreak of inflation, a

prudent monetary policy will be a neces¬

sary but not sufficient condition. Wage

increases will also have to be kept down

closer to the level of potential productivity

gains. To that end, Spain will have to build
on the social consensus for moderation

that it has succeeded in creating in recent

years.

SWITZERLAND

Social stability and

economic discipline

If any proof were needed of the resilience

of the Swiss economy, the first oil shock

provided it. Heavily dependent on

imports for its raw materials and energy

supplies, Switzerland was hit as hard as

any industrialised country by the jump in oil

prices. But after several years of consider¬

able adjustment, the Swiss economy had

fully recovered by 1977, and its results

since then have been among the best in the
OECD area.

Unemployment is practically nil, inflation

has stayed extremely low, and the current

balance of payments has recorded a con¬

sistently strong surplus. But for a country

that relies considerably on exports for its

growth they account for 45 per cent of

output its success has brought Switzer¬

land a persistent problem in the shape of a

sharply appreciating currency. While this

has had a restraining influence on domestic

inflation, it has pushed relative export
prices up steeply.

Switzerland's remarkably solid eco¬

nomic performance can be attributed in

large measure to its government's consis¬

tently anti-inflationary economic policy.

This has been considerably aided by some
factors specific to Switzerland, not least

the absence of an unemployment problem

on account of the comings and goings of a
large foreign labour force, which constitute

an inherent adjustment mechanism. In par¬

ticular, the period of sharp economic reces¬
sion between 1973 and 1977 was ren¬

dered relatively painless by the departure
of 250,000 foreign workers. While this had

a cumulative deflationary impact on some

sectors, it meant that, by 1976, Switzer¬

land had succeeded in stabilising prices
completely without any marked increase in

unemployment. At the same time, its

current balance of payments surplus had

increased appreciably, so that it was well

placed to enter the upswing phase.

Between 1977 and 1981, Switzerland

had an average growth rate of 2 per cent a

year, while unemployment remained negli¬

gible and inflation very low. The low
inflation rate reflected both moderation in

wage rises and a restrictive monetary
policy and resulted in the sharp apprecia¬
tion of the Swiss franc. But the decline in

the competitiveness of Swiss exports led
the Swiss authorities to intervene in the

foreign exchange markets towards the end
of 1978, in the context of concerted

international action, resulting in an easing
of pressure on the franc.

The strength of the franc is an effect

rather than a cause of the solidity of the
Swiss economy, magnified by Switzer¬
land's position as an international financial

centre and by the franc's growing role as

one of several reserve currencies along

with the deutschmark and the yen that
have increasingly comprised a secondary
option alongside the world's main reserve

currency, the dollar. The popularity of the

franc does not simply reflect the soundness

of the economy but also the political and
social stability of Switzerland. It is a

country, in short, in which people have
confidence.

Peace at Work

The seeds of Switzerland's strong social
consensus were sown in the interwar

years. In the late 19th and early 20th
centuries, the trade union movement was

revolutionary in character, and labour con¬
flicts were numerous and sometimes vio-
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lent, culminating in the general strike of
1918. Labour relations were less tense

subsequently, but it was not until 1937

that an institutional and procedural frame¬

work began to take shape. A long running
and acrimonious dispute in the watch¬

making industry was ended when the

government intervened and persuaded the

employers and unions to sign a joint agree¬

ment committing both sides to an arbitra¬

tion procedure to resolve disputes, effec¬

tively outlawing both strikes and lockouts.

In the same year, the "Swiss industrial

peace agreement in the machine and metal

industry" was signed, which incorporated a

set of similar undertakings and became the

model for agreements covering the whole

of Swiss industry. They remain the bedrock
of Swiss industrial relations and are the

reason why there are so few labour con¬

flicts, especially in connection with pay
settlements.

These collective agreements cover all

aspects of pay, working conditions and

dispute procedures. There are currently
some 300 at sector level and 1,000 at

company level (though about one third of

the country's workforce is not covered by

them). The agreements play a key role in
wage increases, which are negotiated each

year by the parties to each agreement.

Bargaining is usually confined to increases

in purchasing power and in most industries
an indexation clause is written into the

agreement. The fact that wages are

adjusted by reference to the rise in prices

the previous year is a stabilising factor in

periods of accelerating inflation, since real

wages can fall, as happened in 1979 and

probably in 1981. Conversely, this lag may
be a factor of inertia when inflation is

decelerating.

As well as a bilateral commitment to

peace and moderation at work, the Swiss

have developed a comprehensive system

of apprenticeship and training which not

only ensures a steady flow of appropriately

skilled workers into Swiss industry but also

provides extensive advanced training and

retraining opportunities. The unemploy¬

ment benefit scheme is designed to pro¬

mote occupational and geographical mo-

The seeds of Switzerland's industrial peace were sown in the watchmaking industry and an
agreement signed in 1937 remains the model for the entire industry.
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bility by limiting the number of days'

benefit an individual may receive in any one
calendar year to 150 and by obliging the

unemployed to accept any job that

becomes available, provided it pays more

than the amount of unemployment benefit

they are receiving. (The unemployment rate
has not exceeded 0.5 per cent recently and
is usually nearer 0.2 per cent of the

working population). Although they are
encouraged to retrain, the unemployed
have to pay for it out of their own pockets
and Switzerland still has chronic skill shor¬

tages.

An Attractive Refuge

Constant upward pressure on the

exchange rate has presented the Swiss

monetary authorities with a dilemma,

forcing them to choose either to hold down

the exchange rate and accept the infla¬

tionary consequences of an expansion in

the domestic money supply, or keep its

monetary aggregates in line and allow the

franc to appreciate. Switzerland gave up

the unequal struggle of trying to maintain a

fixed parity for the franc in 1973. Inflation

was then running at 10 per cent, and the
decision to float the franc was aimed at

facilitating a restrictive monetary policy to

reduce the rate of inflation. The policy

proved popular with the outside world:
between 1973 and the end of 1977 the

effective exchange rate appreciated by

nearly 60 per cent. But it was only after the

franc appreciated by a further 20 per cent

between March and September 1978

(when the dollar fell sharply) that the Swiss

authorities decided to intervene to prevent

a slump in exports and a consequent

decline in activity.

The authorities' intervention succeeded

in bringing the exchange rate down, but at
a cost. In the six months to March 1979,

M1 increased at an annual rate of 32.5 per

cent. As the dollar recovered, though, and

pressure on the franc abated, the monetary
authorities were able to resume the anti-

inflationary monetary stance. However,

the franc then depreciated by 22 per cent

against the dollar between March 1979

and July 1981, which exaggerated the

inflationary effects of the second oil shock
and the 1980 boom.

Monetary policy was further tightened in

1981 as a result, especially in the second
half. The discount rate was raised in

stages, the growth in the money supply

slowed down sharply, and from September

on, the franc started to appreciate sharply

again, both against the dollar and in effec¬
tive terms.

Holders of financial assets anxious to

hedge against foreign currency losses have

found the Swiss franc an attractive refuge,

only foresaking it when high interest rates
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elsewhere have proved irresistible. But this

has meant sharp fluctuations in the

exchange rate of the Swiss franc, since the

Swiss economy remains small relative to

the magnitude of international capital
flows. However, exports have not suffered

from the rising exchange rate, since Swiss
manufacturers have been able to sell their

goods at higher prices than their competi¬
tors. Volume exports of manufactures

increased at an average rate of 4.5 percent
between 1973 and 1981, and trade in

manufactures has been invariably in sur¬
plus.

Room for Relaxation?

The priorities of Swiss economic policy
are to keep inflation down and the national

budget in balance. Consumer prices rose

6!/2 per cent last year, the first time since

1974-75 that inflation was higher than in

some other OECD countries (Japan and
Germany). For 1 982, the National Bank has

set a monetary base growth target of 3 per

cent, implying a restrictive policy accom¬

panied by high nominal interest rates. The

budget deficit was lower than forecast in

1980 and 1981, with government's bor¬

rowing requirement almost negligible last

year. Spontaneous budget prospects indi¬

cate a widening of the deficit in the next

few years, and the government is taking

steps to prevent this happening by raising

rates of turnover tax and introducing new
taxes. (Parliament is now considering pro¬
posals for taxes on certain banking trans¬
actions, on heavy goods vehicles and on
motorway use.)

While volume GDP is forecast to decline

by 1 per cent this year (with industrial

production down 2.5 per cent), inflation is

expected to slow to 4 per cent and the

surplus on current account could increase

from Sw.Frs.4 billion to Sw.Frs.5.5 billion

(2.5 per cent of GDP).

There is room for future policy to be
slightly expansionary on balance, however,

with a neutral monetary policy accom¬

panied by a fiscal policy allowing automatic
stabilisers to lend some stimulus to activ¬

ity. A relaxation of short-term policy might
reduce the scale of cyclical fluctuations

without an adverse impact on inflation.
This would have a favourable effect on

productivity, since Swiss firms are inclined

to hoard labour in phases of recession to

counter the problem of skill shortages.

Over a longer period, this might also
encourage a more rapid and sustained rate

of investment which would accelerate the

process of structural adjustment. At the

same time, a more buoyant level of

domestic demand might also prevent the

current balance of payments surplus from

widening and thus limit the risk of renewed

upward pressure on the Swiss franc.

Budgetary Deficits
and Monetary Policy
A British Economist's

View by Alan Budd, London Business School

Do attempts to control the growth of the money supply place con¬
straints on fiscal policy? Is it, for example, impossible or at least ex¬
tremely unwise for a government to try to reduce the growth of the
money supply if it is at the same time allowing its fiscal deficit to rise?
If the answer is Yes, then it must follow that governments which set
monetary targets (and an increasing number do) have surrendered
their power to use discretionary changes in fiscal policy to regulate the
level of output and unemployment. But even if the answer is No, even

if governments can operate fiscal and monetary policy independently,
there is a second important question. Does fiscal policy lose its power
to influence output and demand if the government is pursuing
monetary targets? That is, even if the government does attempt a
fiscal expansion under such conditions, will the impact on output be
reduced or even removed completely if there is a restrictive target for
the money supply?

These questions are examined in a

study by the OECD called Budget

Financing and Monetary Controly

The questions are at the heart of the

policy debate in many countries, most

notably in the United Kingdom and the

United States. In the United Kingdom,

economic policy is based on an overt

recognition of the relationship between

fiscal and monetary policy. Also, calls for

a fiscal expansion have been rejected on

the grounds that it would be ineffective,

given the Government's commitment to

monetary targets. Thus the official view in

the United Kingdom is that monetary

policy does constrain fiscal policy and

that fiscal policy is ineffective when there

are monetary targets. In the United
States the official position is less clear-
cut. Some commentators assert that the

correct policy combines monetary

restraint with tax cuts. In practice, the tax

cuts have not been as generous as

originally promised, and there are still ser¬

ious doubts about the apparent combina¬

tion of restrictive monetary policy and

large budget deficits.

The first part of this article describes

the study's analysis of the techniques of

monetary control and the role of public

deficits. The second part examines the

question of "crowding out" do in¬

creases in borrowing by the public sector

crowd out borrowing, and hence expen¬

diture, by the private sector? The third

part describes recent experiences in the

United Kingdom and considers the con¬

tribution the study makes to our un¬

derstanding of them.

Techniques of Monetary Control

In its discussion of the relationship

between fiscal and monetary policy the

study distinguishes between two

approaches to the control of the money

supply: the first Type I concentrates

on the portfolio behaviour of the

commercial banks; the second

Type II concentrates on the portfolio

and expenditure behaviour of the non
bank sector.

Type I monetary control relies on a

ratio (which may be a matter of law or of

prudence) between a bank's holdings of

7. OECD Monetary Studies Series (1982).
See also "Budget Financing and Monetary

Control" by Adrian B/unde/l-Wignall and
Jean-Claude Chouraqui, OECD Observer,
No. 113, November 1981.
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reserve assets and its deposit liabilities.
The authorities seek to control the banks'

holdings of these reserves by controlling
their cost and/or their availability. Given
the ratio observed by the banks, Type I
monetary control can be seen as a direct

method of controlling the banks'

liabilities, that is the level of deposits at

commercial banks, the largest component
of the money supply.

By contrast, the Type II approach is

directed more towards controlling the
assets of the banking system as a whole

(including the central bank) by influencing
the behaviour of non banks. Since, by
accounting identity, the liabilities of the

banking system are equal to its assets,

control of their assets must indirectly
mean control of bank deposits.

The banks' assets are loans to the

private sector, the public sector and the

overseas sector. Type II monetary control

seeks to influence the private sector's de¬
mand for bank advances. It also seeks to

control bank lending to the public sector;

it does this in two ways: by trying to con¬
trol the public sector's total borrowing
(i.e. by controlling the budget deficit) and
by trying to encourage private sector

purchases of public sector debt. The

monetary authorities typically use interest
rates (which may be administered) to in¬

fluence the sales of public sector debt to
the private sector and the demand for

bank credit. In addition, they may use
direct controls over bank lending.

As the study admits, actual techniques
of monetary control usually involve some

combination of the Type I and Type II
approaches. However, the Type I
approach is most clearly established in

the United States. It also generally
applies in Germany and Canada. The

Type II approach is used in Japan, France,
the United Kingdom and Italy.

The study is not concerned with the

general question of whether Type I or
Type II provides a better system of
monetary control. It is concerned with the

more specific question of how the money
supply, under each approach, is in¬

fluenced by changes in the budget deficit.
However, the study does list the general
difficulties of operating the Type II
system, particularly in the short term. It

says: "In the absence of direct controls,

e.g. ceilings on lending, banks will tend to
accommodate the credit demands of

domestic non-financial sectors." Those

demands are exceptionally difficult to
forecast, and it is therefore difficult to

forecast or control the growth of the
money supply unless direct controls are
used.

To illustrate the effects of changes in
the budget deficit under each system, the
study reports the results of simulations

using models of the German and United

Kingdom monetary systems. The simula¬

tion of the German system suggests that

an unexpected rise in the budget deficit

has its major impact on interest rates and

little or no effect on the money supply.

Under the UK system the main effect is

on the money supply, although this is

modified by a significant fall in the net

foreign assets of the banks.

The Type I approach used in Germany

avoids a monetary expansion when there

is an unplanned increase in the public

sector borrowing requirement (PSBR),

but according to the simulation it does

this by discouraging private sector

borrowing from the banks and is thus

likely to reduce private expenditure.

The study also reports the results of

simulations in which the United Kingdom

and Germany adopt alternative monetary

policies in response to the rise in the

PSBR. In the United Kingdom, the Bank

of England is assumed to raise interest
rates to offset the fall in the banks' net

foreign assets and the rise in the money

supply. The result is a considerable in¬

crease in Minimum Lending Rate. In Ger¬

many, the Bundesbank is assumed to
lower the Lombard rate to allow some

accommodation of the increased PSBR.

The result, compared with the original

policy response, is that interest rates are

considerably lower and the money supply

is slightly higher.

The study concludes that Type I

monetary control is better able to cope
with fluctuations in the PSBR than the

Type II approach. The Type II approach

can be reinforced by discretionary

changes in interest rates; but the effects

of such changes not only on the money

supply but also on the balance of

payments and/or the exchange rate
may be unpredictable.

These results may appear to suggest

that, under the Type I approach, monetary

policy can be separated from fiscal policy

whereas under Type II it cannot.

However, what they actually show is that,

under Type I, fluctuations in the PSBR
result in fluctuations in interest rates

whereas under Type II they result in

fluctuations in monetary growth. Under

either approach, as the study shows,
there could be a different result if the

authorities were prepared to let the

money supply vary (under Type I) or in¬

terest rates vary (under Type II). In either'
case independent policies for monetary

growth and the fiscal deficit are possible,

but only at the cost of loss of control over
interest rates.

If a government attaches great im¬

portance to achievement of monetary

targets and if it has difficulty in controlling

its deficit, then it is more likely to be

successful, in those terms, if it uses the

Type I approach. In the longer term, if a

government seeks to control the growth

of the money supply, it has to recognise

the link between the size of the budget
deficit and the level of interest rates.

Crowding Out

It has been a presumption of macro-

economic policy since World War II that

governments can use discretionary

changes in fiscal policy to regulate output

and employment in the short term. The

actual use of discretionary policy has var¬

ied between countries, as has the degree

of belief in the traditional techniques; but

in recent years a more general scepticism

has developed. It is now argued that in¬

creases in public expenditure or attempts

to increase private expenditure through
tax cuts are ineffective and that other

elements of private expenditure are

"crowded out", leaving the level of de¬

mand little changed. This is said to be

particularly so if the government is pursu¬

ing monetary targets.

The study provides a very clear and
well-balanced account of the issues in¬

volved. It lists its main conclusions as

follows:

the effectiveness, i.e. the influence on

nominal income, of a fiscal stimulus is

highly dependent on the financing
method

in particular, while a stimulus financed

without creating extra money will have

some positive effect in income, this will
be much less than if the stimulus is

accommodated by monetary expansion

a fiscal stimulus may have a significant
adverse effect on the current balance-of-

payments

economising on money balances, and

import of foreign capital, in response to a

bond-financed fiscal stimulus may

provide enough additional finance for any

reduction, or "crowding out", of private

expenditure to be limited.

The general economic model within
which these issues can be discussed has

traditionally .emphasised two aspects of
economic behaviour. The first is the idea

of the demand for money balances. In the

simplest type of model, that demand is

said to depend only on the level of trans¬

actions. If that is correct, nominal expen¬

diture can only expand if the money

supply expands. It follows that a fiscal ex¬

pansion unaccompanied by a monetary

expansion cannot cause an increase in

nominal expenditure, and that would be

the end of the argument.

There are few now who would adopt

that extreme position. It is generally

agreed that the demand for money

balances depends not only on the level of
transactions but also on interest rates. An
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increase in interest rates, other things be¬

ing equal, reduces the demand for money
relative to transactions. Thus a bond-

financed increase in the fiscal deficit can

allow an increase in nominal expenditure

if interest rates rise sufficiently to cause

individuals to economise on their money

balances.

But that leads attention to the second

important aspect of economic behaviour,

namely how are expenditure decisions in¬

fluenced by changes in real interest rates?

If expenditure decisions are highly sen¬

sitive to such changes then bond-

financed increases in the budget deficit

may have little net effect on expenditure:

private sector expenditure will be
crowded out by the rise in interest rates.

As the study says, conditions will be most

favourable to bond-financed fiscal expan¬

sion if individuals can be persuaded to

switch from money to bonds with little

change in interest rates and if private ex¬

penditure is insensitive to interest rate

changes.

All that discussion is fairly

straightforward and would be familiar to

anyone who is accustomed to the IS-LM

approach to macro-economic policy. The

study provides a useful summary of some

of the relevant evidence and presents its

own estimates of money demand

equations for the major OECD economies.

It also presents, in general terms, the
results of studies of the effects of interest

rates on private expenditure. It

emphasises the important point that

where interest rates may appear to be in¬

effective this may be because more direct
forms of credit control have been used.

As the study explains, the debate about

crowding out has widened beyond the in¬
itial concern with the effects of the in¬

terest rate on the demand for money. The

widening of the debate has largely been

due to the development of the theory of

rational expectations. Rather oddly the

study says in a footnote: "Given the lack

of any empirical evidence regarding the

non-financial sector's expectations, the

rational expectations hypothesis is not

discussed here". In fact, much of its dis¬

cussion is related to that hypothesis. That

is particularly true of the discussion of ex¬

pectations about inflation.

One important aspect of rational ex¬

pectations is that the theory raises much

more fundamental questions about

crowding out. In the study the question is

whether fiscal policy can affect income

and expenditure if the money supply is

controlled. But the rational expectations

hypothesis questions whether fiscal

policy can be expansionary even if it is

accompanied by a monetary expansion. If

the rational expectations hypothesis is

correct, the question of whether fiscal

The two men primarily responsible for controlling monetary policy in two of the countries concerned:
Gordon Richardson, Governor of the Bank of England and Paul Volker, Chairman of the American
Federal Reserve.

policy is or is not accompanied by a
monetary expansion is of secondary im¬

portance, at least as far as the effect on
output is concerned.

Even if one does not accept the ex¬
treme conclusions of the rational ex¬

pectations hypothesis, it is still possible to
reverse the conventional conclusions

about crowding out. For example, a bond-
financed expansion of fiscal policy may be

more expansionary, in the short-run, than
a money-financed expansion even if
neither has any effect on output in the

long term. This is because the inflationary
expectations associated with a money-
financed fiscal expansion will raise in¬
terest rates more than will a bond-

financed expansion. The negative effects

on wealth will therefore be greater, and

more private expenditure will be crowded
out.

At the conclusion of its useful analysis

of many of the issues involved, including
the role of international capital

movements, the study examines some

empirical evidence in relation to the
debate. It does this in two ways: by ex¬

amination of simulations using some of

the large econometric models for the Un¬
ited States, United Kingdom, Canada,

Japan and France, and by using OECD
models of those economies plus Italy and

Germany. Using the large econometric
models, it examines the effects of

nominal and real government expenditure

changes under non-accommodating and
accommodating monetary policy. In gen¬
eral the results show that fiscal expansion

is more effective when monetary policy is

accommodating. Using the OECD models
(which it modestly describes as

"rudimentary") the survey examines

the effects of fiscal policy under

accommodating and non-accom¬

modating monetary policy. It also

examines the case where monetary policy

is accommodating and exchange rates

are fixed. The general results are that

fiscal policy with accommodating

monetary policy is more effective with

flexible than with fixed exchange rates,

and that accommodating monetary policy

allows a greater response than non-

accommodating monetary policy.

The survey contains informative and in¬

teresting accounts of experiences with

budget financing in ten OECD economies.

Rather than attempt to summarise them

all, the remainder of this review will be

devoted to a study of an economy in

which the issues raised in this study are

particularly crucial.

The United Kingdom

Experience

Monetary policy in the UK has been

conducted under the Type II approach.

This was made explicit in the presentation

of the Medium Term Financial Strategy

(MTFS) in March 1980 when the targets

for the growth of the money supply were

accompanied by a path for the public

sector borrowing requirement. The adop¬

tion of the Type II approach to monetary

policy was savagely attacked by Professor
Milton Friedman in his evidence to the

House of Commons Treasury Committee:

"I could hardly believe my eyes, when I

read, in the first paragraph of the

summary chapter: The principal means of

controlling the growth of the money

supply must be fiscal policy both public

expenditure and tax policy and interest

rates.2 Interpreted literally, this sentence

is simply wrong. Only a Rip Van Winkle,

who had not read any of the flood of

literature during the past decade and

more on the money supply process, could

possibly have written that sentence".
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Professor Friedman was referring to

the official publication Monetary Control.

He believes that the UK government

should use the Type I approach.

Specifically he believes it should control

the monetary base. He interpreted the UK

approach as seeking to control the de¬

mand for money and he denied that it

would work: "Trying to control the money

supply through fiscal policy... and interest

rates is trying to control the output of one

item (money) through altering the de¬
mand for it by manipulating the incomes

of its users (that is the role of fiscal policy)

or the prices of substitutes for it (that is

the role of interest rates). A precise an¬
alogy is trying to control the output of

motor cars by altering the incomes of

potential purchasers and manipulating rail

and air fares. In principle, possible in both

cases, but in practice highly inefficient.

Far easier to control the output of motor

cars by controlling the availability of a

basic raw material, say steel, to the

manufacturers a precise analogy to

controlling the money supply by controll¬

ing the availability of base money to
banks and others."

It can be noted that Professor

Friedman assumes that the government is

trying to control the demand for money

rather than its supply. He either ignores or

rejects the idea that interest rates and

fiscal policy are important for their effect

on banks' assets and hence on the money

supply. However his argument that the

Type II approach is inefficient as a short-
term method is consistent with the

arguments and evidence provided in the

study. The study assumes, in fact, that the

Type II approach will be supported by

direct controls on the banking sector. But

the UK government, while committing

itself to monetary targets and to the

Type II approach, actually reduced its

direct control over the banking system. It
removed the "Corset" which was a

means of limiting the growth of bank

deposits, and it abolished exchange con¬

trols. Both those changes were, of course,

consistent with the government's com¬
mitment to reduce controls and

restrictions, but they were likely to make

the conduct of monetary policy con¬

siderably more difficult.

How did it work out in practice? The
salient events of 1980-81 were as

follows. The money supply which should

have grown by between 7 and 1 1 per

cent actually rose by about 20 per cent.
The PSBR which should have been

£81/2 billion turned out to be

£ 1 3 1/2 billion. Failure on that scale

appeared to leave both fiscal and

monetary policy far more expansionary

than intended. One might have expected

the result to have been a stronger growth
of output and more rapid inflation than

originally forecast. In fact output,

particularly in the manufacturing sector,

collapsed and inflation was, if anything,

rather lower than expected.

The study provides a number of in¬

sights into these extraordinary

developments. As far as monetary control

is concerned, the study emphasises the

difficulties of reliance on Type II methods

since they require successful forecasting
of the financial behaviour of all sectors of

the economy. Most important in this

respect was the behaviour of the com¬

pany sector.

The study suggests that forecasting

errors in relation to budget deficits and

bank lending may offset each other. "For

example, a rise in the budget deficit and

an associated increase in government de¬

mand for bank credit may be the

automatic response to weakening

economic activity and declining private

non-bank credit demands". Past history

in the UK supports that view. It provides

the basis for the view that it is only

necessary to set the underlying path for

the PSBR; that is, provided the fiscal

structure is set correctly, variations in the

PSBR, induced by changes in output, will

leave monetary growth unaffected. That

was an apt conclusion to draw since
recessions in the UK had tended to be

associated with reductions in stock levels

and associated reductions in the demand

for bank credit by companies. Un¬

fortunately 1 980 was not a normal reces¬

sion. The process of reducing inflation

placed enormous pressure on the

finances of the company sector. Although

companies did run down their inventories

at a very rapid rate they still had to

borrow from banks on a heavy scale. Ex¬

ceptionally, 1980 saw a recession in
which the strains on financial markets

tended to boost monetary growth rather

than suppress it.

The acceleration of monetary growth
and the overrun of the PSBR did not,

however, appear to relieve the deflation¬

ary forces in the economy. The study in¬

dicates why this may have happened but

misses one important point. Under Type II

monetary control, a higher than expected

PSBR which is not accompanied by a

reduction in private demand for bank

credit requires an increase in sales of

government stock to the private sector. In

the UK, as the study says, the authorities

tried to achieve this by raising minimum

lending rate. The study suggests that a

rise in interest rates may be one way in

which an increase in the fiscal deficit may

be expansionary even when the

authorities are controlling the money

supply. The idea is that a rise in interest

rates reduces the demand for money

relative to expenditure. In other words, in¬

dividuals economise on money balances

and the velocity of circulation rises. Un¬

fortunately, in 1980, the rise in interest

rates in the United Kingdom increased

the demand for money, and the velocity

of circulation fell sharply. That was

because a large part of the money supply

is interest-bearing. The rate of return on

money rose relative to other interest

rates, and the demand for money rose

correspondingly.

The fall in the velocity of circulation

helps to explain why the UK economy

was so depressed in spite of the rapid

growth of the money supply. The other

development which added to the

problems of the company sector,

particularly the exposed manufacturing

industries, was the rise in the exchange

rate. That consequence was fully consis¬

tent with the account provided in the

study. The pressures placed on the

financial system in the United Kingdom

by the combined financing needs of the

public sector and the company sector
meant that funds had to be attracted from

abroad. Interest rates rose relative to

those in the rest of the world and the ex¬

change rate rose accordingly. It may be
noted that this added a further twist to

the vicious spiral, since the rise in the real

exchange rate put further pressure on

companies which had to borrow more
from the banks which had to raise interest

rates which in turn raised the real ex¬

change rate etc. etc.

The lesson from all this is perhaps the

familiar one that, in economic policy, it is

never the right time to do anything.

Certainly the new approach was launched
under conditions which would have

severely tested any system. This article

has concentrated on the experiences of

the United Kingdom because its recent

history illustrates so starkly some of the

problems of trying to conduct consistent

fiscal and monetary policies. One could

equally have drawn lessons from the

study about the current debate about

policy in the United States. In that

economy the authorities are attempting

to reduce monetary growth at a time

when there are fears about prolonged

large budget deficits. So far there has
been considerable short term success in

reducing inflation while real interest rates

are exceptionally high, the real exchange

rate of the dollar has risen and unemploy¬

ment is at a post-war record level. These

developments are consistent with the

careful analyses in the OECD's study. This

is the kind of comparative study which

the OECD Secretariat is so well placed to

carry out.

2. Monetary Control 1980, a Memorandum
on Monetary Policy, House of Commons

Treasury and Civil Service Committee. HMSO,
London.
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What Prospects
for Nuclear Energy?

Without some fresh political initia¬

tives, nuclear power's contribution

to future energy requirements may
fall well below the level considered eco¬

nomically desirable for the OECD area.

That is the main conclusion to emerge from

a joint NEA/IEA1 high level workshop held
to look into the implications of nuclear

energy's potential share of total OECD

energy demand over the next two

decades2. This is doubly significant, con¬
sidering that since the OPEC oil embargo in

1973-74 and subsequent disruptions in

the supply of oil from the Arabian Gulf,
there has been increased interest in con¬

serving energy and in promoting the devel¬

opment of alternative energy sources. The

temptation to ease up on these efforts,

prompted by present events in the interna¬

tional oil market, renders the NEA's mes¬

sage that much more relevant.

Installed nuclear capacity in OECD coun¬
tries rose from around 1 7 GWe in 1 970 to

1 33 GWe at the end of 1 98 1 . While this is

a considerable achievement, reflecting an

increase in the proportion of electricity

generated by nuclear power from a little

over 1 per cent to about 13 per cent, it is

less than half the capacity expected by

energy planners ten years ago to have been

installed by now. In the 1980s, the more

sluggish growth projected in the demand

for energy will mainly be due to the small

increase in the demand for electricity.

Beyond that, the reasons are more com¬

plex.

OECD countries are now forecasting a
total nuclear capacity of about 2 1 5 GWe in

1 985 and 3 1 5 GWe in 1 990. For the year
2000 the NEW/IEA projections range from
400 to 500 GWe. This broad band reflects

the great uncertainty surrounding potential

nuclear capacity installed by the turn of the

century. Given the lead times involved,

much of the nuclear capacity likely to be

installed by 1990 is already largely deter¬

mined, although it is subject to construc¬

tion and licensing delays or changes in

national policies. Unless the rate of instal¬

lation and licensing of nuclear reactors is

improved in the short term, as a result of

positive government action to expedite

these procedures, national estimates of

installed nuclear capacity by 1990 are

unlikely to be achieved and the outcome for

the year 2000 will most probably be

towards the lower end of the range. If
nuclear power accounts for only a small

part of total energy needs in the 1990s,

this will have a serious impact on the

overall energy situation of OECD coun¬
tries.

Electricity Demand

The predominant factor governing future

nuclear power development is electricity

demand. Electricity demand has slowed

considerably since 1973, as a conse¬

quence partly of higher energy prices and

partly of two recessions, reducing the need

for new capacity of any sort. It is expected,

however, that electricity demand will con¬

tinue to grow faster than total energy
demand and perhaps slightly more rapidly
than GDP.

Thus while the three energy scenarios

studied by the IEA working party fore¬

see only a 2-3 per cent rate of increase

in total energy demand in the early 1980s,

reflecting a persistently low level of eco¬

nomic activity, they predict an increase in

the annual growth rate of electricity
demand to between 3 and 4 per cent in the

1 990s. Electricity is expected to replace oil

in both industrial and commercial/residen¬

tial sectors, thus increasing its share of
total final energy consumption from 1 4 per

cent in 1980 to 19 per cent by 1990.

Future electricity demand will rise as a

result of renewed economic growth,
increased electrification and a more effi¬

cient use of energy, which, together with a

need to speed up replacement of existing
oil-fired power stations, will require an

expansion of generating capacity fuelled by
coal and nuclear power. The share of

electricity produced by oil could decline
from around 15 per cent to a little over

2 per cent by 2000, while the nuclear share

could rise from around 13 per cent to
almost 30 per cent.

This analysis assumes that the amount

of electricity produced by oil-fired power

stations falls to the technical minimum by

the year 2000, which would reduce future

pressure on oil supplies and oil prices.
Failure to increase the contribution of

nuclear power, particularly during the

1990s, would put greater strain on other

parts of OECD countries' energy sectors,

leaving less scope for reducing dependence

on oil. The IEA scenarios assume high

rates of growth in energy productivity

( 1 .4 per cent per year, 1 980-2000) and a

very ambitious programme of coal-fired

power station development (with capacity

almost doubling by 2000 from the present

level of 410 GWe). There is the danger,
therefore, that a nuclear shortfall would

have to be made up by greater use of oil

and/or gas (whether used directly or for
generating electricity), or by reduced
energy consumption. Each of these alterna¬

tives will have serious implications for the

economies of OECD countries and thereby

jeopardise their efforts to reduce oil use by

increasing the proportion of electricity pro¬

duced from alternative fuels and by

expanding the use of electricity itself.

Uranium Resources and Fuel

Processing Capacity

The uranium resource base, the capacity

of uranium enrichment and fuel processing

plants and the size of the reactor manufac¬

turing and construction industry are more

than adequate to meet projected require¬
ments well into the future3. In fact, one of

the main problems facing the nuclear

industry at the present time is over-capac¬

ity: in the light of forecasts of high nuclear

power growth, the industry geared up for

large-scale production of both fuel and
reactors.

In the case of the uranium industry, the

increase in production of the major pro¬

ducing countries has led to a supply surplus

and a fall in the price of uranium. This,

occurring as it did at a time of steadily

increasing production costs, caused the
closure of several mines and a reduction in

1. OECD Nuclear Energy Agency and the
International Energy Agency.

2. The OECD's Steering Committee for
Nuclear Energy passed a resolution on 28 April
which embodied this conclusion.

3. See "Uranium: resources, production and
demand", NEA/IEA, Paris, 1982 (the "Red
Book").
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the proportion of the total resource base
that could be profitably extracted.

There is similarly some excess capacity

in the reactor construction industry whose

existing capacity worldwide is estimated at

between 50 and 60 GWe per annum. This

far exceeds projected annual requirements

for the rest of this century. Specialists in

the design, engineering and construction of

reactors are already beginning to move into

other sectors. This trend can be expected

to accelerate unless there is a rapid

improvement in the growth prospects of

the nuclear industry.

The workshop emphasized that the most

important prerequisite for ensuring the

availability of an adequate supply of fuel

and fuel processing facilities was the gua¬
rantee that the demand would be there.

There is little doubt that, given sufficient

advance notice, the industry could meet

any likely level of demand whether it

arises from a recovery in economic growth

rates, an expansion of electrification or the

application of nuclear energy to other ends

than electricity supply (such as industrial

heating). However, the continued stagna¬

tion of most national nuclear programmes

threatens the long-term viability of the

nuclear industry and may impede its ability

to respond to future needs. The NEA/IEA
meeting urged governments to take steps

to mitigate the difficulties faced by the

nuclear industry at the moment by some

positive long-term planning and by

pursuing firm and consistent energy poli¬
cies.

Economics of Nuclear Power

There are good economic reasons why
most OECD countries should opt for
nuclear power, especially when it comes to

A. CUMULATIVE NATURAL URANIUM REQUIREMENTS

IN WORLD OUTSIDE CENTRALLY PLANNED ECONOMY AREAS
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installing new electricity supply base load

capacity. While comparisons of electricity
production cost data between different

regions serve little purpose, since circum¬

stances might have been very different at
the outset, it is nevertheless useful to

compare the costs of electricity generated

from different primary energy sources, so
long as proper account is taken of diver¬

gences in the situations prevailing in dif¬
ferent countries and regions. The NEA
intends to pursue its work in this area,
moreover.

This kind of analysis shows that elec¬

tricity produced from existing nuclear

plants is considerably cheaper than that

produced from oil under virtually any con¬
ditions that might obtain in OECD coun¬

tries. Data for France indicate that, for

stations now under construction, the rela¬

tive cost ratio is 3.4 to 1 in favour of

nuclear. In North America as a whole, the

cost ratio is thought to be narrower,
1.5 to 1 or 2to1. As far as the Uni¬

ted States in particular is concerned, this

can be explained by higher capital costs for

nuclear plants, resulting mainly from long

lead times, and by the relatively low level of

oil prices.

The costs of electricity produced from

coal are generally lower than electricity

produced from oil and higher than nuclear-
generated electricity, though in some

places in the US, where there are abundant

quantities of relatively low cost coal, the

economic advantage is in favour of coal. In

Europe, Japan and most parts of Canada

and the US, however, the cost advantage

of nuclear over solid fuel is substantial,

ranging from 20 to 50 per cent, especially
for base load stations.

The total absolute cost over time of

electricity generation must also be taken

into account. A recent study by the Inter¬

national Atomic Energy Agency4 gave
comparative figures for the economic

impact of necessary investment based on

the nuclear power growth projections used
in the Yellow Book5. The total cost of

investment in plant and purchases of fuel

for the OECD area up to the year 2000, in
constant 1975 US dollars and at a fixed

annual interest rate of 10 per cent during
construction, would be $1, 100 billion on

low growth assumptions (500 GWe in¬

stalled) and $1,700 billion for the high

growth scenario (680 GWe installed). A
similar calculation for oil-fired plants pro¬

duced figures of $2,000 billion and
$2,600 billion respectively, implying a

potential saving of $900 billion by substi¬

tuting nuclear power for oil.

4. J. P. Charpentier and P. E. Molina: Medium
and long-term prospect of nuclear power devel¬
opment, IAEA, 1981.

5. "Nuclear Energy and the Fuel Cycle: Pros¬
pects to 2025", NEA, Paris, 1982.
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Security and the Environment

The routine operation of nuclear installa¬

tions presents a negligible risk for the

surrounding population, since exposure to

radiation represents only a small fraction of

the total radiation emanating from the
various natural sources in the environment.

The dangers to the public arising from
accidents in nuclear installations have been

examined in numerous studies ever since

the birth of the nuclear industry. This

research must, of course, be pursued

further, both at national levels and by means

of joint international projects, to ensure

sufficient protection for workers and the

public in the face of the possible dangers

flowing from the activities of the nuclear

industry, however slight the risk. Com¬

pared to the major future alternative, coal,

nuclear power also has significant advan¬

tages: nuclear plants require far less fuel

per unit of electricity produced, thus

reducing the associated pollution from dirt,

transportation and storage on land.

Nuclear power stations emit no carbon

dioxide, sulphur dioxide or nitrogen oxides,

though the waste problem is far more

complex.

A Key Factor:
Public Confidence

Public scepticism, despite all the eco¬

nomic and technical arguments, is the chief

constraint on the development of nuclear

power in the short term.

The key issue bearing on public opinion

towards nuclear power in many countries is

the problem of disposing of highly radioac¬

tive waste. The workshop noted that such

waste can be stored under guard for

periods of up to 50 years, using well tried

industrial techniques. Moreover, many

countries consider that it is no longer

enough simply to inform people about

disposal methods but that the long-term

effectiveness of these techniques needs to

be convincingly demonstrated. In some

The expansion of uranium production has resulted in a supply surplus and a fall in prices. Above: the
Ranger mine at Jabiru, Northern Territories, Australia.

countries the authorities are legally
required to show that satisfactory disposal
possibilities exist and can be implemented.

Setting up a comprehensive, experimental
waste disposal system could also have a

positive effect on public confidence and

ease the introduction or expansion of

nuclear power in many countries. On this

point, the workshop recommended that

international cooperation be stepped up,

with a view initially to drawing up a model

for a valid scheme for demonstrating a
radioactive waste disposal system.

The siting of nuclear power stations and

fuel reprocessing facilities is also an impor¬

tant factor in securing public acceptance of

nuclear power, particularly in the densely
populated countries of Europe and in

Japan. In many of these countries the

problem of finding new sites is becoming
increasingly difficult: while in all OECD

countries there are still many sites available
that are considered suitable on technical

grounds, these often meet opposition from

the local population and local authorities. In

some countries, this opposition has been

instrumental in lengthening lead times and
increasing the costs of plant construction.

In some cases, the go-ahead for the con¬
struction of atomic power stations has

been secured by offering financial or other

support to local development programmes,

or by proposing a cut in electricity
prices.

In some countries, public opinion on
nuclear energy determines to a large extent
the attitudes of electricity supply utilities
on the issue. Public concern has been

responsible for an increase in construction

lead times6, usually because this entails
lengthy planning enquiries and regulatory

6. Total lead times for nuclear power stations
(including preconstruction) before full-power
operation now average between 7 and 9 years
(stretching to well over 10 years in some
cases). In the early 1970s, average lead times
were only 5 years.

B. COMPARISON OF FUEL CYCLE SUPPLY AND DEMAND IN OECD, 1980-2000*
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procedures. One result has been to
increase the capital cost of new atomic

power stations and the financial risks of the
public utilities.

It has become increasingly clear in recent

years that some simplification of licensing
and regulatory procedures could be
effected without any loss of security; some
studies have even concluded that safety

could actually be enhanced. Procedures

have already been rationalised in some
countries (France) and are being reviewed

in others (West Germany, USA).

For a variety of reasons, including the

long lead times and the lack of public
confidence, utilities often have difficulty in

obtaining funds for the construction of

nuclear plants, a problem further exacer¬

bated by high inflation and high interest
rates. This phenomenon is most marked in
the US.

The NEA/IEA meeting issued a number
of recommendations for action at both

national and international levels. Firstly, it
suggested that licensing and regulatory
procedures should be designed to be com¬

prehensive and effective without involving
unnecessary costs. Secondly, it stressed

the need for strict security precautions

covering the design, construction and oper¬

ation of nuclear establishments. Thirdly, it
urged governments to look at their elec

tricity pricing structures and ensure they

produced the necessary funds to finance

the development of new power stations

and fuel processing facilities.

At the international level, concluded the

workshop, cooperation needed to be

strengthened among OECD countries in

three main areas: evaluating the future
demand and cost outlook for nuclear

energy and electrification, paying particular

attention to their impact on Member coun¬

tries' economies; promoting measures

aimed at ensuring the availability of raw
materials within the OECD area; and, as

already mentioned, drawing up a pro¬

gramme for demonstrating the feasibility of

disposing of long-life radioactive waste.

DECONTAMINATING NUCLEAR PLANTS

A New NEA International Project

It is estimated that by the end of the century, there will be
more than a thousand nuclear power reactors in operation in the

OECD area, together with a number of other industrial facilities
in the nuclear fuel cycle, such as fuel processing and repro¬
cessing plants and radioactive waste disposal and storage
installations.

With a view to ensuring that decontamination methods and
procedures comply with safety standards and regulations, the
OECD Nuclear Energy Agency launched a joint project on 1st
January, 1982, designed to evaluate decontamination
methods, using the Agesta reactor facility in Sweden.

Maintenance and repair work carried out both as part of

normal operating activities and in the course of decommis¬
sioning procedures when the plant has to be closed down1

One of the four steam generators that are to be decontaminated during
the second stage of the Àgesta project.

involve the treatment ofpipes and components contaminated by

radioactivity. Decontamination work carried out in the process
ofdecommissioning has three objectives: to reduce occupational

exposure to radiation during dismantling operations, as well as
to residual radiation on the site; to minimise the volume of waste

material to be processed as solid radioactive waste; and to limit
the overall cost of the decommissioning programme.

The project is being financed by government departments and
electricity supply utilities in a number of Member countries2,
while the Swedish research company, Studsvik Energiteknik AB,

is responsible for the general administration and coordination of
the project.

The first phase of the project, scheduled to last one year, will
consist of laboratory testing of samples of materials taken from
the shut-down Âgesta reactor, together with samples of typical
components taken from modern pressure water reactors. These
tests will be carried out in four different participating coun¬
tries.

The main object of these decontamination experiments is to

develop "soft" methods of disposal, involving the periodic use of
mildly aggressive chemicals on nuclear reactor circuits still in
operation, so that costs are kept down and workers are
collectively exposed to a minimum of radiation. Another

important aim of this research is the testing of "hard" methods
for the ultimate decontamination of reactor circuits when the

plant is decommissioned, as a means of reducing workers'
exposure to radiation during dismantling work. "Hard" methods

entail the use of more aggressive chemicals, sometimes in
combination with mechanical or other treatments.

The project is planned to continue into a second phase during
which the same "soft" methods will be tested on the same

materials in real conditions within the Agesta reactor's primary

cooling circuit. The "hard" methods will be applied to the same
loops of the reactor. This phase will include the development
and application of specific waste treatment and conditioning
techniques, as well as an examination of the state of the reactor
after decontamination.

	,	___	

1. The useful life of a nuclear reactor is between 30 and 40

years.

2. Germany, U.S.A., Italy, United Kingdom, Sweden and Switzer¬
land. WÈÈ
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Natural Gas:

A New Energy Dependence?

The prospect of becoming increasingly

dependent on non-OECD producers

has led OECD's International Energy

Agency (IEA) to focus its attention on two

key issues: the future price of gas and the

security of supply. Pressure for an increase

in prices was heightened two years ago

when OPEC adopted a resolution stating

that "oil-gas equivalency... is a necessary

incentive to develop gas resources eco¬

nomically and thus allow gas to contribute

substantially to the satisfaction of world

energy needs". Moreover, OPEC producers

were not alone in considering gas to be an

undervalued energy source; gas exporting

countries within the OECD also thought

that international gas prices were lower
than market conditions warranted and

should be increased to a level that brought

them more into line with the price of oil.

The question remained, though, just what

this level should be and how rapidly it

should be attained. Individual exporting

countries differed on that point.

At the same time, the security problem

was highlighted by suspension of Algerian

liquefied natural gas (LNG) to France and

the United States, as a result of Algeria's

demands for the price of gas to be raised to

a level of "thermal parity" (the same price
for the same heat content) with crude oil at

the point of export. Libya followed suit and

cut off deliveries of gas to Italy. These

actions shattered the long-held assump¬

tion that natural gas was inherently secure

because of the "dedicated" nature (it can be

used only for gas) of the infrastructure

supporting its export. Subsequently, nego¬

tiations which took place between the
Soviet Union and a number of Western

European countries during 1981 for long-
term supplies of Soviet natural gas added a

political, as well as commercial, dimension

to the security question.

The issues posed by the long-term

uncertainties of security and pricing are not

insuperable, though, and solutions can be
found which meet the demands of both

producers and consumers to a large
degree. This is the main conclusion of a

new IEA report 1. Given the current price of
oil and the cost of producing and trans-

OECD countries are both the

largest producers and the
largest consumers of natural
gas in the world, importing

only 6 per cent of their
requirements from outside the
OECD area. This situation will

not last, though, since only 25
per cent of the world's natural

gas reserves lie within the
OECD area. By the end of the

century, therefore, OECD
countries are likely to be

importing more than 20 per
cent and European OECD

countries 50 per cent of the
gas they consume.

porting natural gas, pricing arrangements

for new gas supplies can be formulated

which will induce a further expansion in the

use of gas in consuming countries while at

the same time providing substantial net

revenues to gas producers. Precise terms

and conditions will continue to be nego¬

tiated individually, and these negotiations

could be difficult and protracted in some

cases; and on the security question,

importing governments will have to avoid

trading a reliance on insecure oil for reliance

on insecure gas. But there are measures

that can be taken, both nationally and

internationally, to minimise the conse¬

quences of potential interruptions of nat¬

ural gas imports.

Fuel of the Future

Natural gas now accounts for just under

20 per cent of total primary energy use
(TPE) in industrialised countries. But its

importance varies regionally, accounting

for almost 26 per cent in North America,

for about 15 per cent in Europe and only

7 per cent in the Pacific area of the OECD.

Over the next 20 years, gas is expected to

become a relatively more important energy

source in Europe and the Pacific region, but
to decline in North America to a share of

between 16 and 22 per cent of TPE, and

overall it may increase or decline slightly.

At the same time, gas consumption will be

increasingly concentrated in the higher
value residential-commercial market in

most OECD countries.

Even if its overall share in TPE declines,

the volume of gas required in OECD coun¬

tries will increase significantly over the next

20 years: the actual quantities required by

the year 2000, however, will depend on

the rates of economic growth in the inter¬

vening years and on the price of gas relative

to other international energy prices, es¬

pecially the price of oil.

In the 1970s, gas use hardly expanded

in the OECD region overall, as a decline in

the large U.S. market offset increased

consumption in Europe and the Pacific.

Between 1973 and 1978, Europe's gas

consumption grew 40 per cent (equivalent

to 1 million barrels a day (Mbd) of oil)
fuelled by production from North Sea pro¬

ducer countries like Norway, the Nether¬

lands and the United Kingdom. In Japan,

consumption tripled from a very low base

to reach 0.3 Mbd oil equivalent. American

consumption fell by 1 .4 Mbd oil equivalent,
however.

The trend was more positive from 1978

to 1979, when OECD natural gas con¬

sumption and production increased by
about 4.5 per cent (0.6 Mbd oil equivalent),

with the U.S. accounting for half the

increase and Norway, the Netherlands,

Canada and Australia accounting for the
other half. In 1980, though, OECD gas '
consumption fell back again as a result of

an overall drop in energy use and gas price

increases applied by both OPEC and OECD

producers. Preliminary estimates point to a

further decline in OECD gas use in 1981 of

the order of 3 per cent, despite the

resumption of Algerian gas supplies to
France.

Despite these recent trends, the long-
term prospects are for a considerable

7. Natural Gas: Prospects to 2000, OECD,

May 1982.
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Norway could become the OECD's largest gas exporter in the 1990s. Above: the Frigg field.

increase in the use of natural gas in OECD

countries. Its intrinsic advantage makes it

clearly recognised as the fuel of the future.
It is technologically tried and tested, and it

is relatively free of the environmental and
safety hazards that attach to coal and
nuclear power. But while these are good
technical reasons for natural gas consump¬

tion to expand substantially in the future,
the terms and conditions of its supply must

also be economically and politically accept¬
able.

Substantial Revenues

The actual market share that natural gas

obtains in OECD countries over the next

two decades will be closely related to price

movements. On any price assumption, new

gas contracts will be required to maintain
supply as old contracts expire. Even if
European OECD countries were to do no
more than keep their consumption at its

present volume between now and the year
2000, new contracts for about 85 billion

cubic metres (bcm) would be necessary,

mainly to replace declines in Dutch gas

exports to other European consumers. If
gas were to retain its current share of total
energy consumption in OECD European
countries over the period, then additional

contracts for 176 bcm could be required.

But if, in the most optimistic case, gas

increases its market share by 25 per cent

to 18.2 per cent of TPE in 2000, that

would require additional contracts for 255
bcm.

For illustrative purposes, calculations
have been made for the maximum border

prices (in the case of imports through

pipeline) or regasified prices (in the case of
LNG carriers) that could be paid in Europe

for these different quantities of gas, based
on mid-1981 conditions and alternative

fuel prices. These suggest that the max¬

imum price for the constant volume scen¬

ario would be US $ 4.58 per million Btu, for
the constant share scenario US $ 4.27 per
million Btu, and for the increased market

share scenario US $ 4. 1 5 per million Btu2.
It has to be stressed that these do not

represent what potential market prices

might be, but rather the maximum prices

that should be paid for imports from the

public policy point of view. If allowance is

made for existing excise taxes on oil

products in some countries, which enable

individual utilities to pay higher prices for

natural gas imports and still remain com¬

petitive, these prices could be increased by

$ 0.22 to $ 0.25 per million Btu.

Prices in this range would be competitive

in most cases with relevant oil products

and would also ensure exporters substan¬

tial net revenues. Revenue would be

greater for pipeline exports to Europe than

for LNG because transport and regasifica-

tion of the latter is more expensive. Taking

the Algerian-European pipeline projects as

an example, hypothetical producer net

profits (after allowing for all development

costs, including a return on investment)

might amount to 40-45 per cent of the

consumer price: this would yield net annual

revenue flows to producers of between
$ 8.6 and $ 21.9 billion (in 1981 dollars),

depending on the level of OECD gas con¬

sumption.

Increased Production

Although indigenous production will

supply a diminishing proportion of OECD

gas consumption in the coming years, there

is nevertheless considerable scope for

expanding production in OECD countries as

well as elsewhere. At present production

rates, the world's proved natural gas

reserves would last for 46 years, but since

estimates suggest that additional gas
reserves of between one and four times

presently proved reserves remain to be

discovered worldwide, production could be

substantially increased without endanger¬

ing long-term availability.

Whatever additional reserves are dis¬

covered, the geographical distribution of

total reserves is unlikely to be substantially
altered. OPEC will continue to have about

one fifth of world reserves, and the Cen¬

trally Planned Economies (CPEs) one-third.

2. It would cost more to move the greater
volume from border to consumer.
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1. OECD NATURAL GAS RESERVES* AND PRODUCTION

billion cubic meters

RESERVES PRODUCTION

Proved

Reserves

Additional

Reserves

Total Remaining
Recoverable

Reserves

1980 1985 1990 2000

North America 8,200 7,600-35,900 1 5,800-44,000 621.8 600-694 572-758 547-818

United States 5,700 5,600-25,900 11,200-31,500 552.2 479-552 456-597 447-634

Canada 2,500 2,000-10,000 4,600-12,500 69.6 121-142 1 16-161 100-184

OECD Europe 4,200 4,900-7,100 9,200-11,300 199.2 189-195 174-191 125-181

The Netherlands 1,600 700-1,300 2,300-2,900 90.0 75 60 25

Norway 1,300 2,800-4,000 4,100-5,300 29.2 35 36-42 36-63

United Kingdom 700 800-1,400 1,600-2,100 37.3 42 40-44 36-48

Other Europe 600 700-1,000 1,300-1,600 42.7 37-43 38-45 28-45

OECD Pacific 1,000 3,000 4,000 14.4 25 39 34-57

OECD TOTAL 13,500 1 5,500-46,900 29,000-59,400 835.4 814-914 785-988 706-1,056

* As of 1 January 1981. Does not include unconventional gas. Numbers have been rounded to the nearest 100 bcm; rows and columns may not add to
totals due to roundings.

OECD countries cannot expect their one-

quarter share to rise, so that even with an

active gas development policy, they will be

forced to import an increasing amount of
gas from non-OECD producers.

The OECD's total natural gas reserves,
as estimated in January 1981, as well as

forecasts for the development of gas pro¬
duction in the OECD area, as it could

emerge over the period from 1980 to

2000, are summarized in Table 1. In only
five countries - Canada, the United King¬
dom, Norway, New Zealand and Austra¬

lia - is natural gas production definitely
likely to expand during the remainder of the

century. The situation in the United States

is particularly uncertain, while the sharp
projected decline in Dutch output, reflec¬

ting the government's policy to conserve
its Groningen gas reserves, makes the

overall European tendency difficult to

assess. On balance, though, there are good
prospects for increasing gas production in

all OECD areas over the next 20 years, and
some increase is assumed even in the most

conservative growth and energy consump¬
tion scenario considered by the IEA. The

outcome will depend not only on geology,
technology and economic factors, but also

on the policy stance adopted by OECD
producing countries.

Despite the stimulus that recent United

States price increases have given to explo¬
ration activity, the reserves-to-production

ratio of American natural gas has continued

to decline. Since 1967, annual production

has exceeded reserve additions in every

year but 1970, when Prudhoe Bay was

discovered. By 1980 the reserves-to-pro¬
duction ratio had declined to some

10 years only. Developing Alaskan re¬

serves is proving difficult, but two trans

portation systems are planned: the Alaskan

Natural Gas Transportation System

(ANGTS) could be delivering some gas to
the lower states by 1 990, while the Pacific

Alaska LNG project could supply consider¬

able quantities of gas to California by

1986. Total U.S. production in the year

2000 is projected to fall in some scenarios,
to rise in others.

Canada has sufficient gas resources to

meet its domestic consumption through to

the end of the century and to increase

exports as well, although the Canadian

National Energy Board forecasts a fall in

output over the period (its estimates being

based on reserve figures that exclude the

potential in frontier areas and as yet

unexplored regions).

The Netherlands is currently the world's

third largest gas producer after the U.S.

and the U.S.S.R. Its Groningen field
accounts for 85 per cent of proved reser¬

ves. But the country's long-term outlook is
for only limited additions to reserves, and

the policy of conserving Groningen as a

strategic reserve means that Dutch produc¬

tion is expected to decline sharply by
2000.

Norway could overtake both Canada and

the Netherlands by the 1 990s, become the

OECD's largest gas exporter and probably
has the potential to offset the reduction in

Dutch gas exports after 1990. Pipelines
already connect the Ekofisk field to Ger¬

many and the Frigg field to the U.K., while

another pipeline is being constructed to

2. OECD NATURAL GAS DEMAND AND IMPORT PROFILES*
billion cubic meters

1980 7990 2000

North America

Demand 640 602-675 568-717

Net Imports (possible range) 5 (156)-103 (250)-170
Net Imports (probable range) 30-(83) 2 1 -(101 )

OECD Europe
Demand 220 316-319 310-384

Net Imports (possible range) 26 125-145 129-259

Net Imports (probable range) 142-128 185-203

OECD Pacific

Demand 37 99-106 134-146

Net Imports (possible range) 24 60-67 112-77

Net Imports (probable range) 60-67 100-89

OECD TOTAL

Demand 896 1,020-1,092 1,012-1,235
Net Imports (possible range) 55 32-307 (44)-529
Net Imports (probable range) 235-104 306-179

* For indigenous production figures, see table 7.
Note: Columns may not add to totals due to rounding.
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Gas production in the Netherlands, currently the world's third largest producer, will fall sharply
between now and the year 2000. Above: the Gronigen field, which the government would like to
conserve as a strategic reserve.

deliver gas to Emden in 1985-86. Longer
term possibilities include production of LNG

for transport to existing LNG export termi¬

nals, and a 3000 km pipeline project via
Sweden and Denmark to join up with the
European pipeline network.

United Kingdom estimates of total re¬
coverable reserves are considered conser¬

vative. Government policy has been to
encourage imports of gas to defer exploita¬

tion of domestic reserves, and production

is not expected to rise much during the rest

of the century. In addition, the monopsony

position of the British Gas Corporation

(BGC) as purchaser of North Sea gas landed
in the United Kingdom has led to low

purchase offers. Any production increase

would be dependent upon an efficient

gas-gathering system, more attractive
fiscal conditions for the future than have

prevailed in the past and the expected

passage of legislation removing BGC's

monopsony power. In the Pacific, substan¬

tial reserves have already been discovered

in Australia, and exploration there and in

New Zealand is continuing apace. There are

large proved reserves in Australia which

will enable its already considerable produc¬

tion to triple by 1990; New Zealand and

Japan also have some leeway for produc¬
tion increases.

Given the uncertainties surrounding
future trends in gas consumption and

production in the OECD area up to the year
2000, projections for import requirements
cover a wide range (see Table 2). However,

the effective gap is narrower than that,

since there is likely to be a positive rela¬
tionship between demand and production

levels within the OECD area: higher indige¬
nous production is likely to lead to higher
gas use, and vice versa.

Export Potential

Whatever the OECD's own energy pro¬

duction potential, the enormous gas

reserves elsewhere in the world represent

an opportunity to increase and diversify the

energy supply of the industrialised coun¬
tries (Table 3). As yet, though, this poten¬

tial has barely been tapped, and consider¬

able development remains to be under¬
taken if full advantage of these resources is

to be taken. Proved gas reserves outside

the OECD currently exceed 64,000 bcm,

equivalent to 60 per cent of non-OECD
proven oil reserves. Total recoverable

reserves of gas are likely to be far higher

3. NET EXPORT POTENTIAL OF

NON-OECD COUNTRIES

billion cubic meters

79SO*

Actual
1990 2000

USSR 25 65 170-230

Iran 0-5 5-60

Algeria 6 45-49 49-80

Qatar 8 16

Abu Dhabi 3 6 9

Saudi Arabia - - 0-28

Nigeria - 8 16-28

Indonesia 12 20 30-35

Mexico 3 14-28 28-57

Others 15 11-28 1 1-45

TOTAL 64 177-217 334-588

* Source for 1980: CEDIGAZ. Note that

Algeria's 1980 export capacity was

approximately 26 billion cubic meters.
Columns may not add to totals due to

rounding.

than those of oil, yet net gas imports into
the OECD were less than 1 Mbd of oil

equivalent in 1980, compared to 23.9 Mbd
of oil imports. Not all of the world's
reserves are capable of supporting
increased trade; of those that are, 56 per

cent are in the Centrally Planned Econo¬

mies and 36 per cent are in OPEC coun¬
tries.

While 66 per cent of indigenous gas
reserves within the OECD are committed to

local markets, in non-OECD countries a far

smaller percentage is earmarked for
domestic consumption. Only 1 8 per cent of

OPEC's gas reserves are so committed,
while for other countries, including the

CPEs, the figure is 36 per cent.

With 35 per cent of the world's gas
reserves, the Soviet Union has the greatest

export potential of the world's producers.

Natural gas production increased by almost

60 per cent between 1 975 and 1 980, and
reserve additions continue to exceed pro¬

duction. The USSR could bring production

up to more than triple the 1 975 level by the
end of the century. On the assumption that

domestic Soviet requirements will double

by then and that a further 25-85 bcm will
go to its Eastern European satellites, that
will leave some 1 70-230 bcm for export to

the OECD and elsewhere.

Of the OPEC producers, Iran has the

greatest potential. Its proven reserves are

second only to the Soviet Union. It has a

potential exportable surplus large enough
to make it a major gas exporter in the

1990s but with much uncertainty surroun¬

ding the future of Iranian gas policy, it is
hard to make projections on the basis of

even existing export projects. Algeria's

proven reserves are large, but the country

also has very large firm export contracts.

The other principal OPEC producers are

Qatar, Abu Dhabi (currently the only Middle

Eartern LNG exporter), Saudi Arabia (which
has the world's fifth largest gas reserves

but has reserved them for domestic con¬

sumption and for use in petrochemical

production), Nigeria (whose LNG exporting
plans have been delayed by the recent

collapse of the Bonny LNG consortium),
Indonesia (which has committed half its

exportable surplus to Japanese buyers) and
Mexico (which has large proven gas reser¬

ves, vast potential in unexplored areas and

is projected to have an export surplus by

the year 2000, sufficient to support

exports of 28-57 bcm per year.

Overall, the estimated export potential

of non-OECD countries exceeds the lower

range of probable OECD imports for 1990
and 2000, but it is far from certain

whether, when and how these exportable

surpluses might be produced. The high cost

of transporting natural gas makes a gas

field's location relative to the markets very

important in determining whether or not it
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Algeria, which posseses substantial natural gas reserves, has already concluded fixed long-term export contracts covering much of its planned future
production.

is commercial. But higher oil prices have

changed the overall economics, and the

future potential of natural gas will depend

to a large extent on future trends in oil

prices.

If net imports into OECD countries were

to approach the range for estimated prob¬

able imports of 179-306 bcm by 2000,

this would represent an increase in trade
between the OECD and non-OECD areas of

three to six times. At the high end of the

range, imports from outside the OECD

could account for some 4 per cent of gas

consumption in North America, 60 percent

in Europe and 75 per cent in the Pacific

OECD region.

Agreeing a Fair Price

The major question is whether economic

and political decisions taken in both produ¬

cing and importing countries will engender

commercial arrangements conducive to the

development of natural gas trade on this
scale. The fact that the reserves are there

and that there is a commercial outlet for

them is not enough to ensure that gas will

be produced in sufficient quantities for

export.

A critical factor for potential gas exports

is the value placed on reserves in the

ground. This depends on current and pros¬

pective marketing arrangements for gas,

expectations about the price of oil, the

overall resource position of the country and

its financial needs and general aspirations.

The results of such an assessment will vary

greatly as between OPEC producers with

large excess oil revenues and social /eco¬
nomic adjustment problems on the one

hand, and developing countries in need of

foreign exchange for whom there are great
infrastructure and industrial benefits to be

derived from large gas export projects on

the other. It varies similarly between pro

ducers of "non associated" gas indepen¬

dent deposits which can be left in the

ground and producers of gas associated
with oil who would be forced to flare a

non-renewable and potentially profitable

resource if it is not sold or reinjected.

Imported gas competes with alternative

energy sources. From the consumers' point

of view, that means that the price of gas is

effectively limited by the price of gasoil

used in home heating and the price of heavy

fuel oil used in utilities and industry. Distri¬

bution systems for natural gas are rela¬

tively expensive; both seaborne transpor¬

tation systems, including liquefaction and

regasification plants, and long-distance

pipeline systems are far more costly than
the refining and transportation of crude oil.

But gas cannot compete with the high-

value petroleum products like gasoline and

kerosene used in jet planes for example; to

make up for that fact it must be lower in

price than crude oil, despite the higher cost

of producing and distributing it. Hence, a

producers' pricing policy which sought to
equate the price of gas with crude oil

(whether fob or cif) would impede any
increase in international trade that natural

gas reserves might otherwise support.

Of course, no producer will finance an

export project unless he can be sure of

obtaining a competitive rate of return for

his investment and a satisfactory value for

the gas itself. Analysis shows, though, that

at prices based on thermal equivalence

with competing oil products in consumer

markets, producers could expect substan¬

tial net revenues which would be greater

than those arising from sales of gas at a

price that seriously restricted its market

share. It is not only the base price which is

crucial in gas contracts: the price indexa¬

tion and review provisions are also impor¬

tant. Given the large capital costs and long

terms in gas export projects, subsequent

price increases can generate substantial
economic rents over time.

While the room for international co¬

operation in the realm of pricing is limited,
since price terms of individual contracts will

continue to be negotiated on a specific

basis between national utilities and expor¬

ting countries, there remains the danger

that particular pricing arrangements agreed

by one country or company may be taken

as a reference in other negotiations and

damage the prospects for natural gas trade
over the longer term.

Co-operating to Enhance

Supply Security

The integrated nature of world energy

markets makes security of supply an issue

of international importance and an area in

which international co-operation could play

an important role in developing appropriate

policy responses. Gas trade in the 1990s

will be dominated by the USSR and certain

OPEC member countries. The dangers of

dependence have already been illustrated

in the past, not only by OPEC price

increases but by politically motivated

embargoes of crude oil exports imposed by
the USSR and some OAPEC countries.

The importance of security of supply
considerations to individual countries will

depend on particular situations. Some

European countries will become heavily
dependent on imports of gas from outside

the OECD over the coming years. By 1 990,
imports are likely to account for 85 per cent

of total gas supplies in Austria, for 80 per

cent in Italy, 71 per cent in France, 57 per

cent in Belgium and 30 per cent in Ger¬

many. These countries will need to give

special attention to the development of

marketing strategies and contingency

plans to minimize the consequences of
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possible supply disruptions. Among the

measures that might be considered are:

diversification of import sources

greater emergency storage capacity,

including the development of indigenous
reserves

greater flexibility of offtake requirements

in import contracts, so that shortfalls from

one source can be made up from others

more extensive integration of interna¬

tional transmission systems and

more emphasis on marketing gas on the
basis of interruptible contracts and on the

encouragement of dual-fired equipment.

Schemes for the integration of existing
gas grids are being considered in North

America as well as Europe. The eastward

extension of the Canadian national gas

transmission system will enable domestic

natural gas to be substituted for imported

oil. Further schemes have been put forward

for increasing links between Eastern
Canada and the Northeastern area of the

United States, with a view to providing

greater supply security for that area.

In Europe, the European Community is

looking at studies already made of Euro¬

pean transmission grids and examining
ideas for possible improvements. The sub¬

ject has been given priority status on its

energy agenda. At present, the bulk of

Europe's strategic reserves is constituted

by the Dutch Groningen field. Over the

longer run, an increase in North Sea pro¬

duction could provide a greater indigenous

base and reduce Europe's dependence on

imports of gas. But although there is a

possibility of developing strategic reserves
in the North Sea, the harsh climate and

complicated geological structure of the gas

fields would entail high costs and difficult

operating conditions that might result in an

unacceptable economic penalty. If that

proved to be the case, consuming countries

probably would be required to incur higher

costs for the provision of adequate storage
facilities, whether on an individual or

cooperative basis.

Whatever solutions might be adopted to

reduce dependence on external energy
supplies, there is certainly scope for inter¬

national co-operation in seeking least-cost

options to protect against the possibility of
interruptions in supply.

SOME SPECIFIC ISSUES

Exploration and Development Policies

While most OECD producing countries have leasing pro¬

grammes and fiscal regimes that encourage exploration for

natural gas, there are some countries, such as the United

Kingdom and the Netherlands, where high tax rates are a

constraint on exploration activity. And besides fiscal policy,

there are other factors which adversely affect exploration.

Relatively low producer prices for home-produced gas have

discouraged exploration in Australia, the U.K. and the U.S. In
Australia, prices are fixed between producers and state utilities

and in some cases have been unreasonably low in the light of

prevailing energy values. Recent contracts have been concluded

at much higher prices, and as a result, exploration is booming. In

the U.K., the virtual monopsony of the British Gas Corporation

has caused gas exploration to be slow in recent years. But with

the passage of pending legislation that would end this monop¬

sony, prices could be negotiated directly between producers and

consumers, and this should have the effect of promoting more

competition and stimulating increased exploration activity in the
North Sea.

The complex pricing structure in the U.S., which provides for
gradual increases in the price of gas discovered after April 1977

but exempts from price controls gas found at depths greater

than 15,000 ft., has encouraged deep drilling at the expense of
relatively lower-cost prospects that may lie at less than 15, 000

ft. Further changes in the price regulations are being considered,

but distortions will continue until natural gas prices are

decontrolled. This is scheduled to start taking effect on 1

January 1985, but the present Administration is considering
accelerating this process.

Exploration is also affected by prospects for marketing the
gas, whether domestically or through exports. The recent sharp

decline in exploration activity in Canada was prompted by
producers' inability to market their product of

controls on exports, because the government raised export

prices to levels that were uncompetitive in certain U.S. markets

and because of the lack of infrastructure for serving the domestic
market in Eastern Canada. But the government has recently
taken steps to resolve some of these problems which should

improve the climate for natural gas exploration.

In Norway, exploration has been continuing at a healthy level
in recent years, but unless market outlets are developed in

future, exploration and development may slow down. Develop¬

ment is going ahead for only 35 per cent of proven reserves, and

the new Norwegian government which took office last October
is reviewing the country's oil and gas exploration and develop¬

ment policy.

Uncertainty about future development policy is also an

important factor in the U.K. Although recent statements about

tax policy and the role of the British Gas Corporation are

considered positive, the industry is still waiting for a clear

statement of the U.K.'s overall depletion policy for the North

Sea, especially for natural gas.

Infrastructure

While the new Norwegian gas-gathering system is well under

way, decisions for an additional trunkline for production from the

northern sector of the North Sea in the 1990s may have to be

taken within the next few years. The possibility of greater

integration between the British and continental European gas

grids should also be considered in the longer term.

Denmark is currently constructing a pipeline to land North Sea

gas, along with the associated internal distribution system.

Sweden has signed a contract for Danish gas from 1985, and

plans are being drawn up to provide the necessary infrastruc¬

ture. With Denmark and Sweden thus diversifying their energy

options and opening up the possibility of absorbing larger

quantities of North Sea gas, including gas from the northern

Norwegian sector, there may be a long-term possibility for a

greater overall integration of European gas grids.

In North America, Canada is proceeding rapidly with construc¬

tion of the infrastructure required to expand the domestic

market. In the U.S. go-ahead has not yet been given to the

proposed Alaskan gas pipeline, which was originally planned to

be delivering Prudhoe Bay gas, along with some Canadian

exports, to southern U.S. markets by 1985. The southern

section is expected to be completed by the end of 1982, and will

deliver supplies of new Canadian gas to the west and midwest.

Construction of the northern section is still held up by serious

financial problems, notably the absence of government guaran¬

tees for the $37 billion of loans that the banking system will
have to advance for the project, and there are even doubts over

whether it will ever be built, despite the fact that it is essential if

the U.S. is to have access to its largest proven reserves of

natural gas.
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Energy:
Reactions in Agriculture

Developments on the energy front have had a direct impact on the
agro-food sector in terms of higher prices for fuels, fertilisers and other
energy-intensive products. Moreover, the indirect consequences of
higher energy costs -inflation, slower growth, if not stagnation,
deterioration in the balance-of-payments have compounded these
direct effects and made it that much harder for the sector to adjust to the
new situation. But it is adapting, as a recent OECD report1 explains.

Energy Consumption in the

Agro-food Sector

The agro-food sector as a whole

accounts for between 10 and 20 per cent
of final energy consumption in OECD coun¬
tries2. Of this total, the direct and indirect

energy consumption of agriculture itself

represents about 5 per cent. Differences

between countries are appreciable, as a

result of differences in their manufacturing
sectors, their level of food self-sufficiency
and the overall energy consumption of their
economies (Chart A).

The sector's energy consumption is div¬
ided between agriculture, fertilisers and

feedstuffs, food processing industries, dis¬
tribution and consumption, but the propor¬
tions vary a great deal from country to
country. While differences in statistical

treatment may account for much of these

variations, there are some real differences.

In Canada and the United States, for

example, the relatively high energy con¬
sumption of the processing industries
reflects their higher consumption of pro¬
cessed foods and the relative sophistica¬
tion of these products (freezing, packaging,
etc.).

The Time Factor

Unlike most other users, the farming and
food industries' energy consumption is
concentrated at particular times of the year
for fairly short periods (Chart B). It is vital

that energy should be available when and
where it is needed.

Farmers have to take action as and when

soil conditions or crop maturity permit. One
of the advantages of mechanisation is
precisely to enable them to make the most

of these short favourable periods. It is also

important to appreciate that farming con

sists of a series of interrelated actions: the

energy used in sowing and cultivating
would be wasted if none were available at

harvest time. Moreover, farms' energy

requirements vary in terms of timing and
quantity from one year to the next,

depending on weather conditions.

The efficient timing of agricultural oper¬

ations can make a significant difference to

the amount of energy consumed and the

size of yields. Early sowing enables cereals

to make the most of photo-synthesis (they

benefit particularly from the long days of
early summer). Late harvesting allows pro

ducts to dry on the stalk and reduces drying

requirements, although it may also
increase the rate of loss.

On the other hand, the storage of many
agricultural products requires above all a

constant supply of energy. If supply is held
up for any length of time, considerable

losses might be incurred.

Some processing industries, such as

dairy products and cereals, can keep their

factories turning throughout the year. Oth¬

ers, like fruit and vegetable preserving and
sugar refining, operate for only a limited
season, sometimes no more than a few

1. The energy problem and the agro-food
sector, to be published shortly.

2. This is not only direct energy (diesel oil for
the tractor) but also to a certain extent indirect

energy (the energy needed to manufacture the
tractor); there are clearly limits when calcu¬
lating indirect energy consumption (no account
is usually taken of the energy used to manufac¬
ture the machine tools that built the tractor).

A. FINAL ENERGY CONSUMPTION IN THE AGRO-FOOD SECTOR, 1980

;TRY 34.5?i

Agriculture

Note: This chart represents an approximate weighted average of the situation in the OECD area. It is
not necessarily valid for a specific country, as there exist sizeable differences in the structure of
energy use from one country to another.
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weeks. Seasonal agricultural production

can thus be wasted - and along with it the

energy it consumes if the factories

cannot operate at the right time.

Impact of the Energy
Situation

Although since 1974 final energy prices

have increased less than crude oil prices,

they have nevertheless increased appreci¬

ably faster than those of other inputs in all

OECD countries. In 1980 their index (base:

100 in 1970) exceeded the general index

for purchases of goods and services by

between 35 and 60 per cent. Important as

it is in shaping the development of the

agricultural sector, energy is not the only

factor involved; labour and product costs

are even more important in some cases.

The impact of higher energy prices varies

greatly as between one industry and one

agricultural system and another, and as

between one country and one region and
another.

In many countries, the price of fertilisers

rose up to 1979 by less than the general

index of agricultural purchases. However,

in 1 980 (and in some countries as early as
1979) fertiliser prices started to increase

more rapidly, exceeding the average of

agricultural inputs by 10-30 per cent in

most countries (with the exception of

Denmark). The price of nitrogenous fertilis¬
ers, which contain about six times more

energy than the others, increased less

rapidly than the prices of phosphate and

potash fertilisers in many European coun¬

tries and in Japan. In the event, surplus

production capacity was a much more

decisive factor than the rise in energy

prices.

Bigger Farms Less Vulnerable

Taking farms with the same type of
production, it is evident that the relative
level of intermediate energy consumption
falls as the size of the farm increases. Big

farms use less energy per hectare than

small ones, probably because they practise
less intensive methods of arable or live¬

stock farming; they are therefore less
affected by rising energy costs than small
farms. Fragmented farms with scattered
fields that involve longer travelling times,

are faced with higher energy bills. Dearer

energy may, therefore, increase the income
disparities within the agricultural sector.

Production Methods

Farms geared to products which incor¬
porate a lot of energy in their value added
are naturally more affected than others.
The consumption breakdown between dif¬
ferent energy sources is also important in
this respect, owing to price differences

B. AGRICULTURE'S SEASONAL

NEEDS FOR ENERGY
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between one energy source and another

and changes in relative prices over time. In
France, for example, cereal farms rely on oil

for 80 per cent of their energy require¬
ments, whereas oil accounts for only

60 per cent of dairy farms' energy con¬

sumption. They use more electricity, and

the price of electricity, although much

higher to start with, has not risen as much
as the price of oil. Production methods and

the mix of agricultural activity are also
important. For instance, cattle farms with

ample grazing land are far less exposed

than cattle farms buying in feedstuffs from

outside, as a comparison between Aus¬
tralia and the United States shows. Simi¬

larly, irrigated maize requires 1 Vi to 2 times
more energy (not counting drying) than
non-irrigated maize of equivalent yield.

There are also significant differences

between countries with extensive produc¬

tion methods, like Ireland and Spain, which

have a ratio of energy cost to net value

added of around 4-5 per cent, and those

countries with intensive production sys¬

tems, like Germany, which has a ratio of

1 5 per cent.

The price of indirect energy adds still

further to the difficulty of this analysis. The

price of nitrogenous fertilisers varies appre¬

ciably from one country to another and

cattle feed prices depend more on the

world feedstuffs market than on the price

of energy.

How Have Farmers Reacted?

The impact of the new energy situation

has varied markedly according to the struc¬

ture of the agro-food sector, the production
methods used and the national infrastruc¬

ture. Efforts to adapt to changes in the

energy situation have also differed greatly.

But it is clear that a process of adjustment

is under way, at a more or less advanced

stage, depending on the country.

Drying cereals accounts for a large part of agriculture's energy consumption. Below: the Grande
Paroisse hot air silo, Seine-et-Marne, France.
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Apart from a few exceptions, overall

fertiliser consumption which represents

30 per cent of agriculture's total consump¬

tion of energy- stopped growing from
1973 onwards, and in some cases even

went into decline. On the other hand,

consumption of nitrogenous fertilisers con¬

tinued to increase3. In general, farmers
appear to have opted for short-term pro¬

ductivity at the expense of the medium-

term fertility procured by phosphates and

potash. It will be interesting to see if this
behaviour continues and, if it does,

whether it endangers the level of produc¬
tion.

The heated greenhouse sector has been

hardest hit by rising energy costs, since
energy accounts for 20 to 40 per cent of its

production costs. The position of green¬

house operators is particularly difficult
since they are generally located in the

coldest regions. They have responded by
improving insulation and reducing their
heating requirements in winter, whether by
producing at different times (which also

means a drop in their selling prices), by

extending the growing period, by changing
their production methods or by converting
to cheaper sources of energy like coal

(which is not always possible owing to
environmental regulations). In Germany,
energy consumption in greenhouses

dropped by 50 per cent between 1 975 and

1 980 and vegetables now account for only
30 per cent of production, compared with
70 per cent for pot plants and flowers. In

order to maintain their incomes, green¬

house operators have also started pro¬
ducing open-field seasonal vegetables.

Generally speaking, there will probably
be a shift towards non-oil energy sources in

future in both Europe and North America,

and a trend for greenhouses to be moved to

sunnier regions or to the immediate vicinity

of power stations or industries with waste
heat.

Legumes (lucerne, clover, soya beans,
etc.) have followed a trend that may at first
sight seem paradoxical, but when exam¬

ined more closely, provides a typical
example of the relative importance of the

energy factor in the evolution of the agro-

food sector. These varieties need only
small quantities of nitrogenous fertilisers

and farmers can therefore save energy by
growing legumes rather than more

demanding crops such as maize. There

seems to be a logical trend in the United

States for the acreage under maize to have

plateaued while soya bean acreage has

increased at a high and sustained rate4
(59 per cent from 1970-72 to 1979-80).

The determining factor of this development

has been price: the relative price of maize

fell while the price of soya beans rose. In
Europe there has been a substantial fall

(about 30 per cent) in the prices of lucerne,

ufyy

How to produce low cost nitrogen fertilisers. Above: research into a less energy-intensive process,
using the ability of some micro-organisms in the soil to absorb nitrogen from the atmosphere and
convert it into nitrates.

clover and other legumes in the three main

producing countries (Germany, France,

Italy) and a considerable increase (140 per
cent) in the area under fodder maize. There

are a number of reasons for this: a disparity
in fodder yields (45 tonnes for fodder maize

as against some 8 tonnes for clover or

lucerne); the existence of guaranteed prices
for cereals and not for legumes; the virtual

stagnation of the relative price of nitroge¬

nous fertilisers up to 1 980, which favoured

cereals; and the fact that lucerne drying

plants have been seriously affected by

increased fuel oil costs (25-30 kg required
to dry 1 tonne).

Rising Costs of Transport

Transport is particularly vulnerable to
increases in energy prices since it relies

primarily on fuels derived from oil. Agricul¬
tural products which depend exclusively on
road transport will go up in price relative to

others, as will those which are produced a

long way from centres of consumption. For
example, in the United States the prices of
Californian market-garden produce sent to

East Coast markets have risen enough for
production to be started in Florida, and

these producers in turn face competition
from new developments in Virginia, which
is still nearer the consumption centres of

the North. Production of poultry may also
become geographically dispersed; at pre¬
sent it is located mainly in the South and

Southeast of the United States involving
transportation over distances averaging
1 ,900 km. Finally, remote or sparsely pop¬
ulated regions will also suffer, since the

rising cost of collecting produce will be an
additional handicap in terms of their com¬

petitiveness.

The increasing cost of maritime trans

port might make overseas exports less

competitive, especially in the case of cer¬

eals whose value per kg is low5. In fact,
there seems to be no direct relationship

between the trend in freight costs and the

increase in fuel oil prices since 1970. The

considerable fluctuations in freight costs

are a result of the variations in the supply

and demand of maritime transport, which is

a function of many other factors.

The situation is slightly different as far as

shipping meat is concerned, as freezing
calls for additional energy. Whereas freight
rates for wheat doubled in current prices

between 1970 and June 1979, they tri¬
pled or quadrupled for meat. These ships
are also less dependent on trends in the

freight market as a whole because of their

specific function.

On the whole, fuel oil costs will certainly
affect the long-term trend of shipping
costs, but these effects will be irregular and
will also be attenuated by some improve¬

ment in productivity.

Consumers' Response

The cost of energy represents only a tiny
percentage of food prices on the whole; the

relative rise in energy costs has been small,
while other factors such as the size of

harvests and the cost of labour have

masked the impact of the energy factor.
However, the rise in oil prices in 1979-80

3. Except in Ireland where it is closely linked
to farmers' incomes and has fallen since
1979.

4. These two crops can easily replace each
other in the United States.

5. About 70 kg of oil is needed to transport
1 tonne of cereals from Australia to the United

Kingdom and 20 kg for the Montreal-Rot¬
terdam route (return in ballast).
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ADJUSTMENT TO THE NEW ENERGY SITUATION

How can the agricultural sector contribute to the global

objectives of the national energy policies of OECD countries? By
saving energy? By converting to other energy sources? Or by
exploiting the biomass (see box, page 38)?

The agro-food sector probably has more scope for changing
the pattern of its energy consumption than any other indus¬

try.

With the exception of the greenhouse and drying sectors, the

adjustment process has just started, because the relative price
of final energy had increased only slightly up to 1979 and also
because the technical and economic merits of new techniques

had to be researched and evaluated. At the same time the public

authorities have done little to support or encourage these
innovations. For all these reasons, the ideas listed here for

changes in the production methods of the agro-food sector are
possibilities for the future rather than current practice.

mShmI Elimination of Waste and Losses

Use of agricultural machinery

Better tuning of all engines and machines (air filters, injection
pumps) and matching tractors to the work for which they are
used.

Changes in tractor design (electronic devices to run the engine
at optimum efficiency and radial tyres with a lower rolling
coefficient; potential savings of 10 to 20 per cent).

Drying and dehydration

Conversion to natural drying.

Earlier sowing (allowing the product to dry standing, hence
less need for additional energy for drying, savings of up to

1 5 per cent).
Better regulation and intermediate reheating of the air (up to

1 5 per cent).

Two-stage drying (up to 35 per cent).
Simpie automatic regulation for dehydration (nearly 10 per

cent).

Recycling exhaust gases (savings of 10 per cent; when used
for pre-drying fodder or pulp, savings of between 35 and 45 per
cent).

Pressing fodder and separating the juice.

Greenhouse heating

Controlling heat losses (double glazing - savings of 30 to
45 per cent - or reflecting screens at night - 30 per cent in
United Kingdom or German conditions).

Controlling greenhouse temperature (more and more feasible
with modern programming techniques).

Considerable research needed to determine optimal values as

regards stages of plant growth.

Irrigation

Automatic detectors of soil moisture.

Drip irrigation.

Fertilisers

More rational application of fertilisers (implying better timed
applications, slightly below the surface, delivered close to the
plant, more suited to its needs and to those of the soil, applied

by more accurate spreading equipment that can work in all
weather).

Use of tests indicating the level of residual nutrients from the
preceding crop.

Use of fertilisers releasing nitrogen more slowly (sometimes
over 1 2 or 1 4 months) and a soil injection process using liquefied
instead of gaseous anhydrous ammonia, thus reducing losses in
the atmosphere.

Return to rotations including legumes, which in a temperate
climate can fix up to 200 kg of nitrogen per year.

Use of manure (economical within a radius of 4 or 5 km around

the cattleshed as transport costs are higher than for fertilisers;
beneficial effects on soil structure).

Processing

Control systems and systematic monitoring of losses
throughout the process.

Back-pressure steam turbines, temperature exchangers
recovering waste heat for reheating washing water or products
on entry, recovery o*- moisture, heat pumps, use of inverse

osmosis (when ready for industrial application, liquids can be
preconcentrated with 5 to 10 times less energy than at
present).

Recovery of waste with an adequate dry matter content (at
least 20 per cent).

Simpler recyclable packaging.

Conversion to Other Sources of Energy

Use of heat released by the cooling plant of electric power
stations or certain factories (chemical industries, brickworks,

dairy factories) for heating greenhouses (within a radius of
1-2 km); possibly in association with fish farming installa¬
tions.

Solar energy

Heating greenhouses: main problem storage of solar energy

to meet the demand for heat during the night.
Grain drying: difficulties drying takes place at a time of year

when there is little sunshine; problem of keeping wet grain
waiting to be dried.

Dehydration of fodder (energy requirements per kg of
products to be dried about 3 times higher than for grain, but
solar equipment could work for a much longer period).

Heating of rural housing and cattlesheds.
Provision of hot water.

Generation of a certain amount of motorised power.

Cooling.

Dispersed agricultural industries.

Windpower

Pumping irrigation water.
Additional electric power (connection with the electric power

network when legislation permits and the tariff structure is not
dissuasive).

Geothermal power

Some countries may also base their hopes on the use of
geothermal power (New Zealand, Italy).

Irrigation.

Ground heating (with warm water).

Greenhouse heating if the temperature reaches 60°.

37



USE OF THE BIOMASS

Considerable interest has been shown in the energy potential
of the biomass and most OECD countries have taken steps to

exploit it. But the available information on the biomass falls well
short of the ambitious scale of some of these projects.

To the extent that this lack of knowledge relates to the

economic and technical possibilities of the biomass, the exten¬

sive research now being made in this area may give some useful

pointers. But exploitation of the biomass also raises some policy

questions on which thinking is less advanced.

Should the public authorities encourage the production of

energy from the biomass? On the one hand, other sources of

energy may at the present time or some time in the future -
seem more attractive than the biomass, but, on the other hand,

the multiplicity of energy sources is an advantage and the

biomass has the additional advantage of being renewable. All

these factors are difficult to quantify. To this must be added the

problem of which conversion methods should be given priority,

of the danger of overlapping research in different countries,
etc.

From the specific point of view of agricultural policy, the use of

the biomass for energy purposes raises many problems of

competition and substitution:

competition for land, water, capital, etc., of which agriculture

for food production is equally in need;

competition with food for the products themselves: maize,

sugarbeet.

Is energy production from the biomass liable to lead to a

considerable change in the balance between food supply and
demand? Can it provide a solution to the problems of surpluses?
Does it offer a possibility of improving agricultural incomes? Will
it benefit from guaranteed prices and what will be the

relationship between these prices and those of food products?

What positive and negative effects will it have on the environ¬

ment? To what extent will agricultural trade be modified (the
Brazilian Proalcool programme consumed the equivalent of
24 per cent of world trade in sugar in 1 980)? Many choices must
be made, at a time when farmers' associations are beginning to
show their interest in the biomass.

The public authorities will be called upon to assess the
probable effects of the different national programmes and a
certain amount of international consultation on these pro¬
grammes might be necessary. A difficult choice will have to be

made between producing energy and producing food for export
or domestic consumption. A decision will have to be taken on

how this choice is to be made, whether on the basis of price or on
the dictates of government, and if government is to decide,

some means must be found to prevent excessive public

subsidies from exerting an adverse influence on trade.

7. This question will be analysed in phase II of the Agriculture and
Energy Activity and a symposium will be held at OECD in October on
the consequences of using the biomass as an energy source.

C. HOW MUCH OIL A TON OF FARM PRODUCTS CAN BUY?
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Using waste heat from power stations to heat glasshouses can bring substantial energy savings.
Above: Oil-fuelled power station in Yorkshire, United Kingdom.

and future increases will undoubtedly have
a more direct effect because the share of

energy in total costs increases with each

rise in oil prices.

For $100 of food bought, American
consumers spend only $4.50 for pre¬
serving and preparing it, while French

consumers spend a mere $2. There is,

therefore, little scope for energy savings at
this level. While the consumer knows that

it is in his interest to reduce his heating
bills, he is less careful about the electricity

consumed by his household appliances; he

could hardly economise on that anyway,
except by replacing them with more effi¬

cient appliances. Progress in this area will,

therefore, be fairly slow. On the other

hand, the catering industry (restaurants,
canteens, hospitals, etc.) which in the

United States uses almost as much energy
as agriculture, will perhaps be more res¬

ponsive to rising energy prices.

Effect on Agricultural Trade

The rise in energy prices has had a

complex impact on trade in agricultural

products because, although energy affects
every aspect of the world agro-food indus

try, its effects on individual areas are very
different.

Between 1980 and 1982 the relative

price of final energy rose 1.7 times in OECD

countries, but this multiple conceals sub¬

stantial differences between one country
and another (ranging from 1 . 1 in the United

Kingdom to 2.4 in Japan). Producers have

been hit to a greater or lesser degree
depending on the country. Moreover, the

absolute level of final energy prices has also

varied widely from country to country, as a
result of differences in the fiscal policies of
national governments. Differential in¬

creases in final energy prices have changed
the competitive arena.

There are also significant differences
from one country to another in terms of the

agronomic conditions of certain commodi¬

ties, giving rise to appreciable variations in

the unit energy consumption of particular
products which make some countries more

susceptible to a rise in energy prices than
others. In the international market, these

differences have altered the pattern of

comparative advantage. However, pro¬

ducers can adapt to these changes by
reducing their energy consumption (as, for
instance, maize producers who have sub

stituted natural drying for mechanical dry¬
ing). So it is hard to decide how much effect

rises in energy costs will have on interna¬

tional trade in cereals and animal feedstufs,

commodities whose energy content repre¬
sents 8 to 15 per cent of their market

price.

On the other hand, differences in agron¬
omic conditions and national energy prices
have had a greater impact on other
energy-intensive commodities, such as

hothouse products and, to a lesser extent,

products which depend on a large amount
of irrigation and drying. But the only
significant shift in trade appears to be in
hothouse products. Since 1976, hothouse

production of tomatoes and lettuces has

fallen 15 to 30 per cent in Germany,
Belgium and Denmark, while in the Nether¬

lands, where natural gas is much cheaper,
it has not changed. At the same time,
exports of Spanish tomatoes have

increased by 50 per cent (thanks to the
Canaries sun).

The supply of food products is beginning
to be affected by the use of agricultural
products for energy purposes. The price of

sugar, and, to a lesser extent, maize have

undoubtedly been kept up by non-food
projects like Brazil's Proalcool scheme and

the United States' Gazohol programme,

launched in 1975 and 1979 respectively.
In 1980, these projects consumed 6.2 mil¬

lion tonnes of sugar, out of a world market
of 26 million tonnes, and 3 million tonnes

of maize out of the 93 million tonnes traded

in international markets.

Increases in petroleum products prices
have left importing countries with less

foreign exchange with which to import food
products. Up to now, this problem has
hardly been felt in the industrialised coun¬

tries, as a result of the inelasticity of their
prices. On the other hand, it was to be

expected that developing countries might
reduce their imports of agricultural and
food products. However, insufficient in¬

ternal supplies have caused them to

increase their imports of food, and it is of
course impossible to know what level their

agro-food imports would have reached by
now if they had had the financial resources

to buy more.

In the longer term, oil importing coun¬
tries will look for ways of reducing their
balance-of-payments deficits, and one way
might be to increase their domestic agro-
food prodution in order to cut down on their

imports. To import one tonne of oil in

1 980, producer countries needed to export
six times as much wheat or four times as

much beef as in 1972, and that does not

help matters (see chart C). There could thus

be a decline in trade, especially in those
countries whose governments encourage
uneconomic production.

OPEC countries have the benefit of large
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revenues which enable them to import far

more agro-food products now than they
were able to before 1973. Some of these

countries are big buyers of food and agri¬

cultural products, even though their overall

domestic consumption is small. OECD

countries account for a regular 55 per cent

of these imports. However, given the small

populations of many OPEC countries, they

can hardly be expected to increase their
contribution to world trade much further,

since they already account for over 10 per
cent.

Difficult Choices for

Governments

As with other sectors, it is up to govern¬

ments to encourage agriculture to make the

necessary efforts to meet the objectives of

national energy policies, i.e. to save energy

and to replace oil by other energy sources.

It must also be given the means to coun¬

teract the damaging effects of higher

energy costs on farmers' incomes, food

prices and international competitivity. The

first of these objectives can be achieved by

traditional methods adapted to the specific

needs of agriculture, such as public infor¬

mation campaigns, research and develop¬

ment programmes and an appropriate

policy on energy prices. Measures for

promoting the adjustment of the agro-food

sector are still being discussed in many

countries; some governments look as

though they will opt for a policy of letting

the prices of agricultural energy move

freely in the same way as oil prices do on

the world market, while others may prefer

to prevent excessive fluctuations in favour

of a more gradual adjustment of prices.

In most OECD countries, the situation is

characterised by the problems of falling

agricultural incomes result of nume¬

rous factors, of which the cost of energy is

only one- and there might be a case for

using public funds to help the sector adjust

to the burden of higher energy costs.

However, the agricultural sector would

have to be shown to really be suffering
more than other sectors and there would

be a danger of opening up differences

between producers in different countries.

Coherence is needed not only in the policies

adopted for different sectors but also in the

design of investment incentive schemes

aimed at facilitating adjustment to the

energy situation. One crucial question is

what share agriculture should have.

For the moment, agricultural policy has

hardly been modified to take account of

concerns about energy costs. That would

probably not be the case if these costs

suddenly soared again or if the use of the

agricultural biomass for energy purposes

opened up the prospect for the agro-food

sector of an entirely new, non-food mar¬
ket.

Agricultural Trade

The Main Features of

Agricultural Trade
Developments

Whereas the rise in the overall volume of

world trade slowed down significantly in

the second half of the 1970s, world trade

in agricultural products accelerated. More¬

over, the growth of trade in agricultural

products has been more rapid than the

growth in agricultural production, and

while this differential has constantly

widened for agriculture, the corresponding
differential has tended to narrow for other

groups of products. Generally speaking,

and on a world-wide scale, agricultural
trade has better withstood the slowdown

in economic growth. It has increasingly

proved to be an integral part of domestic
food economies.

Agricultural trade represents in general a

small proportion of world output, with

important variations as between commo¬
dities. The geographical pattern of agricul¬
tural trade has become more diversified and

also reflects different trends for different

products. Some traditional trade flows
within the OECD area have continued to

develop. This is particularly the case with

exports from North America to Japan and,

to a slightly lesser degree, to the EEC, as

well as exports from Oceania to Japan. The

most marked development was the

increase in intra-EEC trade resulting from

the setting-up of the EEC Common Market

and the Common Agricultural Policy. Thus,

expansion in OECD agricultural trade during

the 1970's was not experienced in equal

measure by major participants.

New growth centres for agricultural

trade appeared outside the OECD area.

During the decade, the Eastern European

countries and the developing countries

became increasingly important outlets for

OECD agricultural exports. The OECD food

trade deficit with the developing countries

remained substantial, although the value of

its exports to these countries increased

faster than that of its imports. The OECD

has a growing surplus in its food trade with
the OPEC countries and with countries with

centrally planned economies.

The economies and trade policies of

these new trading partners are far from
uniform and raise new problems for the

agricultural policies of the OECD countries.

The latter have to cope with greater insta¬

bility and uncertainty, both in the short and
medium term. The evolution of trade

depends not only on the development of

agricultural production in those countries
(often very uneven), but also on their

general economic development, e.g. their
currency reserves. Whenever market con¬

ditions become particularly difficult, certain

regions within the OECD area act as the

supplier of last resort.

The main trends in world agricultural

trade have not been in only one direction.

The OECD's imports from the developing
countries have also increased. Moreover a

growing number of countries have become

both exporters and importers, particularly

in Europe. In this connection the develop¬

ment of trade in processed products

reflects the growing complexity of produc¬

tion and processing and shows that pro¬

cessing and distribution functions are

playing an increasing part in the world

agro-food system. It is therefore essential,
both at the national and international level,

to reach a better understanding of the

agro-food chains and the role of food

policies (more comprehensive than agricul¬

tural policies, stricto sensu).

Agricultural trade is affected by a whole

range of economic conditions and in the

longer run is tending to become increas¬

ingly dependent on the development of
trade in other goods and services. The

capacity of the importing countries (and
particularly the new ones) to finance their
agricultural imports depends on their

capacity to export other goods and ser¬

vices including both other primary products
and manufactured goods, as well as the

development of the terms of trade. This

interdependence means that an open

trading system must be maintained on a
global basis, covering all sectors of the

economy, while taking also into account

the specific characteristics of agriculture.

Differences in policies and practices for

the various groups of products have had a

clear influence on trade flows. Thus, within

the OECD, trade in coarse grains increased at

a rate distinctly higher than the average, and
trade in other animal feeds even more so.

Meanwhile the increase in the trade in meat

was about the same as the general average

for commodities whereas that for dairy

products was well below average. These

diverging trends highlight the importance
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of the feed livestock sector in international

trade. As regards animal products, many of
the serious difficulties encountered result

from the tendency of producers in the main

importing areas of the OECD to intensify

production, as a consequence not only of

changes in demand, but also in production

structures. These changes have involved

increased capital investment; in certain

cases, they have been associated also with

policies aiming deliberately at maintaining a

certain level and a certain geographic

distribution of the labour force. Ultimately

these questions relate to the allocation of

resources between economic sectors and

between the world's various agricultural
areas.

The Agricultural, Economic,
and Political Context

Having demonstrated the growing inter¬
dependence between agricultural trade and
trade in other goods and services, it is

necessary to study agricultural trade meas¬

ures in the context of overall trade policy. In
this respect, the oft reiterated determina¬

tion to defend the open multilateral trading
system, in spite of current economic diffi¬

culties and protectionist pressures, needs

to be strengthened in the agricultural field
as well as in other sectors.

More generally, the interdependence
between agricultural trade and the

economy as a whole requires greater

emphasis. In some countries, agricultural

trade plays a decisive role in the balance of

payments, in price trends and also in

general economic growth. Admittedly,

these effects are not equally pronounced in

all countries. In all cases, however, the

measures taken with respect to agricultural

trade have an impact on the level and

pattern of economic resources allocated to

the agro-food sector. Efforts aimed at

optimising resource utilisation and pro¬

moting adjustments to strengthen the

long-term growth capacity of the economy

must also be reflected in the role given to

agricultural trade. Hence, care should be

taken to avoid measures affecting agricul¬

tural trade that might distort the use of
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resources and reduce structural mobility,

whether within agriculture or between agri¬
culture and other sectors of the economy.

Even if such measures are useful in com¬

batting certain serious problems in the
short term, they will to a large degree have
negative long term effects on the economy
and to some extent on the agricultural

sector itself.

The development of agricultural trade

also depends more and more on general
trends in the economy and particularly on

changes in demand both at home and
in trading partner countries. Fluctuations
in exchange rates have also an effect
on trade, in both the short and medium

term, although this effect is difficult to
measure. In many cases the fluctuations
affect the ability of countries to compete,

and they affect the position of certain
products on the market more decisively

B. VARIATION IN OECD TRADE

OF MAJOR AGRICULTURAL

COMMODITIES, 1970-1979

(1970 = WO)
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than do price variations or even protec¬

tionist measures. Financial and monetary

policies, particularly in the major importing

or exporting countries, may affect agricul¬

tural trade as much as agricultural or trade

policies. Increases in energy costs may also
have direct effects on trade in certain

products, and indirect effects through the

balance of payments.

Agricultural trade is dependent also on
the basic orientation of agriculture and

agricultural policies. In all OECD countries,
agricultural policy has a number of objec¬
tives connected with, e.g., agricultural

earnings, security of supplies, supply-man¬

agement, social considerations, environ¬
mental protection, regional and land use

planning, contribution to the balance of
payments equilibrium.' These objectives
reflect the specific functions assigned to

agriculture in each country. However, other
economic sectors are also called on to

perform specific and sometimes the same
functions (e.g. in the fields of regional
development and employment) and in
these respects the role of agriculture within

the economy is not basically different from
other sectors. Agricultural policy objectives
should therefore be considered in this

perspective and every effort should be
made to reduce to a minimum the conse-
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quential effects on the market equilibrium,
on trade and on resource utilisation

between sectors and between countries

resulting from the pursuit of a disparate

range of policy objectives. Basically an

orderly expansion in trade is dependent on

a continuous multisectoral adjustment pro¬
cess in Member countries. Where this

process is already at work it is necessary to
ensure that its future orientation and

rhythm take account of general economic

requirements, policy problems and the

constraints facing the agricultural sector.

The choice of agricultural policy and

other policy measures is important. Some

measures are directly related to the volume

of production and have therefore an imme¬

diate impact on trade. Others have a less

direct effect, although it is rare that they

have no effect at all on production. Some¬

times measures currently applied fail to

meet completely the desired targets, for

example in terms of income support due

inter alia to the fact that no objective
solution has been found to reduce the

income problem. Furthermore, while some

of these targets can often be achieved

equally or more effectively by policies

which are not specifically of an agricultural

nature, e.g. social or regional policies, it is
evident that such feasible alternatives do
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not always exist (cf. problems of certain

regions). Overall, there is a need to inten¬

sify efforts to identify and to implement

alternative methods in the field of agricul¬
tural policies or other policies so as to

reduce protectionism without jeopardising
the basic objectives of such policies. It

appears that in many cases the adjustment
called for to reach such results would be

marginal.

Lastly, it must be recognised that agri¬
cultural trade is also influenced by general

policy decisions and particularly by certain
strategic considerations. The major world

agricultural trading countries belong to
different political groups, and this in¬

fluences not only the general pattern of
agricultural trade, but also the nature of the
measures taken.

The Nature of the Problems

and the Consideration of

Solutions

The analysis of agricultural trade prob¬
lems and the quest for solutions should be
based on three fundamental considerations

with due regard to the specific characteris¬

tics of agriculture and agricultural policies

in each country: ensuring that agriculture
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participates in the development of an open

trading system; placing agricultural trade

problems within the context of positive

adjustment objectives; and taking account
of the impact of national agricultural poli¬

cies on trade and the functioning of inter¬
national markets.

Agricultural trade measures are gener¬

ally aimed at ensuring a degree of isolation

for the domestic agro-food economy vis-
à-vis other countries or the international

market, and this is generally referred to as

"protectionism". Various types of meas¬
ures have somewhat different effects but

what really matters is the resulting degree

of protection, i.e. how much preferential

treatment domestic producers receive

compared with producers in other coun¬
tries.

The direct or indirect effect of most

protectionist measures is to raise the level

of domestic production beyond that which
it would have reached in their absence,

thus affecting the pattern of resource use,

both within the national economy and

between the various countries. Imports are

often seen, on a net basis, as a supplemen¬

tary source of supply and in most cases are

required to satisfy needs which cannot be

met by domestic output, whereas the

corresponding exports are an important
element in the economies of a number of

countries. Efforts should be made to avoid

an excessive reduction in the longer run

import requirements to more marginal le¬

vels, particularly in OECD countries, as a

consequence of their productivity reserves

and the relative stagnation of food
demand. Such a trend would have adverse

effects on general economic growth.

It would therefore be desirable to con¬

sider the possibility of reducing the level of

protection with an impact on production.

At first sight, it may seem that the lowering
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of the level of protection given to produc¬

tion could seriously affect the agro-food

economy of the countries concerned. How¬

ever, it emerges that the degree of protec¬

tion afforded is often greater than is neces¬

sary to achieve the desired objectives.

According to certain studies, reduced pro¬

tection may entail smaller modifications to

the agriculture of the countries concerned

than is often supposed although the exact

magnitude of the adjustments and their

effects need to be adequately assessed.

Particular adjustment problems may occur,

for example, in the related fields of employ¬
ment and regional development. Such a

reduction in the level of protection could

obviously be achieved only gradually over
time; it should be undertaken in a balanced

manner by all countries and applied to all

products so as to avoid any distortion
between countries. In such a situation

prices on the world market would

undoubtedly be higher than present "world

prices", and this of itself would help to

ensure a better balance of supply and
demand and resource allocation. Such a

reduction of the differences in prices among
the major trading nations might itself con¬

tribute to improving the functioning of
international markets, bearing in mind the

particular situation of certain developing
countries.

Consideration should be given in the

appropriate international fora to ways of

initiating a progressive multilateral proce¬

dure aimed at lowering protection levels.

Such a process will entail the listing and

analysis of all forms of direct and indirect

protection and their effects on the various

elements in Member countries' agricultural
sectors and on other facets of their econ¬

omies. Such a process would imply adjust¬

ment of domestic policy and trade policy

measures in order to take more fully into

account wider international trade implica¬

tions but would avoid questioning the basic

objectives of agricultural policy; it would

imply, in particular, an examination of ways

to ensure that protective measures are
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gradually less tied to production. In this

context, consideration should be given to

the possibility of applying other support

measures less directly related to produc¬

tion and more in line with positive adjust¬
ment guidelines1. Such a procedure should
lead to a higher degree of agricultural trade
liberalisation and contribute to both

national and international economic

growth. It would thus contribute to more

general efforts to develop an open multila¬
teral trading system.

However, any move towards a system
which is more open and better able to

ensure adjustment among national agro-
food systems by means of a more compre¬
hensive international market presupposes

that a number of questions relating to
market instability and food security be
satisfactorily dealt with so that the coun¬

tries concerned can have greater confi¬
dence in the workings of international
markets.

The instability and uncertainty which
characterise international agricultural mar¬
kets result from factors which are natural

(climate), economic (low supply and
demand elasticity) and of a policy nature
(varying degrees of isolation of national
markets and other such factors). In order to

grapple with the instability resulting from
natural and economic factors, it will first be

necessary to make national and interna¬

tional information and forecasting systems
more efficient, more comprehensive and
more transparent. To reduce uncertainties

surrounding future market trends, it will be

necessary to carry out, in particular, objec¬
tive assessments of future supply and
demand trends in the major world regions,
in addition to analyses of production capa¬
cities and trade flows. Such studies, taking
particular account of the relationships
between commodities, should facilitate the

definition of medium-term policies.

Instability can also be caused or be

aggravated by the effect of national poli¬
cies and in particular by protectionist
actions in the international market. These

actions are often justified by the necessity
to counter the instability of the latter; in

fact, these actions, whether taken by
exporting or importing countries, can also
be one of the causes of this market
instability. Means must therefore be found
to break this vicious circle and to assure

simultaneously a better functioning of
international markets and a balanced
development of trade. The reduction of the
level of protection would enable the inter¬
national market to adjust better to the
underlying trends in supply and demand,
especially in the medium term. However,
this may not of itself be sufficient to assure
market stabilisation, especially in the
short term. In addition to consultations

/. See the report by the Committee for
Agriculture in "The Case for Positive Adjust¬
ment Policies", OECD, 1979, p. 59.
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before the introduction of measures

affecting trade, it may also be necessary to
improve the co-ordination of national poli¬
cies and, in certain cases, of market man¬

agement mechanisms, for example in con¬

nection with stockholding. Thus, the

burden of adjustment could be shared in a

more balanced way between the various

partners.

In addition, the functioning of agricul¬

tural markets is disrupted by aids to agri¬
culture, including export subsidies, which
accentuate the artificial character of "world

prices" and hamper adjustment in those

countries where they are granted. This is
notwithstanding that in the current eco¬

nomic situation, financial difficulties and

budget restrictions may have curtailed

support expenditures and in some cases

producers have been required to contribute

to the costs of disposing of excess sup¬
plies. Participation by producers improves

the transparency of the system and helps

to transmit market information but can

only be truly effective if it has a real impact

on the level of production. The adjustment

of aids, including export subsidies, and all

other measures which produce similar

results (export credit, etc.) is therefore an

essential element in any programme aimed

at the lowering of the protection level and

improving the functioning of markets. To

the extent that they are accepted by

trading participants, regulations and codes

of good conduct can improve the transpar¬

ency of national actions and render them

more susceptible to international disci¬

plines.

While considering the problem of market

instability, due regard should be paid to the

effects of general economic factors, in

particular developments in the monetary

field, such as fluctuations in exchange rates
and interest rates. These factors have

significant short-term implications for agri¬
culture as for other sectors. Recent events

have demonstrated that in the space of a

few months, changes in exchange rates
can have a serious impact on the character

of the market and on trade flows and may
negate the positive effects of negotiated
changes in tariffs and other impediments to
trade.

The pursuit of food security is a justified
and major pre-occupation of governments.
The global food situation implies that all

countries consider it necessary to produce
food; consequently production takes place
under a wide range of conditions. Concern

with food security takes different forms in
different countries2. However, an effective

2. The problem of food security is most
severe for developing countries, but this

problem is beyond the scope of this Study. For
the poorest developing countries food security
is dependent on an increase in domestic pro¬
duction, accompanied by greater purchasing
power and improved marketing structures;

(footnote continued on page 46)
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food security policy needs to be considered

in a global context, as well as at the

national level. Food security is not syno¬

nymous with the maintenance of total
national self sufficiency and is not incom¬

patible with the orderly development of

trade. In this respect the positive contribu¬

tion of an open multilateral trading system

to world food security should be recog¬

nised. On the one hand, importing coun¬

tries require assurances with respect to the

conditions of access to supplies from

exporting countries; on the other hand,

exporting countries require assurances

with respect to conditions of access to

markets in order to maintain efficient pro¬
duction and thus contribute to world food

security. At the same time, it has been

(footnote 2 continued:)

while food aid may play an important sup¬
porting role, resort to the world market is bound

to be limited. On the other hand, developing
countries with higher income levels will have
easier access to the world market and their

level of food security will be more closely linked
to it.

shown in one country that it is possible to
maintain sufficient production potential to
cover basic food needs in the event of

imports being interrupted, without neces¬

sarily exploiting the whole of this potential

in normal times, but rather providing for an
adaptation of production and consumption
patterns. It should be considered whether

this approach could be adopted more

generally by Member countries so that food

security and trade expansion could become

more compatible.

To cope with difficulties encountered on

international markets increasing resort is

made to bilateral agreements, a practice

which is not confined to agriculture. When

such agreements are sufficiently flexible,
and are concluded with countries whose

participation in the international market is

unpredictable, they may help to increase

market transparency and stabilise certain

trade flows. However, the proliferation of

bilateral agreements could be harmful to

the multilateral trading system, unless

subject to rules generally accepted at the

multilateral level and designed to curtail

their negative effects, particularly on resi¬

dual markets and on the least economically
robust market participants.

Meanwhile, the successful establish¬

ment of international commodity and pro¬
duct agreements has proved difficult in

practice, especially when such agreements
have contained rigid price provisions. In
situations in which substantial fluctuations

in supply have occurred, market forces

have frequently prevailed over the market

stabilizing provisions in such agreements.
However, a number of examples have been
noted of more flexible and less ambitious

co-operative arrangements between
market participants which have been

implemented in various international fora.

In many cases these arrangements have led
to positive results.

Notwithstanding that a clear relationship
exists between national policies and inter¬

national trade stability, the implementation

of the desirable marginal adjustments in
domestic policies can best take place if

such moves are planned and co-ordinated

within a concerted multilateral approach
aimed at achieving a balanced reduction in
protectionism and a liberalisation of trade.

Although the results of previous multila¬

teral initiatives have been limited, in part

because it has not been fully possible to
include agriculture in the major endeavours

to liberalise trade, it is apparent that a

multilateral approach based on comple¬

mentarity of national and international

action can provide a comprehensive, effec¬

tive and durable solution to the problems of
markets and international trade. Such an

approach would have to take into account

the specific characteristics of agriculture as

a sector and the related national policies.

The study has shown that, in order to be

successful, such a multilateral approach

should be based on the principle that an

improvement in the functioning of the
international market is dependent on a

co-ordinated attempt to take more fully
into account international market consider¬

ations and general economic objectives in

the formulation of domestic agricultural
and agricultural trade policies. Such a

multilateral approach might be imple¬
mented either through general consultation

aimed at reaching basic longer-term solu¬

tions or by means of a more limited

approach seeking practical and immediate

solutions to specific problems. In fact, the

two methods are not incompatible and

might be followed simultaneously within an
appropriate institutional framework. What¬

ever approaches are applied, the aim

should be to integrate agricultural trade
more fully with the open multilateral
trading system to which all OECD countries
subscribe.

46



The Outlook

for Western Shipping :
Changes in Political Structure

by Roy Humphrey^

During the last years of the Seventies,

shipowners in every Member

country of the OECD, and indeed

worldwide, have been exposed to violent

changes, economic, technological and pol¬

itical. There seems no reason to expect that

the Eighties will be any different since it is

hard to envisage almost any major eco¬

nomic or political disturbance that would

not have direct or indirect repercussions on

some sector of world shipping. Even

without such disruptions it appears fairly

clear that the Eighties will be a period of

significant changes in the political structure

of the industry, many of which have been

foreshadowed during the second half of the
Seventies.

In essence, the political changes to be

expected reflect the more general changes
in economic balance between various

regions and types of economies. Within the

OECD, shipping has generally been

regarded as a sector of the economy in

which the government's role is that of a

referee, allowing commercial parties to

provide the services called for, without the

direct involvment of government in support
of one side or another2.

The centrally planned economies, on the

other hand, have always considered ship¬

ping as an adjunct to economic aims

outside the shipping sector and have
tended therefore to take the 'least cost'

rather than 'most profit' approach to trans

port. Examples of the intimate and essen¬

tial involvement of government in shipping

activities are the allocation of ships to

shipping lines by the appropriate USSR

Government Departments3 and the use of
ships on foreign trade routes to acquire

foreign currency or provide cargo for ships

carrying foreign aid which otherwise would
return unladen.

The developing countries cover a com¬

plete spectrum between these two

extremes, and there are three main strands

in government involvement.
The need to have some control over the

cost and competitivity of import and export

has led some governments to play a role in

freight-rate determination.

The desire to help national shipping

firms, either private or state, has made

discriminatory provisions in favour of

national flags and lines common.
The attitude more emotional than

economic that the cargo generator is

entitled to transport his own cargo, regard¬

less of his ability to compete commercially,

has given rise to the concept of bilateral

cargo sharing and discrimination against

foreign shipping countries and lines.

These three imperatives may contradict
each other, and indeed their combination is

one main reason for the ambiguities in the
United Nations Convention on a Code of

Conduct for Liner Conferences which

should enter into force by the end of 1 982

(see box). However, there seems no doubt

that the developed, market-economy

countries will progressively be faced with

having to react to, or accommodate,

growing government involvement in ship¬

ping to promote these three aims. How

they respond will determine the main line of

Western shipping policy during the

remainder of the century.

Bilateral Agreements

and Cargo Sharing

The concept of the bilateral agreement in

shipping follows on logically from the sale

of commodities on a government-to-go¬
vernment basis. Where, as in the Eastern

European countries, the governments con¬

cerned subscribe to the concept of shipping

as an adjunct, the transport of the cargo

will almost inevitably be undertaken by

enterprises of the importing and exporting

nations. In almost all shipping agreements

between state-trading and developing

countries, a 50/50 cargo-sharing arrange-

1. Head of OECD's Maritime Transport and
Tourism Division.

2. This philosophy is embodied in OECD's
Code of Liberalisation of Current Invisible Oper¬
ations.

3. This practice makes comparisons with
Western shipping lines on capital cost, loan-
servicing and depreciation virtually meaning¬
less.

Liner Conferences and the United Nations Code

Liner conferences constitute a system whereby individual
ocean liner companies agree between themselves to quote
uniform rates, schedule services and reduce competitive pres¬
sure in other ways. Although these are cartels, it has been
generally recognised that, provided safeguards exist, they work
to the benefit of user and shipowner. Most conferences operate
on a basis ofself regulation but some countries have systems of
governmental control to a greater or lesser extent.

The United Nations Liner Code attempted for the first time to
regulate liner conferences by an international Convention. At the
same time it sought to encourage the participation ofdeveloping

countries in the liner trades by making entrance to conferences
easier and giving the exporting and importing countries certain
rights to shares in their own trade. The Convention was
negotiated under the aegis of UNCTAD (United Nations Confe¬
rence on Trade and Development} in 1973/74. It has not yet
entered into force because although it has 52 contracting
countries it has not yet reached 25 per cent of world tonnage.
However, this is expected within the next twelve months. The
Convention relates to cargo carried by liner conferences and
does not apply to other general cargo shipping nor to the
bulk-trades such as oil, iron ore, grain, coal, etc.
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ment has been incorporated as it has in the,

as yet, more limited trades between devel¬

oping countries. However, if one country

such as the USSR operates such a policy

and, as in most Western countries, its

partner does not, there is a tendency for

the shipping to come under the control of

the first, using its own enterprises to the

extent of their capacity. This is true of

European bilateral trades with the USSR,

although growing awareness and more

vigorous reaction on the part of European

governments and shipowners may be

stemming the tide.

Yet it seems almost inevitable, as the

decade advances, that the pressure upon

Western governments to adopt bilateral

policies in shipping will increase. The UN

Liner Code is undoubtedly a step in this

direction since, for some time after its entry

into force, it will app:' < only to a minority of
countries and hence will have the effect of a

series of bilateral agreements between the

contracting parties. It is for this reason that

the common EEC approach, which has

been endorsed by the Scandinavian coun¬

tries, is of particular importance: the cargo-

sharing provisions (and certain other arti¬
cles) of this Code are not to be applied to
trade within the Common Market or trade

within OECD, "subject to reciprocity". Thus
"commercial" regimes within OECD will be

preserved. In trade with non-OECD coun¬

tries, furthermore, the share allocated to

the lines of EEC Members and OECD

Members which are contracting parties to

the UN Code is to be open to normal

commercial competition (again on a basis
of reciprocity). This reinforces the basic

philosophy of OECD countries that there

should be no discrimination against each

other's shipping companies.

However, many developing countries are

extending the principle of the rights of the

cargo generator, the so-called 40/40/20

concept implied in the Code, but only for
cargo carried by members of liner confer¬

ences4, to all general cargo and even to the
bulk trades which are untouched by the
Code. So far pressures to extend the

concept have been somewhat sporadic,

but the increasing spread of such measures
into the bulk trades will be a threat to the

traditional maritime countries, particularly
those which have little bulk cargo of their

own to export or import, but have carved

out a place as professional transporters of

other countries' cargo, e.g. Greece and

Norway.

The concept of the rights of cargo

generators can also arm the economy of

many developing and developed countries
(e.g. Canada, Switzerland and New Zeal¬

and) whose economic growth is intimately
involved with the freedom and efficiency of
international shipping and keeping costs
down: any service based on non-economic.

criteria of operation will almost invevitably
increase costs, and these must ultimately
be borne by the producer or consumer of

the goods transported.

Western governments have to keep the

aim of maintaining liberalisation firmly in
mind, but at the same time Western

shipowners must probably resign them¬
selves to the fact that, as the years pass,

the opportunities for them to compete on

an equal footing with the ships of non-

SHARE OF MAJOR NATIONAL

GROUPS IN THE WORLD FLEET

per cent of world tonnage

OECD COUNTRIES1

1. Including Great Lakes fleets. Mem¬
bership as at present.

2. Cyprus, Honduras, Lebanon, Liberia,
Panama, Singapore (to 1980), Costa
Rica (to 1960), Somalia (1968- 1976),
Oman, Bahamas (from 1976) and
Vanuatu.

3. Albania, Bulgaria, Czechoslovakia,
Germany (Democratic Republic), Hun¬
gary, Poland, Romania and USSR.

4. Bermuda, Cuba, China (PR), Israel,

Korea (North), South Africa, Viet¬
nam.

SOURCE: Lloyd's Register of Shipping.

OECD countries in the trades they gener¬

ate will steadily be eroded.

Open Registry

The development of the open registry (or
'flag of convenience' as it is more fre¬

quently but less meaningfully called) was
one of the most notable features of the

Sixties and early Seventies. In 1963,

1 1 per cent of the world fleet was opera¬

ting under such flags (see chart); by 1 976 it

had risen to 27 per cent, and the tonnage

concerned had grown more than six-fold to

100 million grt. Since that time, however,

their share of the world fleet has stagnated,

and by mid- 1981 the total fleet of the six

countries traditionally regarded as open

registers5 had started to decline in absolute
terms, dropping by 1 V4 million grt from the
mid-1980 level.

The concept of the open registry is the

complete antithesis of that of the state-

controlled transporter of nationally gene¬

rated cargo and as such is philisophically

very close to the basic approach of Wes¬

tern countries. Unfortunately, the idea of

the 'free flag' was associated for a long

while with an abdication of the obligation

that a 'State must effectively exercise its

jurisdiction and control in administrative,

technical and social matters over ships

flying its flag'6, a principle that has been
endorsed in the draft Convention on the

Law of the Sea currently under negotiation.
As a result, these fleets have been attacked

both by those countries, particularly in the

developing world, which see the existence
of such fleets as economic colonialism and

a bar to their own national development,

and by those countries and organisations

which have sought to improve substandard

ships and restrict the under-cutting of

wage levels, particularly in North-West

Europe.

If left to the action of pure economic

forces, there is little doubt that open

registry fleets would maintain their steady

growth, as the various competitive pres¬
sures continue to focus attention on mini¬

misation of costs. But the future of the

open registry fleets will depend far more on

social and political forces than upon pure
economics. In essence the decision will lie

with the authorities of the open-registry
states themselves as to whether the

advantages outweigh the opprobrium to

which they may be exposed in the interna¬

tional community. What has already

become apparent is that the world commu-

4. Forty per cent to ships under the flag of the
exporting country, 40 per cent to ships under
the flag of the importing country and 20 per
cent to third flag carriers.

5. Liberia, Panama, Singapore, Cyprus, Baha¬
mas, Lebanon.

6. UN Convention on the High Seas, 1958,
Article 5(1).
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nity is less willing to accept the operation of
substandard ships under any flag, and the

open registry countries are all working to
eliminate them under the aegis of IMCO7
and the International Labour Organisation

(ILO) though there is a long way to go.
Singapore led the way, first with legislation
to eliminate the oldest ships on its register

and clearly establish the real ownership of
ships under its flag and then the decision to
limit its register to genuinely resident com¬
panies which removed it from the list of
open registers at the beginning of 1982.
There seems every reason to expect that, in
this sense, the 'genuine link' between ship
and country of registry as defined in the
Convention on the High Seas, will become
more real as the open registry states

acquire mechanisms to ensure that the
international obligations they have accep¬

ted, particularly under IMCO and ILO-
sponsored Conventions, can be honoured
and policed.

Whether 'open registries' will be phased

out by introducing 'economic' links bet¬
ween ship and country of registry (concer¬
ning manning, local management and share¬

holding, and incorporation into the eco¬
nomic structure of the host country), as

proposed in the UNCTAD context, seems
far more doubtful. Although the first steps

towards a Convention on terms of registry

have been taken, it is extremely hard to see

how these aspects can be defined in such a

way as not to restrict severely the existing

systems of many countries which do not
operate open registers, e.g. the United

Kingdom (which places no restriction on
the nationality of shareholders).

Even if a Convention is produced, its

application to countries which are not

contracting parties will be extremely diffi¬
cult. There seems little evidence that any of

the developed or developing countries,

least of all those which provide the bulk of

the personnel for these fleets, feel suffi¬

ciently strongly about the open registry

phenomenon to introduce legislation

against it. Without such legislation it is
hard to see sufficient pressure being

exerted upon open registers to remove the

facilities they offer. Nevertheless, on

balance, it seems probable that the share of

the open registry fleets in world shipping
will decline. The increased administrative

and verification control, if effective, will

undoubtedly deter the operator who can¬

not, or will not, meet the necessary stan¬

dards. Although such operators are few in

number, their influence is out of proportion

to their size, and eliminating them, by state

control of both flag and port, would be
highly desirable.

There is a strong indication, moreover,

that the demarcation between open and

closed registers is becoming less clear. The

Philippines and Sri Lanka have decided to

P

Technological progress in the shipping industry. Above: an example of the small roll-on roll-off
ships that now form the backbone of short-sea shipping. Below: an oil tanker equipped with sails
which have reduced its fuel consumption by 50 per cent compared to comparable conventional
tankers.

open their registers to foreign operators

provided that a substantial proportion of
their own nationals are used on board and

that fairly stringent conditions of transpa¬

rency and accountability are observed.
Such a tack, which Singapore has already

taken, may well prove attractive to the

other open registries trying to head off
direct attack. However, once a country has

gained the 'open registry' label it is very
difficult to lose. Presumably too there will
be countries like Vanuatu which see the

open register as a convenient source of
national income, without being in a position

to maintain effective control over ships

flying their flags.

The most important element in the

longer run, however, is the regrettable but

probably inevitable decline of the role of the
independent or cross trader in world ship¬

ping. Almost by definition, ships on open
registries are essentially operating as cross
traders, since, like the traditional cross-

trading countries, Norway and Greece (and
also Hong Kong), these states are without
substantial volumes of trade to and from

their countries8.

It seems quite certain that during the

Eighties Western shipowners will have to

7. The Intergovernmental Maritime Consulta¬

tive Organisations (IMCO) which is responsible
for shipping safety and regulations tightened
rules on pollution in 1978.
8. Liberia's ore trade is sufficient to give full

employment to some 2 million dwt of dry bulk
carriers but its present fleet of such ships is
44 million.
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recognise that cross traders cannot simply

increase their cargoes and that new mecha¬

nisms must be created, in particular joint

ventures and other types of partnership

among the countries which can provide
respectively the expertise, the personnel,

the capital and the cargo. The 'open

registry', which was originally used not to

provide such a partnership but for quite

other reasons, established a most unequal
association, and it should be the aim of an

international organisation such as UNCTAD

to seek ways in which partnerships can be

facilitated. This would be a more promising

approach than to pursue a somewhat

sterile attack upon a system, which, if

attractive economic conditions can be pro¬

vided in other countries, might well wither

away on its own.

It may be expected that the world

shipping structure will be substantially
different from that of today in other ways
too by the end of the Eighties, and even

more by the end of the Nineties: the rapidly
growing importance of the shipping lines

and bulk fleets of the newly industrialised
countries of South and East Asia and of the

Chinese People's Republic; the need to

convert raw minerals into partly or fully
finished products in areas where the ores

are mined and energy is more readily
available; the possible emergence of large,

highly integrated consortia operating oligo-
polistically outside the conference frame¬

work; the establishment of new institutions

to facilitate the transfer of technological
and financial assistance from the deve¬

loped world (both market-economy and
centrally planned countries) to the develo¬

ping countries that can. most benefit from

it; new frameworks for shipping competi¬
tion law in the EEC or in the United States.

All or any of these can radically change the
environment in which Western shipowners
must operate.

In spite of all these problems, the future

for Western shipping remains sure. There
seems no doubt that, at the end of the

century, seaborne transportation will not

only still be the principal method of long
distance trade but will be substantially
greater than at the present time. Techno¬

logical and operational problems have been

overcome before. Political structures may
change but, in spite of its many short¬
comings, the competitive, free-market

system, of which Western international

shipping is one of the purest manifesta¬

tions, is flexible and resilient enough to
adapt to these changes. There will continue

to be substantial opportunities for skillful

shipowners, be they from the West, the
East or the South, in the essential role of

link-man for deep-sea trade among the
nations of the world.

Aid and

the Protection of

the Environment

No one would still argue that conserving the environment is a luxury that
developing countries cannot afford. On the contrary, people are more and
more aware that development and conservation go hand in hand. That is
why the DAC1 decided to hold a meeting to exchange views and
experiences with the aim of strengthening the role that aid can and
should play in this regard.

The meeting was heldjust before the special session commemorating
the 10th anniversary of the United Nations Conference on the Human

Environment, held in Stockholm in 1972, and was an opportunity to

assess how much progress has been made and remains to be
made.

Two basic facts underlie all measures

for the protection of the environ¬

ment in the broadest sense,

meaning both the physical and social envi¬

ronment - in the Third World. Firstly,

developing countries are especially depen¬

dent for economic growth on their natural

resources (often more vulnerable [see box]
in these regions of the world than in milder
climates) and cannot allow these assets to

deteriorate irreversibly, as they are in

danger of doing. Secondly, not only is
social and economic development compa¬

tible with environmental protection in the

long term, but the two actually reinforce
each other.

Development aid has three objects in this

context: to support projects aimed at

reversing the process of ecological degrad¬

ation or improving the environment in

developing countries, to strengthen the

environmental protection policies and

capacities of developing nations through

training and advisory services, and to avoid
or reduce the adverse environmental

effects of development projects. The DAC

meeting concentrated mainly on this last

aspect.

There is no doubt that progress has been

made in the last 10 years. While very few
national aid organisations have so far

devised procedures for systematically
building environmental considerations into

their projects, as US Aid has done, many do
take ecological effects into account one

way or another. In addition, many projects,

especially agricultural ones, have direct

environmental implications even though

they are not treated as specifically "envi¬

ronmental" (studies of soil or of cultivation

practices that preserve fertility, etc.).

Donor countries' concerns are meeting a

more and more positive response from

Third World countries who are increasingly

worried about the dangers of ecological

degradation for their economic develop¬
ment. More than 100 Third World coun¬

tries now have an environment department
of some sort.

That does not mean to say, however,

that all environmental protection measures

are effective. Even though a certain number

of developing countries now have an "en¬

vironmental" component in their national

development plans, they do not generally
have the administrative structure neces¬

sary to ensure that such considerations

have their proper place in the planning and

budgetary process. Setting up a depart¬
ment for the environment does not mean

that the necessary action will follow. Too

often the department carries little weight in

national political life and has neither the

money nor the trained and competent staff

it needs. Legislation designed to protect

the environment is rarely enforced because

the necessary technical and administrative

resources are lacking.

Insufficient knowledge of, and informa¬

tion about, ecosystems and their develop¬

ment is another major obstacle to more

effective management of the environment
and natural resources. Added to this is the

1. The OECD's Development Assistance
Committee.
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ENVIRONMENTAL PROBLEMS IN DEVELOPING COUNTRIES

fo

I

Soil erosion and salinisation, deforestation, water-borne

diseases resulting from irrigation, and marine and coastal

pollution these are some of the main problems increas¬

ingly affecting a large number of developing countries. They are
the result of a more intensive use of technology, of continued

poverty, and of external factors such as the energy crisis. The
vllowing examples give some idea of how serious the situation

Asia

There are considerable pressures on the natural resources of

many countries in Asia. According to some estimates, the timber
forests of Malaysia could disappear completely in 10 yearsorso
if tree-felling goes on at the present rate. In India too, the
wholesale destruction of forests has, in the space of a decade,

practically doubled the area of land affected by periodic floods -
from 20 million hectares to 40 million in 1980. The side-effects

of deforestation, i.e. erosion followed by the build-up of silt, are

reducing the capacity of reservoirs constructed at enormous

expense. In Pakistan, for example, about 100 million tonnes of
sediment reach Mangla reservoir each year as the result of
erosion caused by deforestation; the reservoir was built to last

100 years, but its capacity is expected to be reduced to virtually
zero after only 50 years. The situation is the same in the
Philippines and India. About 175 million of India's 304 million
hectares of arable land are affected by environmental problems,

including the erosion by wind and water of over 150 million
hectares.

The capacity of the Mangla dam in Pakistan will probably be reduced to
virtually zero in 50 years because of the side-effects of deforestation
soil erosion and silting.

Development objectives have frequently been curtailed by

inadequate management. A case in point is the Nam Phong dam

and reservoir in Thailand which failed to fill as expected, partly

as the result of incomplete and incorrect hydrological data. It

was unusable for irrigation and additional drilling for water to

meet agricultural needs had to be carried out which increased

the total cost of the project. River basin development projects

1 . These examples have been largely taken from a report submitted
by the American agency U.S. Aid to Congress, called "Environmental

and Natural Resources Management in Developing Countries", Feb¬
ruary 1979.

have often had such serious consequences that their environ¬

mental aspects are being more closely scrutinised by the

governments and the funding agencies concerned.

From a more general standpoint - and not just in Asia -

mining activities in developing countries are often carried out
without any regard for the environmental consequences (such as
the loss of agricultural land which is rendered completely sterile,
pollution of fishing grounds, etc). In the Philippines, for example,
mine tailings have caused enormous damage to agriculture by
blocking irrigation channels and silting up tobacco and rice
fields. Techniques do exist to eliminate or reduce wastes from

certain types of mining operations, but they are seldom
used.

The process of industrialisation which, for understandable
reasons, is subject to almost no environmental protection

provisions in many developing countries is beginning to cause
serious damage. For instance, levels of air pollution in industrial
areas in Korea, and in some Indian cities such as Bombay, far

exceed the health limits accepted by the WHO; so much so that,

a few months ago, South Korea applied to the Asian Develop¬
ment Bank (ADB) for a loan to finance a scheme to control

pollution in the basin of the Han river, which provides the water

supply for the capital. In Thailand, the concentration of the sugar
industry along the Mae Klong river has had disastrous effects on
fishing, which finally persuaded the government to introduce
some pollution control systems. Singapore has asked Japan for
technical assistance in carrying out impact studies on

pollution and water quality.

Africa

In Africa, crop lands and grazing lands are being subjected to

unprecedented pressures, forests are rapidly shrinking and
desertification is on the increase. Environmentally related

diseases (schistosomiasis, malaria, onchocerciasis) are causing

major problems. Wildlife species (often an important source of
protein in the local diet) are threatened with extinction. In almost
every instance, irrigation projects and the large-scale develop¬
ment of river basins have disrupted ecosystems, affected

coastal fishing and increased the risk of endemic disease so

Desertification is a major problem in Africa. Below: an abandons
village near the border between Senegal and Mauritania.
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much so that African countries are themselves beginning to
wonder about the benefits of building some big dams. A
particularly important impact study on the development project
of the Senegal River highlights their concern.

The health effects of the irrigation schemes in Gezireh

Province in Sudan have been so serious that the government
drew up an agreement with the WHO in 1979 on a 10-year
programme, costing $ 155 million, for a global approach to the
prevention and control of water-borne diseases. Despite the
urgency of the situation, the project has not yet got off the
ground for lack of funds; it will include a cost-benefit analysis of
disease control operations, an assessment of their effect on

agricultural productivity, and tests of new techniques of
environmental management through improved systems of
irrigation and drainage.

Marine pollution is already raising serious problems in certain
coastal regions, and in some areas there is incipient industrial
pollution. This is what led Nigeria to sign a cooperation
agreement with France in 1981 on the control of atmospheric
and aquatic pollution - a problem ofparticular concern in Lagos
and other major conurbations. Likewise the Ivory Coast has
asked France for help in reducing pollution caused by industrial
development.

Latin America

In Latin America the destruction of tropical forests is causing

major ecological damage. Soil erosion is one of the most serious
problems affecting agriculture in Latin America, together with

increasing salinisation. In Mexico, for example, it is estimated
that 8 per cent of the land has been completely eroded and that

on a further 43 per cent the pace of erosion has quickened. Soil

deposited in reservoirs is threatening the viability of hydro¬
electric facilities.

The deterioration of the environment can be attributed to the

introduction of advanced technologies on a large scale without

regard to local conditions or the possibility of effectively

Industrial pollution in Colombia: the Cajicà chemicals plant.

controlling their application. In the case of dams for hydro¬
electric and irrigation purposes in particular, the fascination of

modern technology has had perverse effects. The social and

economic demands for the exploitation of natural resources and

the opening up of new land for agricultural development puts

excessive pressure on ecosystems. The geographic concentra¬

tion of industry is causing serious pollution problems, particu¬
larly in Venezuela, Brazil, Argentina and Mexico. Mexico has

asked the World Bank for assistance in dealing with air and
water pollution in Mexico City.

Chemical products used in agriculture have built up to
dangerous levels. Excessive use of fertilizers has contaminated

water resources, causing eutrophication of rivers and lakes and

ground water pollution. Food products from Latin American

countries have not been allowed to enter the United States by
order of the Department of Agriculture, which is worried about
pesticide contamination.

Near East I
Pollution of water resources and desertification are two of the

major problems affecting this part of the world. Deforestation
and poor land-use practices in some countries have disturbed

the delicate balance of the region's ecosystem. Coastal pollution

has become particularly acute and industrial pollution is

increasing at a rapid rate, especially in Egypt, Saudi Arabia,
Algeria and Iran.

Water resource development, particularly reservoirs and
irrigation systems, has dramatically increased the incidence of

schistosomiasis. Fisheries are seriously affected by marine and
coastal pollution as well as by dams. A negative side-effect of
the Aswan dam has been a drop in the natural nutrients carried

by the river, which have had to be replaced by enormous
quantities of chemical fertilizer (at a cost of some $115 million a

year). In addition, as the result of inadequate drainage, salinity
levels have risen considerably. This problem of salinisation is

having a serious effect on soil productivity in many regions in the
Near East, such as the plain of Mesopotamia in Iraq.

Reservoirs and irrigation systems have increased the incidence of
schistosomiasis. Below: the Nile.
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shortage of qualified personnel in many
environmental science fields, of specialists

who are capable of monitoring air and

water quality and drawing up quality stan¬

dards, or are trained in the management of

natural resources (forests in particular).

Similarly, there are problems in enforcing

directives providing for mandatory impact

studies (where they exist) partly because of
the lack of skilled staff but also because of

the expense involved.

Lastly - and most important of all - the
governments of developing countries (more
so than those of industrial countries) are

frequently confronted by a complex and
sometimes even tragic choice of priorities.

Faced with an urgent need, they will often

feel they have to judge by the yardstick of
immediate returns or the need for foreign

currency, instead of taking the long-term
view.

On the donor side, international agencies

and organisations generally have the
problem of inadequate funds to meet even

the most urgent needs. They also have

many other problems to cope with, such as
inertia and the number of different depart¬

ments involved in these decisions. The

DAC meeting also stressed the tendency of

many countries to act purely on the basis of
cost-benefit analysis. There are good rea¬

sons for judging the value of environmental

projects on the basis of more qualitative
criteria. In fact, assessing the benefits of

environmental protection in monetary

terms is one of the biggest problems facing

economists. In many cases, this kind of

analysis is just not possible because of the
absence of basic statistical data and the

unquantifiable nature of the effects of some

projects (social, health, etc). But that must
not prevent action being taken, especially

in developing countries where the problems
are often so serious that they do not need

quantifying.

In addition to cost-benefit analysis, case

histories can provide a good source of

information even though it is often far

from comprehensive - for proving that

environmental protection measures are

economicallyjustified. At worst, a negative

reasoning process may be enough to

prompt governments to action: what

would happen if such and such a project

was not implemented (which might be

easier to quantify)?

The multifaceted aspect of environ¬

mental problems is another major difficulty.
Even in the ideal situation where the

environmental impact of a project is pro¬

perly analysed and taken into account from

the outset, the necessary funds have to be
found to take action on the basis of this

analysis. Financial restrictions together

with the way budgets are drawn up mean

there are no "contingency" funds to ensure
that all the environmental side-effects of a

Research is being carried out to reduce the need for pesticides, the abuse of which has serious
environmental effects. Above: The International Rice Institute, Philippines.

project are followed up with appropriate
flexibility. One example was an impact

study of a dam-building project which
established that a certain expanse of forest

would disappear, leaving a shortage of

wood for heating for the local people. The
obvious solution was to plant new trees

nearby. But it is rare for a project to
earmark funds for this kind of corrective

action.

While there is no doubt that there are a

multitude of problems associated with

integrating the environment component
into aid projects, some trends are apparent
which leave room for optimism. There is

apparently a growing general feeling that
action is needed. This is evident in devel¬

oping countries from the increasing number
of requests for aid either to improve the
environment or to build environmental con¬

siderations into development projects.

These requests reflect a growing aware¬
ness in these countries and, if met, can

make up for their lack of administrative,
scientific, technical and financial resources.

At the same time, donor countries have to

show that they can live up to their respon¬
sibilities. The DAC meeting demonstrated

the willingness of Member countries in this
respect.

Main Conclusions of the DAC

Meeting2

The Committee concluded that all Mem¬

bers should undertake sustained efforts to

assure that the operating policies and

practices of their development aid pro¬
grammes will effectively support their com¬
mitment to safeguard the environment.

Members will consider prolonging their

technical participation in projects when
necessary to secure fulfillment of condi¬
tions important to environmental protec¬
tion.

Members will also encourage profes¬

sional bodies to improve means of meas¬

uring the economic and social costs to
developing nations of environmental de¬
gradation so as to facilitate cost-benefit
analysis of alternative project designs.

The Committee considered that the

useful work of the UNEP, other multilateral

institutions, and DAC Members in this field

should be broadened by training and other
technical assistance and by policy dialo¬

gues between OECD governments and
those of developing nations.

The Committee expects to examine in

1983 positive programmes to improve the
environment, achieve better management

of natural resources, and preserve the

resource base for sustained development.

The Committee and the Secretariat will

facilitate exchange of information among
Members and with international institu¬

tions on procedural and technical aspects
of environmental protection in aid pro¬

jects.

2. April 19-20, 1982.
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