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Getting the Balance Right
by Emile van Lennep, OECD Secretary-General

It has been another difficult year for the
world economy. We predicted for 1 982

an upturn that has not yet come. We
have seen growing concern about the
financial stresses and strains - both inter¬

national and domestic - which are accom¬

panying the disinflationary process. Op¬
timism among businessmen and con¬

sumers is difficult to detect, especially in
Europe. And we have seen difficult epi¬
sodes in international economic and poli¬
tical relations. The process of adjusting our
economies after massive inflation and the

two oil-price shocks, never expected to be

easy or rapid, has been painfully long.

But not everything in the record of the

past year has been bad. There are four very
important plusses.

First the oil situation: developments
have been generally encouraging, a most
gratifying example that sensible policies
can have the impact on actual events that

we intend. But as explained later in this
issue, we have to build further on this

progress.

Second, developments in the United

States, the dominant economy. Inflation
there has been brought down substantially,
and action has been taken to contain the

budget deficit over the next three years.
Although more budget action will be

needed, this is a step in the right direction.

Together with the decline in inflationary
expectations, it has enabled the Federal

Reserve Board to be somewhat more

flexible in implementing its monetary tar¬
gets policy, facilitating a significant decline

in interest rates without undermining the
credibility of the anti-inflationary stance.

Third, inflation has been coming down,
not only in the United States, but in a

widespread fashion. In the six months to

August, consumer prices across OECD rose

at an annual rate of less than 8 per cent
compared with 1 0 Vi per cent in 1981.

Fourth, and most important, there are

increasing signs that the strategy being
pursued by OECD countries is bearing fruit
in terms of the changes in attitudes and
behaviour needed if we are to resume

sustainable growth. Workers are showing
more realism about the trade-offs between

higher wages, productivity and jobs. Com

panies are realising the limits to which they
can rely on continued borrowing or state
assistance to compensate for lost compe-
titivity and past errors of management.
And - albeit more slowly - electorates and
governments are showing more recognition
of the need to bring public expenditure
under control.

Freeing up Resources

-and Using Them

We are not just confronting a cyclical
problem but a crisis of a secular and

structural nature. To bring down unem¬
ployment to acceptable levels, these struc¬

tural problems on the supply side must be

overcome. What this means essentially is
freeing up resources for job-creating invest¬
ment at the macroeconomic level, and

creating the right incentives at the micro-
economic level to ensure that such invest¬

ment does, in fact, take place. But we must

also get the demand side right; that is, to
ensure sufficient demand in the world

economy to set off and sustain the recov¬

ery.

Policy-makers are thus faced with the

difficult task of striking the right balance
between the supply side and the demand

side, and between structural and conjunc-
tural considerations, in implementing their
policies. They have, moreover, got to be
able to convince their parliaments and
electorates that they have got this balance
right.

Financial Strains,

Interest Rates

and Monetary Policy

Debtor nations have been very hard hit
by the combination of high interest rates,
falling inflation and commodity prices, and
weak demand. And some have borrowed

abroad unwisely for consumption and
investments of dubious value, rather than

to strengthen their productive potential.
Over-eagerness by banks to lend has no
doubt encouraged some governments to
persist in faulty economic policies and to
delay necessary adjustments.

Thus, the number of countries that have

been obliged to seek with their creditors,

both governments and private banks, ways
of delaying interest payments and resche¬
duling outstanding loans, has increased. In

some instances, notably in Eastern Europe
and in Latin America, the amounts involved

are very large. The private banks concerned
find themselves involved in difficult and

sometimes protracted negotiations with

foreign debtors at the same time as many
of them are having to support domestic
clients whose financial position has been

weakened by the long period of slack
demand, very high interest rates and
depressed profits.

Now as part of the disinflationary pro¬
cess, debtor countries are finding it neces¬
sary to "adjust". Domestically, this means

restricting demand, bringing down infla¬
tion, and bringing about a more efficient

use of resources. Externally, it means
reducing their current account deficits.

This may, in many cases, be a painful but

necessary process, correcting for past

errors of economic management. But even

after that, the debtor countries will still,

collectively, have very large financing
needs, which will have to be met by new
credits and the funding of short-term debt
on a large scale.

Perhaps the most important outcome of

the Annual Meetings of the International
Monetary Fund and World Bank in Toronto

was recognition that this was not only
necessary but possible. What it calls for is

parallel and co-operative action by the
governments of debtor countries, private
bankers, international financial institutions,

and central bankers. They all have a

common interest in maintaining the via¬
bility of debtors as well as of the interna¬

tional banking system.

Current short-term strains on the finan¬

cial system should prove manageable. But
it is important to follow the evolution of the

situation closely in the coming months, to
look carefully at how far the external
deficits of the debtor countries can be

brought down by appropriate adjustment
policies, at the scope and nature of the

remaining financing requirements, and the

consequences if real interest rates were to

remain high. -*



Real interest rates are, in fact, still high in
the United States, despite recent develop¬
ments, and they affect both American
borrowers and those who borrow in dollars

or at dollar-related interest rates. This

tends to inhibit the much-needed recovery
of productive investment. There are thus

reasons both inside and outside OECD why

a high priority must be given to further
efforts to bring its interest rates down. But
this is easier said than done. In countries

with still dangerously high rates of infla¬

tion, any easing of monetary policy could

lead to higher rather than lower interest

rates. And, even in countries which have

made good progress against inflation, the

monetary authorities' scope for facilitating

a further decline in interest rates is severely

circumscribed by the persistence of large

budget deficits and by a continuing worry

that inflationary expectations have not

been lastingly reduced. Nevertheless a

number of countries have been able to open
up some room for manoeuvre, in a cautious

and pragmatic way, giving themselves

more flexibility to take into account devel¬

opments in interest rates and, where

appropriate, the exchange rate, as well as

the growth of the money supply, in the

implementation of their policies. This is a

welcome development.

Public Expenditure

and Budget Deficits

The distinction between public expendi¬

ture and budget deficits is often lost sight

of but is very important. Since the early
1 970s, OECD has been concerned about

the momentum of the rise in public expen¬
ditures which got under way in the 1 960s.

The problem lies both in the overall size,

and the pattern, of government outlays,
especially the rapidly growing share

accounted for by social security trans¬
fers.

More than one quarter of the OECD

countries' GDP and about 60 per cent of

public expenditure are, on average, allo¬
cated to social expenditures. In the earlier

years of high economic growth, the Wel¬
fare State flourished, in part, because

growth facilitated the political manage¬
ment of changes in social priorities. It

increased the scope for redistributing
resources to the old, the ill or the vulnera¬

ble, while still permitting private consump¬
tion and investment to rise.

If the ability of governments to give
greater priority to social expenditure
depends largely on the rate of economic

growth, then the change in the rate of
growth since the first oil shock should have

led to a reappraisal of social policies. But in

many countries social expenditure growth
rates remained high until the late 1970s.

They have recently slowed down, but the

gap between real output and social expen¬

diture growth rates is an issue which most
countries still face.

People are lowering their sights in res¬

pect of earned income as a result of the

painful operation of market forces. But, as

far as social expenditures are concerned,

the democratic political process has so far

been less successful in bringing expecta¬

tions into line with changed economic

circumstances. Yet governments cannot

go on spending money on social pro¬

grammes which their citizens, as tax¬

payers, are not willing and able to pay
for.

To the extent that we are able to

moderate the rise both of earned incomes

and transfers and other social spending,

resources will be set free for job-creating
investment. Now, in both cases, this mod¬

eration will, in itself, tend to depress overall
demand. The aim is that this will be

progressively offset, and more than offset,

by rising investment demand. But there

may well be a transitional period in which
overall demand remains too weak.

In the 1 960s, the answer to such a

transitional problem would have been to

take temporary budgetary action to offset

this shortfall in overall demand. In today's

circumstances, however, the answer is

much less clear. Budget deficits are running

at historically very high levels. Action

which would temporarily increase these

deficits at this time raises two conflicting

and disquieting prospects for the financial

markets and the economy more generally.

The first is that governments are unable to
finance these deficits without excessive

money creation, so that the hoped-for

demand stimulus is dissipated by acceler¬

ating inflation. The second is that, on the

contrary, the monetary authorities stick to

their anti-inflationary stance, in which case

interest rates may be forced up and the

expansionary impact of the larger deficit is
choked off before it has even had time to

make itself felt.

In strictly economic terms, there appears

to be a way out of this dilemma. What is

needed is continued monetary discipline,

combined with decisive action to reduce,

over the medium term, the prospect of

continuing and excessive budget deficits

even after recovery has got under way. If

this could be achieved, it would open up

some margin for manoeuvre to accept high
deficits in the short run in order to ensure

that the recovery does indeed get under

way.

The trouble is that, although this makes
sense in economic terms, it overlooks

important political realities. Unfortunately,

it seems to be only when the going is

tough, and when budget deficits are

growing rapidly whether for cyclical or

structural reasons that it becomes pos

sible to mobilise the political support
needed.

There is, therefore, an important role for

political leadership here. The more widely it
is understood that the basic objective must
be to bring the rise in public expenditure
within our reduced means, and the more

convincing the action taken to this end, the

greater the scope for the government to

adjust the timing of its fiscal actions to help
promote cyclical recovery.

It is important to avoid over-simplified
generalisations. While all countries need to

be concerned with the medium-term evolu¬

tion of public sector deficits, no simple
generalisation can be made about the

appropriate size of deficits or speed with
which they should be reduced. It is impor¬
tant to distinguish between that part of the
deficit which simply reflects currently weak
demand in the private sector, and the part
which reflects the fact that expenditures
have been rising too fast in relation to

revenue over the longer run. And in the

present international situation, deficit

reduction which is likely to have strong
effects in lowering the level of interest rates

through the world would be especially
helpful.

Unemployment,
Real Labour Costs

and Investment

OECD's July forecasts showed unem¬

ployment continuing to rise a very

sombre picture. Given the limited scope for

easing up on non-accommodating mone¬

tary and fiscal policies, the prospects for an

early reversal of the rising trend are poor in

many countries, especially in Europe.

Current high levels of unemployment

include an important structural element. In

part, this reflects a lack of flexibility in
labour markets at the microeconomic level.

But, at the macroeconomic level, it also

reflects the fact that, even if overall

demand increased strongly, there simply

would not be enough physical capacity to

provide jobs for all those wanting to
work.

In the first place, this is because of the

depressed level of productive investment

over the past decade. But, more fundamen¬

tally, it reflects the fact that in quite a
number of countries the rate of return on

investment has fallen sharply.

In these countries, wages and non-wage

labour costs have risen more rapidly than

the prices received by producers, leading to

a sustained squeeze on profits. In many
countries a significant part of this excessive
rise in real labour costs has arisen from the

tax-induced growth in non-wage labour
costs. This is where the lack of success in

bringing social expenditure under control,

really begins to bite. The financing of this



expenditure has unfortunately tended to
fall disproportionately on the corporate
sector, and, particularly, via social security
contributions, on the employment of
labour.

As a result of this rise in real labour

costs, the rate of return on creating new
jobs has fallen, at a time when higher rates
of return are almost certainly needed if
job-creating investment is to be encour¬

aged despite the climate of heightened
uncertainty we have inherited from the
1970s.

The excessive rise in real labour costs, at

a time when the perceived risks of investing
and creating jobs have risen, has meant

both that there has not been enough
investment, and that such investment as

has taken place has been unduly biased
towards labour-saving as opposed to job
creation. This is the economic reality
behind the concern being expressed about

what has been described as "jobless
growth".

So far as non-wage labour costs are
concerned, the policy implications are fairly
straightforward. The most obvious need is

to moderate the growth of the public
expenditures which directly or indirectly
give rise to this increasing tax burden.

But where there is need to change
income shares themselves, the solutions

are harder to find. Given the degree to
which real incomes seem to be inflexible in

many countries, trying to bring about the
necessary adjustment through restrictive

demand management alone is proving to
be both protracted and costly in terms of
high unemployment and the associated

social and human costs. There is therefore

a high premium on policies which try
directly to influence the formation of

incomes. Such policies have to be different

from traditional price and incomes policies
aimed simply at winding down the infla¬
tionary spiral, since the aim is to improve
profitability by moderating the growth of
labour costs relative to productivity.

It is encouraging that, in collective bar¬

gaining at the company and industry level,

there has been an increasing tendency in
some countries to try to strike a bargain
between wage moderation by workers and
commitments by employers to preserve or
create new jobs. And where centralised or

co-ordinated negotiations are normal,

some countries have found possibilities,

developed in a tripartite framework, for

lessening the burden of non-wage labour
costs on enterprises or attenuating auto¬
matic indexation linkages.

There may be more scope for innovative

approaches of this kind. As recovery gets
under way, there will be an increasingly
close link between moderation in the rise of

real labour costs and the creation of new

jobs. Naturally, however, those who are
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asked for wage moderation ask for assu¬

rances about jobs, while those who are

responsible for providing jobs want assu¬

rances about the durability of improved

rates of return. There are various ways in
which governments might encourage both
parties to provide such assurances, either

at the national level where collective bar¬

gaining is centralised, or through providing
appropriate incentives at the decentralised

level of industry or company negotiations,
in ways which would help to speed up the

process by which market forces are slowly

working to price workers back into jobs.

The Need

for Positive Adjustment

Revitalising our economies requires a
more flexible response at the microecon¬

omic level to shifts in demand and relative

prices, to technological progress and to

changing comparative advantage (see
page 6).

There is clearly a need for coherence of

macro and microeconomic policies. Achiev¬

ements of the macro-policies are jeopar¬
dised if governments allow industrial,

regional, manpower and other micro-eco¬

nomic policies to preserve inefficient eco¬

nomic structures, thus undermining the
market forces on which the success of

macro-economic policy greatly depends.

Governments have an important role to
play in promoting creative investment and
new technological opportunities. In a com¬

petitive market economy, this means
above all providing a general climate
favourable to skill acquisition, formation

and turnover of capital, risk taking, and
innovation.

Trade Policies

and Protectionism

There has been a serious deterioration in

international trade relations. This has

shown up less in the imposition of tradi¬

tional trade restrictions - although these
have been on the increase - than in the use

of less transparent techniques such as
voluntary export restraints and the so-

called "monitoring" of imports and, in
particular, in the growth of domestic sub¬

sidies and other support measures for

uncompetitive industries and companies
(see page 8). These developments have

led to increasingly acrimonious trade dis¬

putes, and a worrying drift towards bila¬

teral solutions to what are essentially
multilateral problems. Considering how
adverse the environment has been, it is,

perhaps, encouraging that governments
have, in general, been able to hold the line

against protectionism and avoid a cumula¬

tive spiral of retaliatory action. But it must

be recognised that spiralling protectionism

would postpone, rather than encourage,
the sustained recovery of economic growth
at which OECD countries aim.

I believe there will be an upturn. At the
same time, we are to a great extent in
uncharted territory, both as regards the
strength of the conflicting forces of infla¬
tion and deflation at work, and the com¬

plexities arising from the unprecedented
degree of international interdependence.

There are important positive forces at

work, as well as negative ones. As we
move into next year the positive factors will
increasingly prevail. In present circum¬
stances, however, no one can predict with
certainty exactly when the upturn will
come or how sustainable it will prove to
be.

Member goverments of OECD will

closely follow what is going on in the world
economy and will stand ready to take
appropriate action, within the framework

of our agreed strategy, to ensure that we

achieve a sustainable recovery.



Structural Change:
PositiveAdjustmentPolicies

Key to Economic Recovery
by Wolfgang Michalski1

Over the past decade, economic per¬
formance in OECD countries has

fallen far short of what was needed

to bring our economies back onto a path of

sustained non-inflationary growth and

acceptable levels of employment. Clearly,

these developments are not merely the

consequence of just another downturn in

the business cycle; more lasting changes

have occurred on the supply side, setting

new conditions for production, investment
and trade.

The most visible factor which brought
about a break in long-term trends was the

tenfold increase in oil prices in the 1 970s. It

depressed demand, added substantially to

inflation and rendered much of the existing
capital stock obsolete. Other factors which

engendered pressures for structural adjust¬
ment include shifts in demand and relative

prices, introduction of new technologies,

the emergence of new competitors on the

world market and new patterns in capital
flows.

But, under normal circumstances, prop¬

erly functioning market economies should

be able to cope with such challenges. The

presumption is then that not only have the

adjustment requirements Bëervtoo great or
too abrupt, but that in the industralised

countries the capacity and/or the willing¬
ness of the economy and society as a

whole to respond positively to change has
diminished.

The underlying socio-economic rigidities
reflect social attitudes and institutional

developments which evolved during the

period of uninterrupted high levels of

employment and were difficult to change
under the new conditions of the 1970s.

They may also be linked to attempts by

governments to alleviate the social conse¬

quences of structural change by preserving

existing production and employment struc¬

tures. Furthermore, the rapid growth of the

public sector and of social programmes and

regulations, however desirable in them¬

selves, has sometimes had unintended

adverse effects on incentives to work, save

and invest. Finally, and most importantly,

slow growth itself makes structural adjust¬

ment to new social, economic and techno¬

logical circumstances and to changing

comparative advantages between nations
more difficult.

Both theory and experience suggest that

economic performance in OECD countries

would not have deteriorated as much if

production factors had been more mobile,

economic structures more flexible and pro¬

ducers more willing to take risks. More¬
over, where there is a lack of microecon¬

omic flexibility, fiscal and monetary man¬

agement are frequently only successful in

attaining stabilisation objectives after long

delays and through the indirect means of

first creating substantial unemployment of
labour and other resources. Given the

inter-relationships between macroecon-

omic performance and structural change, it

is vital that appropriate demand manage¬

ment be supplemented by conscious poli¬

cies for positive adjustment.

Positive Adjustment:

A Strategic Concept

There is either a virtuous circle of

macro-economic stability and micro-eco¬

nomic flexibility or a vicious circle of insta¬

bility and rigidity. An economy with the
necessary flexibility to respond promptly to

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

versely, stability in macro-economic devel¬
opments assists micro-economic flexibility,
because individuals can be confident in

their medium-term outlook, so that they

can more easily adjust to new circum¬
stances. To permit structural change at the
maximum speed that is politically feasible

and socially acceptable would greatly con¬

tribute to establishing the pre-conditions

for increased economic growth, higher

employment, a further reduction in inflation

and improved international trade rela¬
tions.

Striking the Balance
between Predictability

and Flexibility

The complementarity between overall
economic performance and flexibility of
economic structures raises problems for

the implementation of macro-economic
policies that are conducive to positive
adjustment. Although these policies can

help to dampen domestic and international
economic disturbances, frequent changes

in strategy can in themselves be a source of
uncertainty. Hence the call for a more

stable and predictable medium-term policy
framework. A deliberate balance has to be

struck between the conflicting require¬

ments of predictability and flexible

response to changing economic circum¬
stances.

Coherence of Macro- and

Micro-economic Policies

Positive adjustment also requires coher¬
ence of macro- and micro-economic poli¬

cies. Non -accommodating monetary and

fiscal policies are self-defeating if at the

same time they allow industry-, man¬

power- and micro-economic policies to

contribute to the preservation of inefficient
economic structures. As with macro-eco¬

nomic policies, micro-economic interven-

1 . The author. Head of OECD 's Planning

and Evaluation Unit, directed the study

described in the article which will be published

under the title, Positive Adjustment Policies:

Managing Structural Change.



tions, too, have to follow a systematic
forward looking and coherent strategy
which assists markets in attaining their
social objectives.

Encouraging Promising
New Industrial Activities

Innovation is crucial for future growth

and positive adjustment. Governments

have an important role to play in providing a
general innovative climate favourable to

the formation and turnover of capital, risk

taking and skill acquisition. In addition to

measures aimed specifically at general

scientific and technological progress, gov¬

ernments must pursue macro-economic,

capital market and regulatory policies
which are conducive to innovation. When

governments find it necessary to support

new promising industrial activities by direct

intervention, they have to assume that they
can perform better than the market and

should be wary of creating excess capaci¬

ties and, hence, the structurally weak
industries of tomorrow.

Conditional Support for
Troubled Industries and Firms

Governments may have to intervene to

support declining activities or problem

firms if the decline is likely to cause
excessive social costs, if rejuvenation can

be assured by state aid, or if the difficulties

are held to be temporary. However, such

defensive policies should be subject to

strict criteria. Support should be integrally
linked to the implementation of plans to

phase out obsolete capacity and reesta¬
blish financially viable enterprises, and

should be withdrawn according to a prear¬

ranged timetable. Arguments based on

considerations of national security and
self-sufficiency should not be misused to

justify measures for protection and sup¬
port, either in manufacturing, in primary
industries, or in the services.

Fostering Labour

Market Flexibility

Labour mobility and wage differentials

which closely reflect demand and supply
conditions and productivity developments

are essential for positive adjustment. They

contribute to optimal resource allocation by
facilitating the flow of labour to high -
growth, high-income activities. Over

and above this, manpower policies are

needed to improve-labour market respon¬
siveness by increasing the efficiency of
public employment services, education and

vocational training. Where employment is
subsidised, the effect should not be to lock

labour into declining activities.

Structural Adjustment and
International Trade

Interventions in domestic markets have

international implications. They can easily
generate cumulative side effects which

could prejudice the past successes of

international economic integration and
liberalisation of international trade and

capital flows. The maintenance of an open
multilateral trade system and the effective
implementation of the GATT rules is essen¬

tial for achieving the objectives of positive
adjustment. At the same time, however,

many, if not most, of the major trade issues
have their deeper roots in long term struc-

"Liberation" by Maurits Cornells Escher, 1 955

tural difficulties and maladjustment in spe¬
cific industries. Thus not only is interna¬
tional trade a means to enhance structural

adaptation ; but, equally, a positive
response to changing economic and tech¬

nological circumstances is a precondition

for reducing the risk of major trade con¬
flicts.

Positive adjustment policies are neither a

special range of policy instruments nor a

simple set of criteria for the specific design
of particular measures. Rather, positive
adjustment policies represent a basic con¬
ceptual approach to the formulation of

overall economic policy in a market econ¬

omy. Of course, the question of how to
combine decentralized, individual decision¬

making, co-ordinated by the market with
more centralized, administrative forms of

decision-making, is primarily a matter of
political choice. However, once there is

basic consensus to rely predominantly on
market forces, important economic dimen¬

sions can only be neglected at great cost to
the proper functioning of the market
mechanism.

In principle, there are four basic strate¬

gies for tackling the fundamental issues of

structural adjustment: First, a preventive

policy by which governments rely primarily
on macro-economic management and on

competition and regulatory policies to

improve the basic, self-regulating func¬
tioning of markets. Second, an anticipatory
structural policy whereby governments

interested in promoting economic growth,
innovation and restructuring might
strengthen the ability of market partici¬

pants to plan ahead more directly, but still

leave the evaluation of market opportuni¬
ties and the investment decisions to private

entrepreneurs. Third, a defensive adjust¬
ment strategy, under which governments
intervene in order to reduce the rate of

structural change, while still accepting that

markets play a major role in bringing about
the required adaptation to new circum¬

stances. And finally, a fourth approach in

which governments intervene directly in
production or investment to achieve given
structural objectives.

The structural adjustment strategies
pursued by OECD Member countries com¬

prise all four approaches, although the
weight given to each of them varies con¬

siderably. The policy mix is largely deter¬
mined by the particular political, economic,
social and institutional conditions of each

country, as well as by historical patterns in

the relationship between government and

industry. Nevertherless, experience ap¬

pears to show that, in general, preventive

and anticipatory policies are more in line

with positive adjustment than selective,

defensive policies or direct government
involvement in production or investment.

Given the close interrelationship be¬
tween macro-economic performance and

structural change, and bearing in mind how

these interact with international trade,

positive adjustment policies have to form

one of the central planks on which OECD
countries build their overall economic stra¬

tegy in the 1980's so as to restore the

conditions for sustained non-inflationary
growth and higher employment.



Transparency :

A Prerequisite forPositiveAdjustment
by George Eads and Edward M. Graham1

In a bid to stimulate industries bogged down by slow economic growth
and changes in comparative advantage, governments have increasingly
resorted to subsidies in recent years, both to alleviate the problems of
industries in difficulty and to enhance the performance ofgrowth sectors.
The measures used include direct financial transfers, tax expenditures,
soft loans, government procurement and trade protection, particularly in
the form of non-tariff barriers. Identifying such subsidies and assessing
how much they cost and what ultimate effects they have is what is meant
by the term "transparency". As part of its programme on Positive
Adjustment Policies, the OECD recently set up a Subgroup on Transpar¬
ency.2 Its task was not to establish the level of subsidies granted in
different countries nor to assess the role of subsidies in industrial and
economic policies. Rather, it set out to examine the methods used by
governments to improve the transparency of subsidy schemes, on the
assumption that greater transparency would be welcomed by all OECD
governments. This article discusses the principal results and conclusions
of that work.

What Constitutes a Subsidy?

The question of what is and is not a

subsidy to an economic activity is a matter
of some contention. Most economists

would agree that a subsidy is any payment
made to an activity, whether direct or

indirect, that induces changes in the rela¬
tive price of inputs or outputs. It is a
payment, in other words, over and above

the price usually paid or received for these

inputs or outputs. The object of a subsidy is
normally to favour the activity concerned
by inducing an artificial transfer of society's
resources to that sector.

Subsidies include, therefore, not only
direct payments to economic activities but

also government actions in the realm of

procurement, regulation or trade protec¬
tion that are tailored to stimulate or

cushion specific sectors of activity. There is
clearly a subsidy involved in tariffs

designed to protect sectors from foreign
competition, since they have the effect of
enabling enterprises in those sectors to

maintain higher prices for their products

than would otherwise be possible. Regula-

8

tory measures can have a similar effect and

can be taken further by specifically
favouring one supplier over another. Gov¬

ernments can also exercise their preference

through public procurement practices
which discriminate between suppliers of
goods and services (due allowance being
made for qualitative differences).

It is essential to distinguish between the
incidence and the effect of a subsidy. The
incidence is the activity which actually
receives the subsidy; the effect describes

the ultimate economic consequences of it,

which may imply the transfer of all or part
of the subsidy to another activity. For
example, the German steel industry
receives a subsidy from the federal govern¬
ment for the purchase of German coking
coal which, in the absence of the subsidy,
would cost considerably more than coking
coal imported from other countries. Thus,

from an economic point of view, although
the incidence of the subsidy is on the steel
industry, its effect is really a subsidy to the
German coal industry (since the competi-
tivity of the steel industry is not affected so
long as the price it actually pays for its coal

is the same). In some cases, it is much more

difficult to distinguish between the inci¬

dence and the effect of subsidies, but it is
one of the essential prerequisites of
enhancing the transparency of subsidies.

Identifying Subsidies

An even more basic requirement is to be
able to identify subsidies so that informa¬

tion can be made available about who

receives subsidies and how much they are
worth. Most governments seem to think

that it is enough simply to enumerate the
budgetary cost of direct subsidies by cate¬
gory of recipient. However, such informa¬

tion is neither sufficient nor necessarily
even useful for the purpose of evaluating
the costs and effects of subsidies, since the
budgetary costs may not reflect the full
amount of the subsidy received. For
instance, trade protection entails an ele¬

ment of subsidy but its budgetary cost is
usually zero. Moreover, the effective reci¬

pient of a subsidy may not be the apparent
recipient.

Nevertheless, a full list of the budgetary
costs of subsidies is an important first step
towards transparency. Yet most OECD

1. George Eads is currently Professor at the
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Maryland in the United States. He was
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governments have not even gone that far.
In most of the countries examined, infor¬
mation about subsidies is not collated

under a single heading but diffused in a
multitude of national income and expendi¬
ture reports and statements. Publicly avail¬
able data on subsidies is generally incom¬
plete and hard to find in the numerous

different documents in which it is scat¬
tered.

There are only two possible reasons for

this state of affairs. Either governments
simply do not want people to be able to

obtain detailed and comprehensive infor¬
mation about subsidies; or there has been

no incentive and no inclination in most

countries to make the effort of assembling
information about the array of subsidies
that are now available. Where some effort

has been made, it has usually been limited
to specific categories of subsidy. For exam¬
ple, the United States Treasury maintains
very detailed information about so-called

"tax subsidies" tax concessions targeted
at certain individuals or organisations but

no single, unified information bank exists

covering all the subsidies available in the
U.S.

The one exception to the rule is West

Germany, whose federal government pub¬
lishes a detailed Subsidy Report (Subven-

tionsbericht) every two years (see box page
1 0). This is the most comprehensive list of

government subsidies published in any

country examined by the Subgroup on

Transparency. Even so, there are certain

discrepancies in the Subsidy Report. For

one thing, indirect subsidies are not identi¬

fied, and there is no real attempt to assess

the economic effects of subsidy schemes.

Some categories of subsidy are not
included, such as certain subsidies for

research and development, subsidies to

nationalised industries (particularly to the

railways and the postal services) and sub¬

sidies from the European Community,

especially agricultural subsidies. Further¬

more, some figures are not comparable on

a year-to-year basis, and the accuracy of

some figures has been questioned espe¬

cially those for certain tax allowances and

for state and local subsidies, all of which

seem to be understated. The federal gov¬

ernment is aware of these shortcomings,

though, and is endeavouring to improve the

Report for the future.

The German example is a model which
other countries would do well to emulate.

Transparency would be greatly facilitated if

all countries produced similar accounts,

ideally on a standardized basis so that

comparisons between countries could be

made. But transparency will not be

achieved merely through the disclosure of

the sums actually paid out by governments

in subsidies. Making full and comparable
information about subsidies available

would only be a start in the right direction.

The public also has a need (and a right) to
know what the economic effects of sub¬

sidies are. But these are, unfortunately,
much more difficult to establish.

Costs and Benefits

Governments ought ideally to know
what the economic and social impact of
subsidising specific activities is. The total

impact of a subsidy includes not only its
effects on the level and growth rate of GDP
and on the distribution of national income

but also on employment and on the

regional distribution of jobs created by
subsidies to particular sectors, not to

mention the indirect employment effects in

the form of jobs created or displaced in
other sectors by a subsidy made to a
specific sector.

No satisfactory method for measuring
the "total impact" of subsidies has yet been
devised; the methods of total impact ana¬
lysis that do exist are considered imprac¬
ticable. The problem is that this kind of

analysis necessitates complex calculations
using detailed statistical information that is

not available in OECD economies as yet.
Total impact analysis will only become a
practical proposition when and if compre¬
hensive models are developed which accu¬

rately simulate the workings of a national
economy at the level of individual sectors

-which will require computers of far

greater capacity than those currently on
the market.

In the meantime, less comprehensive
methods of measuring the impact of sub¬
sidies have to suffice. The most useful

method is probably cost/benefit analysis,
which is a powerful tool that attempts to
measure the total costs and benefits to the

economy of a subsidy to an individual
activity. Where the benefits exceed the

costs, then it can be argued that a public
subsidy equivalent to as much as the

difference between the two is justified.

The first step is to make an accurate
assessment of the costs and benefits. The

normal procedure is to value all inputs and

outputs at their social opportunity cost, or

market values. The social opportunity cost
is the cost to society of transferring
resources from the activity in question to
an alternative use, on the basis that such

resources whether labour, capital or raw

materials are scarce, so that to employ
them for one purpose is to prevent their

being used in another activity. In a market
functioning at optimum efficiency, the
social opportunity cost is equivalent to the

marginal value of the output of each

resource, which is also equal to its market

price. For most inputs and outputs, there¬
fore, the market price is an accurate reflec¬

tion of the social opportunity cost. For
those inputs and outputs traded on world

markets, the market value is held to be the

world market price rather than the local

market price. For example, if domestic coal

is sold within a protected market at a price

higher than the world price, then the output
of domestic coal mines has to be valued at

the lower world price. This would make it

harder to justify a subsidy to domestic coal
mines.

Labour is more difficult to value as there

is no world market price. In a well func¬

tioning market, the social opportunity cost
of labour would simply be the local hourly
wage. But since there is normally some
rigidity in labour markets, evident in areas

where substantial unemployment does not
engender any fall in wage rates, some
economists think labour should be valued

at a "shadow" wage rate lower than the
market rate. The level of the "shadow"

wage would be that which would theoret¬

ically clear labour markets and create full

employment. Because the "shadow" wage

will always be less than the market wage,
its application would tilt the scales of

cost/benefit analysis in favour of a subsidy
designed to increase employment.

Others argue that the "shadow" wage
rate may be invalidated by workers who

anticipate that subsidies may be granted.

They could, for instance, push for higher
wages in the hope of securing a share of the

subsidy themselves instead of allowing it
to be used purely for creating new jobs.
Where subsidies are used to bolster

employment in a region of chronic unem¬

ployment, it might have the effect of

encouraging workers who might otherwise
have moved away to remain in the area.

Even more difficult to evaluate are so-

called "external" costs and benefits. Sup¬
pose, for example, that it is proposed to

grant a subsidy to an industry to help it

reduce air pollution at its plants. The
analysis must take account of the social

costs of installing and operating the pollu¬
tion control equipment and set these off

against the social benefit of reduced pollu¬

tion. But there is no obvious way of
calculating the value of this benefit since
there is no market for clean air. Yet the

qualitative benefit can be appreciated in
terms of improvements in the health of the

local population, in the quality of the

immediate environment and even perhaps
in increased production of marketable

goods, such as agricultural produce that

might be affected by the quality of the air.
In these cases, a judgement has to be made

which will serve as a basis for deciding
what level of subsidy is justified.

The results of cost/benefit analysis,

calculating costs and benefits in terms of

the social opportunity cost of inputs and

outputs, usually suggest that no subsidy is

required. This is because where market

benefits exceed market costs, private



GERMANY'S SUBSIDY REPORT

The Subsidy Report published every
two years by the German federal gov¬
ernment is divided into two parts. The

first part describes the various policy
measures in existence and summarises

the trends and features of the govern¬
ment's policy on subsidies. The second
part contains detailed lists of the sub¬

sidy payments actually made by the
federal government'( see photo). These
lists consist of two categories of subsi -

dy: direct payments (1 16 items) and

tax allowances \(127 items).

Subsidies are classified firstly by eco¬
nomic sector. The basic sectors com¬

prise food, agriculture and forestry,
industry, transport, housing, saving and
investment. Subsidies to industry are
subdivided into six categories: mining,
energy and raw materials, promotion of
innovation, promotion of market

oriented technological developments,
assistance for particular industries and

regional structural measures.

Transfers to both enterprises and, in a
limited number of cases, to individuals

are included. Thus, housing subsidies
include aid to the construction industry
for building private dwellings and sub¬
sidies to low income tenants and home¬

owners.

Subsidies are also classified ac¬

cording to the purpose of the schemes.

The "Stability and Growth Act" which

mandates the subsidies Report esta¬

blished three objectives: the preserva¬
tion of employment and productive

capacity; promotion of structural adjust¬
ment, both by accelerating the process
of structural change and alleviating the
social costs of too rapid structural shifts;

and finally, the stimulation of produc¬
tivity growth and the development of

growth sectors of the economy, partic¬
ularly through the adoption of more
modern production processes.

Subsidy payments by the federal gov¬
ernment that take the form of direct

financial assistance (grants or loans) are
subdivided into capital grants, interest
grants and loans, and detailed figures
are given for all these types of direct
payment. For subsidies in the form of tax

allowances, an overall figure is given for
the federal and state governments com¬
bined, together with the size of the
Federal Tax Allowance.

Subsidies granted by the states and
local authorities are outlined in two

appendices, although they are less
detailed than the figures for federal
subsidies. Direct financial assistance

handed out by the states and local
authorities are subdivided into loans and

other forms ofpayment for the five main

sectors of the economy.

Other appendices summarise the

financial assistance granted by the Euro¬
pean Recovery Programme, as well as
all federal subsidy schemes that are to

be scaled down during the period cov¬
ered by the Report.
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entrepreneurs can be expected to invest in

the activity out of their own resources,

while if the costs are greater than the

benefits, then the activity should not be

undertaken at all. The major exception

occurs when significant "external" costs or

benefits are present; under such circum¬

stances, cost /benefit analysis may argue
for a subsidy.

The value of cost/benefit analysis lies in
its usefulness for distinguishing between

good and bad subsidies. Quantitative ana¬

lysis reveals situations in which costs

greatly outweigh benefits and can point to

alternative schemes for achieving the same

objectives more effectively or at a lower

cost. But cost/benefit analysis cannot

always demonstrate conclusively that a

subsidy will produce a desirable end result.

It should be regarded as a method for

screening proposed subsidy schemes:
those which fail to meet the criteria of the

screen should be abandoned, while those

which pass the screen should be subjected

to further critical examination before being

given the go-ahead.

One of the main weaknesses of this type

of analysis is that it fails to shed any light
on the indirect effects of subsidies. This is

only of marginal concern to economists,

though, since so long as all the social

opportunity costs are properly valued, an
economist would conclude that the value

to society of the project to be subsidised

would be at least as great as any alterna¬

tive use to which the resources might be

put. Unfortunately, there is no really good

method for determining what the alterna¬

tive might be.

Evaluating Subsidy Schemes

There is unquestionably a role for quan¬
titative analysis (such as cost/benefit ana¬

lysis) in government decision making, since
it does offer some indication about the

likely outcome of proposed policies. When

it comes to evaluating subsidies, there is a

need for technically qualified experts to
carry out the complex statistical research

necessary. Final decisions will probably be

taken by non-specialist officials or politi¬
cians who may be remote from the ana¬

lysts. A problem that governments face,
therefore, is how to manage the perfor¬

mance of the analysis in such a way as to
be useful to the final decision makers.

Two alternatives for government admin¬

istrations are: i) setting up a centralised
unit responsible for analysing and eva¬
luating proposed subsidies, and ii) creating
individual analytic departments within the

operating structure of each ministry. Each
system has its merits. Decentralised

appraisal procedures can afford closer

coordination between analysts and the
officials who actually take the decisions. In

this situation, analysts can acquire a better

knowledge of the problems of individual

government departments and become

more sensitive to the issues and alterna¬

tives in different areas of policy. On the
other hand, a centralised appraisal unit
would facilitate the development of a
greater degree of specialised expertise and
assure more neutral treatment of particular
proposals.

However, experience suggests that
decentralised systems work better. In
Canada, for instance, a centralised unit

established within the Treasury Board was
felt to be too removed from the practical
problems of operating departments to be of

use to decision-making officials. Its ana¬
lysis was considered too "theoretical" to be

of practical value. In the end, the Board was

dismantled and a more decentralised

system was set up in the hope that there
would be more effective communication

between analysts and decision-makers. In
France, evaluation units were installed in

every ministry with the job of evaluating

centrally all public expenditure pro¬

grammes of that ministry. Even at this level
the system proved over-centralised; the

units' analyses were considered too theo¬
retical and of little use to the officials who

had to make the decisions.

Although it is necessary that subsidies

be appraised within the framework of the

administrative structure responsible for

them, there are a number of good reasons

why it is inadvisable for subsidies to be

evaluated only at the operating level within

government departments. Officials have to

be responsive to the requirements of poli¬

cies formulated by governments and voted

by Parliaments. Usually these officials

cannot criticise policies they are respon¬

sible for carrying out. At the same time,

there is always the danger that officials

might become attached to policies and be

anxious to perpetuate the programmes

they administer. Hence, officials cannot

always be expected to evaluate objectively

policies they will be responsible for admin¬

istering unless their decisions are vetted at

a higher level. It is fair to conclude there¬

fore, that operating-level appraisal of sub¬

sidies is necessary for efficient administra¬

tion but inadequate for the purposes of

critical, objective evaluation.

In a large country, it could be desirable to

have appraisal units at several levels: in

operating departments (where analysts
would possess detailed information about

proposed subsidy schemes), at depart¬
ment/ministerial level (which would afford

a broader overview of a department's

programmes and more disinterested as¬

sessment of their respective merits) and

finally at the top level of executive decision¬

making. This kind of structure already

exists in the United States and France, for

example.

Finance ministries are also an important
element in the appraisal of spending pro¬
grammes. They play an important role in

most countries in overseeing how govern¬
ment funds are spent, especially in terms of
fixing the spending limits of operating
departments. They are, therefore, in a

position to scrutinise subsidy schemes and,
indeed, most countries' finance ministries

have an analytical capability specifically
geared to the appraisal of subsidies. Never¬

theless, the independent evaluation of sub¬

sidies carried out by finance ministries is no

substitute for impartial appraisal of subsidy
policy at departmental level.

In most countries, moreover, subsidy
schemes are also subject to outside scru¬

tiny and evaluation by independent organ¬
isations. This has two advantages. Firstly,
the results of subsidy evaluation carried out
by outside bodies can be used to assess the

quality of internal evaluation carried out by
government departments. Secondly, ex¬
ternal evaluation may be more credible in

the eyes of the public and may help to
provide information to society at large that
governments are unable or unwilling to
provide.

Towards Greater

Transparency

The work of the Transparency Subgroup

represents a first and, at that, only a highly
tentative step in the direction of under¬

standing what information could be made

available concerning subsidies and how

this information might be used in appraising
these subsidies. But the group's report
shows that more information is available on

subsidies than is generally realised, though
it is often scattered throughout national

accounts. It provides paradigms that

nations wishing to improve their subsidy
reporting might use, demonstrating by this

that better reporting is not merely a theo¬

retical ideal. It identifies a wide range of

appraisal techniques that are in regular use

in one or another member state. Finally, it
describes institutional alternatives for

reporting and appraisal and describes their

strengths and weaknesses. The report thus

provides a framework upon which future

progress can be built.

Will this indeed happen? If the sort of

reporting and appraisal practices that the
report identifies as feasible are ever to be

commonplace among the member states, it

will be because these states, acting in their
individual capacities, decide that it is in

their interest. Considering the havoc to
international relations that misunderstood

and poorly identified subsidy practices can

wreak, it would seem that better reporting
and appraisal would indeed be in the

interest of all. The report demonstrates

that such a goal is clearly attainable.
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Telecommunications

Equipment:
Even a Growth Industry

Can Have Structural Problems

The telecommunications equipment
industry has developed in close rela¬
tionship with telecommunications

service providers, which in most countries

are monopolisitc authorities, publicly
owned or publicly regulated. But now that
basic telecommunications infrastructures

exist, further growth and development of
services is to be found as much in new

products that plug into the existing net¬
work as in the technical improvement of the
basic services.

Technological developments at the peri¬
phery of the telecommunications service

industry have raised fundamental ques¬
tions about control of these new areas1.

Business communities in all countries are

pressing for the private sector to be

allowed to provide such new services on

the grounds that only free competition will

assure the most efficient development of

new facilities at the lowest prices. Tele¬

communications authorities (PTTs) in many
countries on the other hand are keen to

expand into these new fields, where they
see the possibility of profits that will help to

counterbalance the high costs they have

incurred in developing the basic network.

Governments are anxious to promote the

rapid growth of an industrial sector with

enormous potential but wish to retain

control of an activity that has until now

been considered a public service rather
than a commercial sector of the market

economy and which has a vital role in

national security.

In addition to being urged to introduce a

measure of private sector competition into
the provision of advanced transmission and

communication services, governments are

also being encouraged to open up the

market for basic telecomunications equip¬

ment. Pressure is mounting not only for
service providers to procure equipment
through competitive tender but also for

national markets to be opened up to foreign
competion, instead of being protected as at
present. The fact that some countries have

already opened up their domestic markets
does not mean that other countries will

follow suit, while a multilateral agreement

renouncing restrictions to free international

competition may be difficult to achieve.

Dynamic Growth

The world market in telecommunications

equipment was worth around $40 billion in

1981 and is estimated to be growing at
about 8 per cent a year in real terms (see

Chart A). It represents about 30 per cent of

the total output of electronics-based pro¬
ducts and accounts for 10-15 per cent of

world sales of electrical engineering pro¬
ducts.

Telecommunications equipment con¬

sists of three basic elements: switching
systems (33 per cent of sales), transmis¬

sion equipment (33 per cent) and terminal

equipment (13 per cent). OECD countries

produce nearly 90 per cent of the world's

output and account for over three quarters

of total consumption, and their share is not

expected to fall significantly in the coming

years.

Intra-OECD trade in telecommunications

equipment has traditionally been limited

since the industry has been mainly oriented
towards domestic markets and because

preferential procurement policies have

made other markets difficult to penetrate.

Sweden, Belgium and the Netherlands are

exceptions to this rule, in view of the

limited size of their home markets. More

recently Japan has emerged as a major

exporter of telecommunications equip¬

ment, particularly to other Asian countries.

The large overall trade surplus of the OECD

area in this field (see Chart B) reflects the

fact that some 45 per cent of its exports

1. OECD publication Telecommunications:

Policies for Change will be published shortly.

WORLD TELECOMMUNICATIONS MARKET, 1977-87

Total sales, including cable, by region 1 977 prices

70

60

50

40

30

20

10

0

TOTAL

J
Annual 7 8
growth
rate

1977-1987, %

6.6 8.2 8.1

Source: A.D. Little Inc., October 1982.

12



B. TRADE IN TELECOMMUNICATIONS EQUIPMENT, 1980
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are to developing countries, particularly
OPEC members.

Along with the high rate of growth of

production and sales (in most countries

well above the average for the manufac¬

turing sector) the industry has had a

relatively low rate of price increase. The

industry's expansion has been largely tied

to the requirements of the main service

providers. In effect, throughout the OECD
area, the service providers account for well

over 50 per cent of the apparent consump¬

tion of telecommunications equipment (see

Table 1), and a substantially higher share

of the sales of switching and transmission

systems. However, in some countries the

industry has succeeded in finding other

outlets where equipment procurement by

the service provider has grown slowly. In

Japan, for instance, purchases by public

service providers increased only 1 7 per

cent between 1975 and 1979, but by

increasing sales to private markets by

80 per cent (e.g. internal corporate com¬

munications systems) and exports by

30 per cent, the industry achieved a 38 per

cent growth in sales over the period.

Underlying this dependence on the ser

vice providers is the organisation of the
market for telecommunications services

from which the demand for telecommu¬

nications equipment is derived. Partly

because it is considered a public service

and partly because of substantial econ¬

omies of scale, the provision of telecommu¬

nications services has been regarded as a

public monopoly and is organised as such in

virtually every OECD country. In Western
Europe, Japan, Australia and New Zealand,

the monopoly is in the hands of the public
administration or of public corporations

under government control. In the United
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1. ROLE OF SERVICE PROVIDERS AS BUYERS

OF TELECOMMUNICATIONS EQUIPMENT

A B C Column A as % of

Service

providers'

purchases

Total

domestic

market sales

Total

domestic

production

B C

of telecommunications equipment
$ million

%

Belgium
1976

1980

150

160

210

243

395

615

71

65

38

26

Canada 1975 1,310 1,542 n.a. 85 n.a.

France
1976

1980

1,230

1,820

1,710

2,757

1,808

3,030

72

66

68

60

Germany
1976

1980

950

2,350

1,310

2,940

1,810

4,020

73

80

52

59

Italy
1976

1980

720

1,255

840

1,480

869

1,500

86

85

83

84

Japan
1975

1979

985

1,130

1,620

3,521

1,848

4,395

61

32

53

26

Netherlands
1976

1980

208

290

290

415

275

475

72

70

68

61

Spain 1976 330 390 n.a. 85 n.a.

Sweden
1976

1980

180

215

265

305

823

1,055

68

71

22

20

United Kingdom
1976

1980

740

1,680

955

2,215

981

2,245

77

76

75

75

United States 1980 11,110 15,146 n.a. 73 n.a.

Source: OECD and INTECS.

States and Canada, telecommunications

services are run by privately owned com¬

panies but are subject to government

control through federal and regional regu¬

latory authorities. As far as equipment

manufacturers are concerned, the market

in all these countries is dominated by the

service provider, making it a virtual monop¬

sony.

In countries where telecommunications

services have traditionally been run by the

same agency as postal services, there has

been a trend towards separating the two,

either through independent financial man¬

agement or by creating two distinct agen¬

cies. But although specialised telecommu¬

nications corporations now enjoy greater

autonomy than before, governments in

several countries still keep a tight rein on

their pricing policies and investment plans.

While this has afforded users some protec¬

tion against monopoly pricing, it has left

some service providers short of funds for

expansion, especially in countries like the

United Kingdom, where the telecommuni¬

cations authority's external borrowing limit

is low, and Japan, where governments
have been reluctant to ask Parliament for

price increases.

Market Structure

The equipment industry is also highly
concentrated, with the four largest firms

typically enjoying more than a 70 per cent

share of their home market. In fact, the top
four manufacturers in the world account for

over a half of total sales of telecommuni¬

cations equipment, and the 1 3 largest (see
Table 2) for over three quarters. Apart from

Western Electric, all these companies are

substantially multinational in their opera¬

tions, which explains why the sales of

foreign-owned firms represent a significant

proportion of total sales in some coun¬
tries.

The concentration of the industry is a

direct result of the monopsonistic position

of its customers. Not only does monopsony
favour seller concentration, but the service

providers have pursued policies that have

encouraged concentration to a greater
extent than would have otherwise occur¬

red. Suppliers have tended to organize
themselves so as to exercise some bar¬

gaining power vis-à-vis the monopsonist,
while the latter has found it more conve¬

nient to deal with only a few companies

when it comes to the procurement of

systems and equipment that require

lengthy development and are technologi¬
cally unique.

Particularly outside North America, the
policy of the telecommunications mono¬

polies has led to the evolution of a stable

supply oligopoly. On the whole, the service

providers have used their monopsony
power to encourage domestic production,

buying equipment on terms favourable to

home manufacturers while protecting them
from foreign competition. Procurement

practices have begun to change, but until

recently they were characterised by three
key factors:

Contracts were awarded to a small

number of suppliers who were given prefer¬
ential access to service providers' inten¬

tions and to the necessary technical infor¬
mation.

Contracts were distributed among sup¬
pliers in line with existing market shares, so

that procurement followed an explicit or
implicit quota system.

Finally, in several countries, manufactur¬

ers' associations played a major role in the
distribution of contracts.

Given the lack of competition and the

stable, long-term relationships between
suppliers and service providers, prices have

been set on a steady cost-plus basis.

According to a recent EEC study, price is
never the only factor, and sometimes is not

the most important one either, in the choice

of suppliers. And once the supplier is

chosen, costs are audited and prices set at
a level which ensures a "reasonable" rate of

return.

It is, perhaps, not surprising to note,
therefore, that rates of return for telecom¬

munications manufacturers in Europe have

generally been above the overall average

for manufacturing industry. In the US,

though, rates of return have been slightly
lower but more stable than in the electrical

equipment industry as a whole. European

manufacturers may have had more scope

for profits as a result of limited public

scrutiny and no competitive incentive for

the industry to reduce its rates of return.

Generally little pressure has been placed on

firms to bring prices into line with lower-

cost foreign producers. As a result, there is

a wide disparity of prices from country to

country: it is estimated, for instance, that

for comparable switching equipment, Euro¬

pean prices are between 60 per cent and

1 00 per cent higher than American prices,

and that in transmission equipment the

price differential is around 40 per cent.

R and D

The impact of market structure has also

been apparent in firms' innovation strate¬

gies. The dominant pattern in the industry
has been one of close and continuous
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contact between service providers and

equipment manufacturers in the innovation

process. Three features have characterised

this pattern: the role of the service pro¬

viders in initiating development efforts; the

large-scale subsidisation by certain service

providers of the R & D equipment manufac¬

turers, both through direct subsidies and

through the use of cost-plus development

contracts; the limited role of competition in

equipment design and in the award of

system development contracts.

Each switching or transmission system

consists of many interacting parts which

must be compatible with one another in

order to satisfy stringent performance

standards. The design and development of

these systems is, therefore, an ongoing

process, involving continuous interaction

between equipment designers and network

managers. The service providers cannot

limit themselves to screening new equip¬

ment once it has been designed; rather

they must identify new equipment needs

and assist manufacturers in meeting these

needs. At the same time, few equipment

manufacturers are willing to bear the entire
risk associated with innovation.

Given the relatively minor role of private

and export markets, the possibilities for

spreading risks across markets are

extremely limited: the success or failure of

an innovation may depend on the response

of a single service provider, particularly for

firms whose primary orientation is to frag¬
mented national markets.

Moreover, the service providers have

Some 45 per cent of OECD's exports of telecommunications equipment are to developing countries,
particularly OPEC. But the major OPEC contracts have now been awarded. Above: a Philips system
in Saudi Arabia.

2. SALES OF MAJOR MANUFACTURERS OF TELECOMMUNICATIONS EQUIPMENT

A B

B
Total sales

telecommunications

B

Total sales A Total B

equipment

$ billion %

1980 1981 1980 1981 1980 1980

Western Electric United States 12.03 13.01 12.03 13.01 100 32

ITT United States 18.53 17.31 6.04 5.48 33 16

Siemens Germany 17.56 15.29 5.05 4.60 29 13

L.M. Ericsson Sweden 2.88 3.20 2.88 3.20 100 7

GTE United States 9.98 11.03 2.20 2.20 22 6

Northern Telecom Canada 1.76 2.14 1.76 2.14 100 5

NEC Japan 3.94 4.82 1.45 1.68 37 4

Philips Netherlands 18.36 16.96 1.29* n.a. 7 3

CGE France 10.82 10.10 0.75 0.78 7 2

Thomson Group France 8.64 7.83 1.63 1.91 19 4

GEC United Kingdom 8.28 8.38 1.33* 1.34* 16 4

Plessey United Kingdom 1.97 1.96 0.79 0.85 40 2

Italtel Italy 0.59 0.62 0.59 0.62 100 2

TOTAL 115.34 1 12.65 37.79 n.a. 33 100

* Estimates based on the hypothesis that the telecommunications equipment sales/ total sales ratio did not vary for the firm concerned over the period
1976-1980

Source: Company annual reports and Fortune Magazine, May 3 and August 23, 1982.
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been reluctant to alter market shares in

response to product innovations, particu¬

larly when this would have serious employ¬

ment consequences. It has not been

uncommon for service providers to delay
the introduction of an innovation until an

"approved" domestic firm is in a position to

supply it on the terms and conditions

established by the service provider.

Firms heavily dependent on, or oriented

to, individual service providers have, there¬

fore, had few incentives to aggresively

innovative behaviour. Rather, their innova¬

tion strategy has typically led them to

participate in the development of radical

innovations only when these are being

promoted and financed at least to some

extent by the service provider.

As a result, major equipment innovations

have come not only from the equipment

manufacturers: but also from the joint

efforts of service providers and equipment

manufacturers, from the military, and from

firms in the electronics industry.

Growth of New Markets

However, two major factors, both linked

to innovation, are changing the face of the

telecommunications equipment business

today. One is the soaring cost of R & D in
basic systems and the other is the prolifer¬

ation of services and products which is

opening the way for entry into the market

of a new wave of equipment manufactur¬

ers. Both these developments are leading
to a significant increase in competition in
telecommunications markets.

Switching

One example of the increase in total R&D

costs is given by ITT. In the early 1 960s,

ITT spent $30-40 million developing its
Pentaconta switching system, which had a

commercial lifetime of nearly 20 years. In

the late 1970s, ITT spent $300-500 mil¬
lion on the 1240 switching system. Other

companies have spent up to $600 million

on developing fully electronic switching

systems. And the lifetimes of many new

technologies are getting shorter and
shorter.

The sheer magnitude of R&D investment

and the slow growth in the demand for

switching systems in the industrialised

countries have led both service providers

and equipment manufacturers to seek to

amortise this expenditure in foreign mar¬

kets. Even in France, where the govern¬

ment launched a major telecommunica¬

tions investment programme in the mid-

1970s, demand for new equipment has

now stabilized and the French industry is

under pressure to find new markets over¬

seas.

There is a great deal more competition in

these new markets than in OECD countries,

and OECD producers have competed
aggressively for the big contracts on offer,
particularly in OPEC countries. But the

major OPEC contracts have now been

awarded, and demand for equipment in

developing countries is expected to expand
less rapidly in the Eighties than it did in the
Seventies. At the same time, the number of

manufacturers able to offer advanced, fully
digital switching systems is growing,
increasing competition for the few major
contracts that will be on offer. And with

computer manufacturers possibly entering
the market, on the strength of their exper¬

ience in private branch exchanges and
small-scale switching equipment, the

established manufacturers may face even

stronger competition.

Transmission

The development of satellite communi¬

cations has similarly increased pressure on

the manufacturers of transmission equip¬
ment, by bringing aerospace manufac¬
turers into the communications business.

The advent of optical fibres, with their

enormous advantages over traditional

media in terms of capacity, efficiency and
durability, has also brought in outside
manufacturers to the telecommunications

equipment market.

Terminals

In terminals, many new products have

EMPLOYMENT:

A QUALITATIVE CHANGE

The growth of the telecommunica¬
tions equipment industry will not neces¬

sarily engender an increase in its labour
force. Technical progress has the effect
of substituting capital for labour and the
industry is becoming increasingly capi¬
tal-intensive. But the labour force will

become more and more highly trained,

implying a considerable qualitative rise
in demand for labour, requiring the

services of a growing number of scien¬
tists, electronic engineers, software

specialists and systems analysts.

As a tool of adjustment policy, there¬
fore, the industry offers few possibilities
to governments with an unemployment
problem on their hands. But it will make

a significant indirect contribution to gen¬
eral economic growth. The growing
range and quality of telecommunications
services will stimulate output and

employment both in the data communi¬

cations industry itself and in many other
sectors especially high technology
manufacturing industries and services

particularly dependent on information
systems, such as finance, computer
services and the mass media.

been introduced, so that in addition to

familiar items like telephones and telex

machines, the development of computer¬

ised data transmission has brought a
demand for data terminals, modems, mul¬

tiplexors and network/node controllers,

not to mention facsimile machines, word

processors, videotex and teletext sys¬
tems.

The growing importance to industry
generally of information-related activities is

evident in the soaring demand for terminal

equipment and the mounting volume of
data transferred over the telecommunica¬

tions networks. A recent estimate on data

communications in Western Europe sug¬
gested that there were some 1 3 million

transactions a day, with total data traffic

exceeding that of the telex system. It is

generally thought that in the OECD area as

a whole data traffic is increasing at a

compound annual rate of 25-30 per cent.

Demand for data communications equip¬

ment has risen likewise, reaching more

than $1 .5 billion in 1 979, according to one
estimate2.

Technical advances in the terminal

equipment field have brought outside com¬

panies into this market, while the esta¬

blished telecommunications equipment

manufacturers are diversifying into those
product areas where innovation will have

the greatest impact, either through acqui¬

sition or through co-operation agreements

with other companies. Over the longer run

the convergence of telecommunications

equipment technology with other techno¬

logies such as data processing will bring

the traditional equipment manufacturers

increasingly into competition with com¬

panies entering the business from related
industries.

The Role of Government

In the light of the new technological,
industrial and economic factors governing

the market for telecommunications equip¬

ment, governments have the responsibility

of revising the regulations covering the

provision of telecommunications services

and the procurement practices of the main

service providers in such a way that the

development and expansion of the industry
are maximised.

For one thing, the international conse¬

quences of domestic policies are of

increasing importance. Though most na¬

tional policies have primarily been oriented

to domestic markets, rising R&D costs
have made success on world markets an

increasingly important determinant of long

run commercial viability. Since the number

of countries seeking to maintain a domestic

telecommunications equipment industry

2. Source: Datamation, July 1979 and June
1980.
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Fibre optics a new option for transmission

has not diminished, competitive pressures
on world markets have increased.

Export policies

One response to this situation has been

to place greater weight on implications for

export markets when framing national pol¬

icies, particularly by taking measures to
strengthen the domestic industry's interna¬

tional competitiveness. Over the longer
run, the world market may not be large
enough or growing rapidly enough to
successfully support a number of countries

adopting an approach of this type. With

each of the countries taking measures to
secure the position of its domestic indus¬

try, these measures may net each other

out, so that each country's return on

investment, rather than increasing, de¬
clines. In addition to their direct financial

costs, these measures can accelerate the

development of excess capacity, exacer¬
bating competitive pressures on world
markets.

In switching, for example, some
1 6 major systems - developed at a total
R&D cost which almost certainly exceeds

US$6 billion - are competing for annual
world sales amounting to some US$1 2 bil¬
lion, of which only US$2-3 billion are open
to international competition. Even with

substantial and growing home-market

sales, it is doubtful whether many of these
systems will yield a positive return on
investment.

In their attempts to secure major export
contracts, some governments have given

export credits to domestic manufacturers.

This is perhaps understandable in a market

characterised by a small number of very
large contracts, especially where the

supply of an entire network on a turnkey
business will often generate extra business

for supplementary equipment at a later

date, since the purchasing country may
then be "locked in" to its original supplier.
The 1977 Saudi Arabian contract, worth

$4 billion, brought the contractors, Er¬
icsson and Philips, subsequent contracts

for the extension of the original network
worth an extra 20 per cent of its initial
value.

Rivalry for third-country markets might
not be so intense (and hence distorted by
government assistance to exporters) if

OECD markets themselves were more open
to international competition. A major
obstacle to this lies in the policies of
governments and telecommunications au¬

thorities in giving preference to domestic

production. Opening markets to foreign
competition would stimulate the diffusion

of new technologies and lead to an overall

reduction in equipment prices. For some
small countries, however, whose domestic

industry could not survive without protec¬
tion from foreign competitors, trade liber¬

alisation would probably lead to a fall in
domestic production and a decline in

employment in the industry.

There is no doubt, though, that a pro¬
gressive opening of OECD markets to

foreign competition would have a positive

impact on the development of the industry,
but if this is to happen, certain steps need

to be taken to prepare the way. Firstly,
there needs to be greater competition in
domestic markets, in order to subsequently
engage in meaningful multilateral discus¬

sions with a view to establishing a frame¬
work of trade agreements. Moreover,

countries may need some agreement on
the appropriate role for government assis¬
tance to this industry if a genuine liberalis¬
ation of trade is to be effected. If these

arrangements are to be effective, countries

must move towards a greater standardiza¬

tion and harmonization of equipment
design and certification procedures.

Standardization

Though the process of international
technical standardization has accelerated

in recent years, it has proven extremely
difficult for the development of interna¬

tional technical standards to keep pace
with technological advance. This reflects

the inherent complexity of the technology,
the need to retain consistency between the
different components of the network, and
the substantial differences in network

development and industrial interest which
exist between countries.

It is unrealistic to expect that a high
degree of international standardization can

be achieved around existing product lines.
Further, accelerating technological change
- though it creates opportunities for stan¬

dardization in the design phase of new
products poses a dilemma: if interna¬

tional standards substantially lag behind
advances in technology, incompatibility
between national standards could signifi¬
cantly reduce the scope for trade and

specialisation; but imposing standards pre¬
maturely could restrict technical advance,

forcing producers into paths which even¬

tually prove sub-optimal.

There is no easy solution to this
dilemma. International standaridzation au¬

thorities, are well aware of the need to

frame standards which are flexible, and
which allow market forces to select from

among the feasible technical solutions to a

given set of problems. They are equally
aware of the need to accelerate the process

of standard setting, and have achieved
notable success in such diverse areas as

data transmission, high-speed facsimile
and pulse code modulation.

Finally, it is important to emphasize that,
if technical standards are to be effective in

facilitating international trade, a major
international effort is needed to harmonize

equipment approval and certification pro¬
cedures in the different countries. So long
as significant differences remain between

the procedures applied, manufacturers

wishing to export equipment will have to
incur substantial certification costs, as well

as suffering from administrative delays and
arbitrariness. National certification proce-
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dures should therefore be as uniform as

possible, given the need to protect users
and the network.

Liberalising domestic markets

Measures currently being taken to intro¬

duce competition in domestic markets

should pave the way for liberalising inter¬
national trade in telecommunications

equipment. Although it is sometimes

argued that the technical complexity of
telecommunications networks renders

competitive tendering inappropriate, there
are clear benefits to be obtained from a

transition to more competitive procure¬

ment practices by the service providers,
who will continue to account for the bulk of

equipment purchases. The more efficient
and innovative manufacturers would in¬

crease their share of equipment contracts,

enabling service providers to secure the

best technology at the lowest price. It

would also increase the transparency of the

procurement process and ensure that pur¬

chasing decisions were made on the basis
of a maximum of information.

At present, there is a trend for the

service providers to introduce a greater

element of competition in the award of

equipment contracts. In France, two offi¬

cially sponsored associations grouping

equipment suppliers had the field to them¬

selves until the mid-1 970s but now play no

role in equipment procurement. In Ger¬

many, the strict quota system for equip¬

ment procurement was relaxed in 1974

and market shares are now adjusted by

some 2 per cent a year according to move¬

ments in producers' relative prices. In the

United Kingdom, a system of competitive

tender was introduced during the 1 970s to

replace long-term contract arrangements,

although only selected firms on a list of

approved suppliers are eligible. In Japan,

the country's four leading electronics man¬

ufacturers have traditionally shared the

bulk of NTT's equipment contracts, but a

recent agreement between Japan and the

US is intended to open NTT procurement to

foreign firms.

Introducing competition into the market

for terminal equipment has already been

seen to bring significant benefits to users.
Telecommunications authorities in OECD

countries are increasingly allowing subscri¬

bers to attach a broader and more sophis¬

ticated range of terminal equipment to the
basic network. In the United States, com-

petiton has also been introduced in the

provision of specialised services which
combine the basic facilities with computer

processing applications.

Analysis of American experience has

shown that the introduction of competition

into the market for terminal equipment and

specialised services has encouraged inno¬
vation, increased consumer choice and

moderated equipment prices. The common

carriers have been forced to adapt more

rapidly to emerging market needs. Else¬

where, peripheral facilities are more closely

controlled, though there are signs in a

number of countries, particularly the UK,

Canada, Australia, Sweden and Japan,

that greater competition will be permitted

in terminal equipment and that entry into

telecommunications services may soon be

possible.

The question of greater competition in

the supply of equipment raises the thorny

issue of network competition, that is, in the

provision of telecommunications services

themselves. Two fundamental objections

have traditionally been evoked against

allowing a greater measure of competition

in this area. One is that it is regarded as a

public service to be made as widely avail¬

able as possible. The second is that a

monopoly can best take advantage of the
economies of scale available. Instead of

charging each customer the real cost of

installation and consumption, there is sub¬
stantial cross-subsidisation between dif¬

ferent classes of user and between the

different services provided. Insofar as the
service is made available to all users at a

uniform price, intensive users (i.e. business)
tend to subsidise occasional users (i.e.

private individuals). Similarly, some ser¬
vices (international telephone calls) are

very profitable, for the reason that relative

prices were never brought into line as
relative costs fell, while other services are

not. At the moment, long distance traffic

typically accounts for 20-30 per cent of
total costs in most European countries, but

contributes 60-70 per cent of total reve¬

nue. While prices for local calls tend to be

close to or less than marginal costs for

access and local use, the ratio of price to

marginal costs on long distance traffic is
between 1.5 and 2.0.

Any introduction of competition into

such a marketplace could leave the public

telecommunications agency burdened with

the high cost services while the private
sector "skimmed the cream".

In evaluating the arguments for and

against competition in telecommunications

services, governments must decide just

how important the public service function
of telecommunications is and see whether

the advantages - particularly in tf/ms of
more rapid innovation that would flow

from allowing competition in all or part of

the service would outweigh the additional

costs involved in guaranteeing a service to
those who cannot afford the economic

cost.

Promoting innovation

Whoever provides the service in coming

years, the future of the equipment industry

will depend on the growth of telecommu

nications services and the investment poli¬

cies of the operators. In the past, a number

of the major service providers have

financed investment, and hence equipment

purchases, from retained earnings, which

has necessitated relatively high prices. In

future, the expansion of services would be

encouraged if service providers kept prices
down and raised investment finance exter¬

nally.

Investment by equipment manufacturers

will depend both on the stability of overall

demand for their products and on the

competitive environment. Their R&D ex¬

penditure will determine their competitive¬

ness in the long run, since advances in

electronics and data processing will con¬

tinue to create opportunities for sustained
innovation in telecommunications.

Although manufacturers should be given

more commercial incentives to develop

new products independently, public autho¬

rities should continue to be closely involved

in R&D programmes, both to ensure that

appropriate basic research is undertaken

and to assure the availability of new

systems and products compatible with the

planned expansion of domestic networks.

To that extent, governments will have a

responsibility for assisting telecommunica¬

tions research both directly and through

the service providers.

While providing the telecommunications

equipment industry with the R&D support

it needs, governments should at the same

time avoid measures that excessively dis¬

tort or hinder the competitive mechanism.

There are some basic principles that need
to be borne in mind when it comes to

reconciling R&D policy with broader policy

objectives in the telecommunications

area:

1 . Wherever possible, there should be an

element of competition in publicly sup¬

ported development projects, by encour¬

aging the maximum number of competing

firms to bid for development contracts and

ensuring that at least two competing firms

are involved in the development process.

2. Development projects should gener¬

ally involve the application of technologies

which will become commercially viable.

This implies that projects which prove to be

commercially unviable should be termi¬
nated.

3. Development projects should normally

complement or extend work being carried

out in other countries, rather than seeking

to duplicate it. Joint efforts between firms
or research establishments in different

countries can optimise the use of scarce

resources while encouraging the interna¬

tional diffusion of knowledge.
4. Efforts should be made to ensure that

the results of publicly funded development
research are available in as broad and

non-discriminatory a manner as possible.
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Employment
Dislocations

Structural change necessarily proceeds by eliminating some
jobs and creating others. An OECD report "Large-scale
Employment Dislocations: Strategies for Adjustment"

examines four industries which have been among the most severely

affected by the economic recession and by structural problems. It

was prepared for OECD's Manpower, Social Affairs and Education

Directorate by two consultants: Robert B. McKersie, Alfred P.

Sloan School of Management, MIT, Cambridge Mass. in the United

States and Werner Sengenberger, Institut fur Sozialwissenschaft-

liche Forschung, Munich, Germany and will be published shortly.

Below are the figures presented by the authors on employment and
production in these industries for six countries; they show the

difference in pattern from one country to another.

GERMANY

PRODUCTION AND EMPLOYMENT IN FOUR MAJOR INDUSTRIAL SECTORS, 1973-1981
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HopeforCarMakers

One might reasonably expect that the rapid growth in road travel and car
ownership of the past three and a half decades would be arrested or even

reversed by recent economic stagnation. With lower or even negative

economic growth rates, decline in real incomes, higher real vehicle prices
(not to mention the stepping up of real energy costs), a number of large
automakers have experienced severe difficulties in trying to adjust to the
new market; the effects have been felt throughout national economies
and in international trade.

Despite these factors, a recent OECD report1 concludes that the trend in
demand for road transport will continue upwards though the rate of
growth may be slower than it otherwise would have been: the report

concludes that both car ownership and overall mileage will continue to
increase in the OECD community, as they have done despite the current

economic slump.

Five main and interrelated factors pro¬

vide hope for the auto industry:

Income

Ownership of at least one motor car

has approached saturation among middle

and higher income households in the more

industrialised OECD countries. Throughout

the 1970s, ownership increased most

rapidly among lower income groups whose

ownership rate has become comparable to

that of other groups, though the type, size

and cost of the vehicle purchased may not
be the same.

For the second motor car, discretionary

income is more important than level of

income per se. Obviously a higher discre¬

tionary income threshold is required for

multiple-car ownership than for ownership

of a single vehicle. Despite the recent fall in

real per capita income, more OECD house¬
holds will cross this threshold.

The Role of Women

Multiple car ownership is intimately con¬
nected with the increase in the number of

married women with jobs (now up to 60

percent in the US but only 25-40 per cent

in Europe). This more active role will

increase total demand for auto ownership

and road travel.

As the rate of two-income households

continues to increase, discretionary house¬

hold income will rise even more, as two can

live more cheaply than one, at least for the
basics. In the United States where two

incomes are more frequent than in other

countries, 50 per cent of all households
now own two or more cars; 1 7 per cent

own three or more. In Europe, the figure is

lower: in France roughly 20 per cent of the
households own two or more cars; the

corresponding figure for the Netherlands

and the United Kingdom is about 15 per
cent.

The changing role of women is clearly
reflected in data on drivers' licenses. In

Finland, for example, in 1 979 women held

45 per cent of the drivers' licenses, but

1. Road Research Programme of the OECD's
Directorate for Science, Technology and Indus¬

try: "Car ownership and Use".

DRIVING AND DRIVERS IN THE

UNITED STATES

% of all

Age
drivers (1980)

Males Females

Under 20 4.3 3.6

20-24 6.9 6.2

25-29 6.8 6.2

30-34 6.2 5.8

35-39 4.9 4.5

40-44 4.0 3.7

45-49 3.6 3.3

50-54 3.7 3.3

55-59 3.6 3.1

60-64 3.1 2.6

65-69 2.5 2.0

70 + 3.6 2.5

Total 53.2 46.8

per capita

mileage (1977)

Under 20 7,099 4,031

20-24 13,803 6,475

25-29 15,753 6,621

30-34 16,235 6,645

35-39 17,172 7,046

40-44 16,618 6,774

45-49 15,428 6,280

50-54 15,003 5,965

55-59 13,764 5,647

60-64 10,843 4,452

65-69 7,875 3,919
70 + 5,800 3,217

Average 13,563 5,943

Note: Total licenses, 1980: 145.3 million; per

capita mileage, all drivers, 1977: 10,006.
Source: Highway Statistics, U.S. Department
of Transportation.
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accounted for 60 per cent of new ones; in

Norway, in 1980, these figures were 37
and 55 per cent respectively and in the

United States, also in 1 980, 47 and 67 per
cent. The trend is much the same else¬

where: more women in all age groups are

driving, while most males in most age
groups already have their licences.

Age

American data for 1 969 and 1 977 show

that drivers aged from 25 to 44 drive more
than others. In the United States the

number of people in this 25-44 age group
will continue to increase for the next

decade. Hence, the peak mileage for the
population as a whole is still to come. The

age structure in other industrialised coun¬

tries is even more skewed towards these

drivers. And the peak mileage lies still
further into the future.

Whatever the age of the adults in a

family, total auto ownership is higher if
there is a child in the household and this is

true for all income groups. The same holds

for multiple car ownership. In short, age is

an important indicator of car ownership

and use but as a reflection of other factors,

particularly household composition and

occupation.

Suburbanisation and

Citification

Where families live also helps to deter¬

mine auto ownership and use patterns. In

rural areas, small cities and suburbs, one

fourth to one half more of the inhabitants

own autos than in central cities.

In North America, suburbanisation and

exurbanisation as well as migration from

larger to smaller cities stepped up

throughout the 1970s. Small cities grew

rapidly as did such sprawling cities as

Calgary and Edmonton in Canada and
Houston and Phoenix in the United

States.

Suburban areas tend to have larger

households, more employed married wo¬

men, higher discretionary household in¬

come, younger heads of household and

poorer public transport than central cities,

all factors that encourage auto ownership

and use. Car ownership in the cities on the

other hand is held back by congestion, the

cost and difficulty of parking, the cost of

insurance and garage, etc. Thus continued

suburbanisation and growth of lower den¬

sity cities help to increase auto ownership
and use.

Price

The real price of cars has increased in

recent years, but this has affected the

composition of the auto fleet rather than its

CAR OWNERSHIP AND GDP PER PERSON

IN OECD COUNTRIES, 1978

GDP per capita
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magnitude. People have adapted to higher

prices by purchasing less costly models

and/or by keeping cars longer rather than
not buying them at all. US data show that

the median age of the American auto fleet

changed from 4.8 years in 1969 to 6.2

years in 1977. In the long term this may

suggest a growing backlog in demand for
new cars.

Country Data

Rates of auto ownership now vary

widely among OECD countries, ranging
from about 1 5 cars per thousand persons in

Turkey to about 550 per thousand in the
United States (see Chart). The OECD

average is about 320 cars per thousand

persons.

While the Netherlands and the Nordic

countries anticipate only minor increases in

car ownership (and a fall in some urban

areas), Australia, Canada, France, Ger¬

many, Italy, New Zealand and the United

Kingdom expect moderate but significant
increases. Even the United States with its

high rate of ownership can expect impor¬
tant increases because of decentralisation,

the low level of ownership prevailing in

certain States (450 per 1 ,000 people in
Arkansaa is the lowest on the Continent

while Wyoming with nearly 800 per thou¬

sand is the highest) and the growth of
multiple ownership. The less motorised

countries can expect sustained, rapid

expansion in both car ownership and

use.

In sum, the economic downturn will not

reduce auto ownership nor auto use as

many observers expect. The increased

participation of women in the labour force,

more female heads of household, con¬

tinued suburbanisation and decentralisa¬

tion, more licensed drivers in all age groups

and the still-to-come peak in the size of age

groups which do the most driving assure

continued expansion of auto fleets and

their use in highly motorised countries.

Ownership will continue to diffuse among

all income groups in those countries.

Though many countries report that

average yearly mileage per vehicle is declin¬

ing, total mileage continues to increase, as

fleet expansion due mainly to a rise in

multiple ownership more than offsets a

decrease in average auto use.
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Development in Perspective
by Rutherford M. Poats,

Chairman of OECD's Development
Assistance Committee (DAC)

The Dominant Landmarks

Dominating the current horizon of the

development venture are three major fea¬
tures:

Simultaneous adjustment

Towering deficits, both fiscal and cur¬

rent-account, in most countries have

reached or neared financial limits imposed
by high-cost and more selective financial

markets, limited access to concessional

aid, and slumping exports. Painful adjust¬
ment has been, and in most countries

continues to be, unavoidable - to reduced

domestic operating expenditures, to higher
priced manufactured imports, and to higher
costs of both imported and indigenous
energy. All countries share an interest in

finding the means and the wisdom to

assure adequate and appropriate financing
to facilitate (but not to evade) adjustment

which is both supportive of long-term
development and politically feasible. The
convergence of simultaneous retrenchment

in many developing nations with recession

and deflationary efforts in the industrial

countries imposes a powerful brake on

economic growth everywhere. Severe, pro¬

longed balance of payments deficits in

many lower income countries are choking
off essential imports. Their recovery of
developmental momentum will require
close cooperation among the IMF, develop¬
ment agencies and private lenders, with

greater than normal provision of current

account financing.

Stalled development in low-income
Africa

Output failed to keep pace with popula¬
tion during the 1 970s in about half of the

Sub-Saharan African countries. Per capita
food output declined by 0.4 per cent per
annum during the 1970s in low-income

countries as a whole, and by 1 .4 per cent in
Africa. Meanwhile, middle-income and a

few low-income countries maintained gains
of around 3 per cent per annum in per
capita GNP - and as much as 6 per cent in
East Asia - despite two oil shocks and

stagflation in the West. This sharp differ

entiation among developing countries

defines the main challenge and geographic

priority for development assistance during

the 1980s: the chronically lagging coun¬

tries. The undoubtedly temporary decline
of per capita GNP in middle-income coun¬

tries at the depths of the global economic

slump does not alter this long-term per¬
spective.

Growing dependence on trade

Interdependence through trade became

much more pronounced during the 1970s.

Rapid growth in the NICs and other middle-

income countries made them dynamic mar¬

kets for OECD exports and a source of

support for all economies during two reces¬

sions. A widening circle of developing

countries found success in exporting and

substantially reoriented their economies to

the external market. The raw material

exporters were losers in recent years,

however. Slumping industrial demand and

falling terms of trade showed the risks of a

narrow dependence on primary product
exports. In the 1980s, trade liberalisation

and more systematic export expansion

policies offer great promise of stimulating

and rationalising investment and spurring

growth in the more adaptable developing
nations.

The Emerging Features

Three other trends further define the

tasks of development practitioners:

Official Development Assistance (ODA)

declined in 1981, due almost entirely to

delays or reductions in contributions to the
concessional accounts of multilateral

banks. The combined value of concessional

aid disbursements by both DAC and OPEC

governments, as groups, including their

contributions to multilateral agencies, fell

at a time when developing countries

needed increased import financing to pro¬

tect current production and future growth
from excessive retrenchments. The short¬

fall in concessional resources was inten¬

sified by China's addition to the ranks of

concessional aid recipients and by the need

for public as well as private investment in

energy development in oil-importing devel¬
oping nations. The reduction was concen¬

trated on the concessional funds of the

World Bank and the regional banks, which
have been regarded as centrepieces of

development strategies in low-income
countries. Moreover, the World Bank's

capacity to fulfill its leadership role in

improving the effectiveness of develop¬

ment efforts in these countries is likely to
depend for many years ahead on its own

substantial participation in concessional

lending to them. The present outlook is for

a resumption of growth in ODA disburse¬
ments in 1982 but at a slower rate of

growth than occurred during the second
half of the 1970s.

Net flows of commercial bank loans rose

in nominal terms to $25 billion in 1 981 , but
new commitments were on a downward

trend from mid-1 982. After adjustment for
inflation, net commercial bank loan disbur¬

sements to developing countries in 1981

and 1 982 were lower than in the peak year,
1978 (when borrowing countries were
building reserves). Interest costs on float¬

ing-rate borrowing exceeded 1 7 per cent in
1 981 . Two offsetting trends were evident

in 1982: declining inflation and interest

charges on the one hand and tighter credit
tests on new bank-loan commitments on

the other. The net impact of these trends if

they continue, as expected, in 1 983 seems

likely to be advantageous to many devel¬
oping countries. Fears of an indiscriminate

withdrawal of commercial banks from the

developing countries certainly are not war¬
ranted.

The case for greater effectiveness in

development programmes became com¬

pelling. The foregoing survey clearly shows
the need for more effective aid. In

response, nearly all concerned, in develop-

ing-country governments, donor govern¬

ments, international agencies, and private

financial institutions began reconsidering

heretofore shunned ways of enhancing the

developmental impact of their resources.

Closer co-ordination of aid with devel¬

oping nations' policies and objectives and

with other agencies' programmes means

some sacrifice of freedom all around, but it
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won wider endorsement, and more sys¬

tematic action began in 1981-1982.

Ministers of developing countries who

earlier had found explanations for poor

economic performance almost entirely in

the inequities of the international economic

order now also acknowledged the need for

policy reforms. A number of governments
of low-income countries asked the World

Bank to establish new aid consultative

groups, knowing that this would bring

them under more intense pressure for

greater efficiency in both policies and

practices.

Private bankers paid closer attention to

the quality of their lending in an effort to

ensure that it created or enhanced produc¬

tion capable of paying off debts.

DAC and OPEC member agencies

accepted the need for more flexible forms

of aid for hard-pressed countries, such as

support for maintenance and rehabilitation

of critical existing services and institutions,

non-project import financing, and higher

contributions to the local costs of projects,

all subject to commitments by the recipient

aimed at phasing out the need for such

extraordinary support.

There remains much room for improving

effectiveness, through more intense focus

on low-income countries, less diversion of

ODA to the service of donors' commercial

or other purposes of low developmental

value, better analysis, and more contin¬

uous policy discussions in a spirit of

partnership among individual developing

countries, foreign aid donors, and inter¬

national development agencies.

The State of Development

At this point one might ask why, after so
many development plans, funds, pro

grammes, projects and reforms, are so

many countries so far from their take-off on

conventionally financed economic

growth?

The answers, familiar to many readers,

bear repeating and updating, lest acknow¬
ledged disappointments in the most diffi¬

cult countries be confused with a global
balance sheet on the development enter¬
prise.

Without attempting a complete assess¬

ment, we can summarise here the key

indicators of the state of development

drawn from data collected by the United
Nations, the World Bank, the OECD and

others. These will measure the results of a

generation of development efforts and
delineate the countries now most in need of

foreign assistance.

Economic growth

About 30 non-OPEC, non-communist

countries and territories, representing more

than one third of the population of this

most relevant universe, achieved real eco¬

nomic growth from 1960 through 1979

exceeding 6 per cent per year. Thus they

tripled the size of their economies. Their

growth has been substantially faster than

that of OECD countries, especially so in the
oil-shocked 1970s. These front-runners

include the NICs and 20 others that con¬

tinue to be predominantly agricultural but

have expanded their industrial sectors

rapidly.

India lately has accelerated its economic

growth rate and achieved major gains in
two areas critical to self-reliance - food

production and export of manufactures. Its

GNP growth rose to 4.1 per cent per

annum during 1973-1980, and it reached

5.2 per cent in 1 981 . While most of the

world was mired in stagflation in 1981-

1 982, India held inflation to 1 per cent and

had record cereal output, an 8 per cent gain

in industrial output and a 7 per cent

increase in exports. If India can be included,

the ranks of the high achievers double to

two thirds of the combined population of

the non-communist, non-OPEC countries.

Economic growth has been considerably
slower in most of the countries character¬

ised by very small industrial sectors. How¬

ever, as a group these countries did accel¬

erate growth in the late 1 960s and
between 1973 and 1979. Within this

group, substantially faster growth was

sustained by Ivory Coast, Kenya and Mal¬

awi, all of them notable for their market-

oriented economic philosophies.

The mineral-based economies1 and the

mini-states slumped along with the
Western industrial countries after 1973.

Capital formation

The most striking indication of commit¬

ment to development has been the consis¬

tent rise in capital formation in all devel¬

oping countries during the past two

decades. The average ratio of domestic

savings to GNP in high-income oil-

importing developing countries rose from

18.6 per cent in the early 1960s to

21.3 per cent in the late 1970s; the

domestic savings ratio of middle-income

oil-importing countries rose from 1 3.2 per

cent to 18.3 per cent, and that of the

low-income countries from 13.2 per cent

to 15.5 per cent. It is notable that both

savings and investment by developing
countries continued to rise after the first oil

shock; both rates declined in the industrial

7 . Bolivia, Chile, Guinea, Jamaica, Jordan,
Liberia, Mauritania, Morocco, Niger, Papua
New Guinea, Peru, Togo, Zaire, Zambia,
Zimbabwe.
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countries. A significant exception to this

pattern was recorded in the sub-group of
the low-income countries called "least-

developed": their domestic savings ratio

fell from 9.4 per cent in the early 1 970s to

6.5 per cent in the later period.

Food production

The dichotomy between middle-income

and low-income countries is pronounced in
staple food production. The International

Food Policy Research Institute traced food

output by 94 developing countries from
1 961 to 1 976 and found that it fell behind

population growth in 53 countries while in

24 others it increased by an average of
3.9 per cent per year during that period.

Only four of the 24 strong performers were
low-income countries: Ghana, Pakistan. Sri

Lanka, and Sudan.

Current per capita income

Comparisons of implied per capita
income levels between countries on the

basis of GNP estimates converted into

United States dollars at floating exchange
rates and divided by numbers of people can

be misleading. They tend to understate the

purchasing power of people in developing

countries by a factor of 2 or 3, and they

obscure the distribution of benefits among
national populations. However, this rough

measurement does indicate the widening
differentiation between lower- and middle-

income countries. Average GNP per person
in all low-income countries reached $250

in 1980, according to the World Bank,
while it rose to $1,580 in middle-income

countries. Disregarding distributional dif¬

ferences, real purchasing power of indivi¬
duals in middle-income countries now

appears to be about the same as was

enjoyed by the people of industrialised

countries 40 years ago. GNPs of low-

income countries have about tripled in the
past 30 years but, for the bulk of their

people, little relief from poverty is appar¬
ent; e.g., population growth has reduced

per capita income gains to little more than

1 per cent a year from very low begin¬
nings.

Social progress

Better measures of human advance

through development are found in health

and education data. Here, too, the general
demarcation between low-income and

middle-income countries appears, but

some countries with low incomes, notably
Sri Lanka, have fulfilled these basic human

needs for as large a segment of their

populations as have many middle-income

countries. Data compiled by the World
Bank show these composite trends:

Health, as reflected by life expectancy at
birth, rose from 48 to 61 years in middle-
income countries while the low-income

countries' average rose from 37 to 51

years between 1960 and 1980. (The

OECD countries' average for 1 980 is 74
years). Death rates in the middle-income

countries declined by 31 per cent, their

birth rates by 30 per cent. The low-income
countries other than India and China

reduced their death rates by 35 per cent

during the two decades (India and China by
41 per cent), but unfortunately they
reduced their birth rates by only 1 1 .6 per
cent (35.7 per cent reduction by India and
China). Deaths among children aged 1 to 4
declined from 31 per thousand to 18 per
thousand in the low-income countries

between 1960 and 1978, while middle-

income countries were cutting this death

rate to 8 per thousand. (The OECD average
is 1 per thousand).

Education, as measured by adult liter¬
acy, shows the same dichotomy. Middle-
income countries raised their average
literacy rate to 72 per cent while low-
income countries (which in 1 960 were at a

much lower point, 22 per cent) reached

only 39 per cent in 1980 despite heroic
expenditures on primary education. The

percentage of primary age children
attending school in low-income countries

rose from 59 per cent among boys in the
1960s to 89 per cent in 1978 and from

33 per cent to 63 per cent for girls. In
middle-income countries, primary enrol¬
ment of boys reached nearly 100 per cent
and of girls 95 per cent in 1 978. Secondary
school enrolment rose from 6 per cent to
20 per cent during this period in low-
income countries and from 1 9 per cent to
44 per cent in middle-income countries.

Beyond the numbers

Development involves other dimensions

of life, of course, including personal free¬

dom, security for national and smaller

groups and social cohesion - factors not

readily measured by statistics. For the

purposes of international development

assistance, however, the primary economic

and social indicators just summarised are

adequate measurements of material pro¬

gress and the distance yet to go.

Not surprisingly, they show that coun¬
tries near the bottom of the economic and

human- resource development ladders

generally have had the greatest inertia and

are lagging further behind those starting

their independence from higher rungs.

There is meaning in the tautology that poor
countries are that way because most of

their people are poor - poorly equipped by

education, training and experience to

organise and execute production and

MORE DIVERSITY

IN THE DEVELOPING WORLD

A decade ago, it was convenient to visualise a more

homogeneous group of developing nations, with admitted
differences among them in endowments and attitudes but

sharing a common gulfofseparation from the industrial nations in

income, educational, health and other social indicators, and

history. Their economic environments also were more insulated

from the global economy then than now. Trade and financial

markets were less decisive for most developing countries, official

development assistance more so.

Today the developing world, numbering 160 nations and
territories from China to mini-states, is increasingly differentiated
by income levels, dependence on exports of oil or other raw

materials, and rates of economic growth. Beyond these rough

categories is an even greater diversity stemming from various
combinations of physical and human endowment, cultural

influences, public and private leadership, accumulated results of

earlier investment in or neglect of people and institutions, wide

variations in the volume and effectiveness of foreign aid and

investment, other external boons and obstacles, and the

changing tides of trade and finance.

Still, categorical images do help to sort out the kaleidoscope of
developing nations. Far ahead on a fast track are the newly-
industrialised countries (the NICs)1, staggered now by debt
service costs but getting ready to export their way out of danger,
using higher technologies, when the global economic environ¬
ment permits. The oil-exporting countries are seen as a group

apart, more strung out now along a roller-coaster track on which
the heavier-laden riders have nearly stalled. The other middle-
income countries are dispersed across the landscape, but out
ahead now are more than a dozen that have found expanding

niches in the world market, mostly by following the paths blazed

by the NICs (see p. 26). Far behind is the larger mass of more
troubled countries, some making progress despite heavy burdens

but many others failing to overcome global headwinds and
home-made obstacles.

1 . The group comprises Brazil, Greece, Hong-Kong, Korea, Mexico,

Portugal, Singapore, Spain, Taiwan and Yugoslavia.
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Is India now on a fast track? Its growth rate has accelerated, and it has made major gains in food production and manufactured exports

administration, and so close to bare sub¬

sistence that they cannot rapidly accumu¬

late and apply capital to create wealth. The

vicious circle of their struggle for develop¬

ment is most obvious in the propensity of

individual poverty together with insecurity

about old age to cause high birth rates;

these combined with improved health ser¬

vices and public measures to prevent fam¬

ine, are causing rapid population growth,
which in turn consumes resources that

otherwise might be invested in overcoming

poverty and insecurity.

Bangladesh, the most densely populated

agricultural country, illustrates statistically

the drag of high (2.6 per cent) population

growth. Despite increases in agricultural

production, its agricultural wages have

declined in real terms under the pressure of

rising labour surpluses. Available land in

rural areas also is decreasing for the same

reason. Deliberate overstaffing of major

industries has so reduced labour produc¬

tivity that real wages in manufacturing and

construction were 44 per cent lower in

1 980 than in 1 970, according to a World

Bank country study. After increasing the

number of primary schools by 33 per cent

and primary school teachers by 28 per cent

between 1973 and 1980, the number of

primary age children in school in 1 980 was

no greater than in 1 973, and literacy rates

registered little progress.

Sub-Saharan Africa did not begin the
modern era of political independence with

high ratios of people to arable land, but its

recently high population growth rates have

compounded other handicaps.

A recitation of the handicaps of the

countries now in the low-income ranks

suggests their difficulties but does not

adequately account for their lag behind
others that have been able to overcome

similar disadvantages. To obtain this cri¬

tical guide to future progress, one needs to

focus on the development history of partic¬

ular countries - their natural resources,

weather, indigenous human endowments,

geographic relationships, population

growth rates, external economic and poli¬

tical pressures and benefits, domestic pol¬

icies, et cetera, and try to apply the right

weights to each factor.

Nearly all of the Sub-Saharan countries

attach great weight to the negative factors

(there also were positive ones) in their

colonial heritage: extremely limited educa¬

tion and training, inadequate experience in

foreign commerce and government owing

to exclusion of Africans from these posi¬

tions in many colonies, and narrowly-based

production and trade patterns designed to

serve the interests of the métropole.

Another heritage from their colonial eras

seems to be a source of current difficulties,

although it is seldom cited by African
leaders; this is the colonial administrations'

latter-day penchant for extensive economic

controls and state monopolies. This pre¬

cedent may have predisposed many new

African governments, despite their very
limited cadres of skilled administrators and

analysts, to opt for state enterprises,

especially in export and agriculture, and for

controls on trade and investment, regula¬

tion of prices, and gambles on large-scale

state-owned or state-subsidised develop¬
ment schemes.

The most encouraging feature of African

development is the ability of a few coun¬

tries to overcome severe initial handicaps

and sustain strong economic growth during

the troubled 1970s. More systematic

efforts to understand disparities in eco¬

nomic performance from similar starting

points should yield better guides to

improving the state of the development art.

Particularly revealing might be comparative

analyses of the developmental histories of

comparable countries, such as Ghana and

Ivory Coast, Tanzania and Kenya, or

Malawi and Niger.

Correctly drawing the essential lessons

from all experience in development is the
first step to greater effectiveness. The

more difficult step is to convert the findings
of analysis into political action by all of the
partners in development. This is the test of

the priority that political systems in both
developing and industrialised countries -

ultimately meaning their politically active
peoples - give to long-term investment in
development.

The immediate challenges for interna¬
tional development co-operation, and the
main fields in which more effective strate¬

gies are essential, are, broadly speaking,
economic adjustment, food production in
low-income countries, and international

trade expansion. In all three fields more aid

resources, on highly concessional terms

and adapted to the circumstances of the

less-advanced countries, are patently
necessary.
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A NewWaveof Industrial

Exporters

The share of non-NIC developing

countries in total imports of manu¬

factures by OECD countries has

increased from 1 .8 per cent in 1970 to

2.1 per cent in 1973-1975 and 2.6 per

cent in 1 978-1 979 (as against 1 0 per cent
for all developing countries including the

NICs). More striking still: the number of
developing countries exporting more than
$100 million worth of manufactured pro¬
ducts increased from 1 8 in 1 965 to 22 in

1970 and to 47 (in 1975 prices) in
1979.

Using two significant yardsticks scale

and rate of growth of manufactured

exports OECD's development report
identifies sixteen "second-tier" developing
countries (Table 1 ) which succeeded in

achieving a break-through at a time when

world manufactured exports were growing

at only half the rate achieved during the

previous decade.

Crucial Factors

This trend can be explained by the
outward-looking growth policies that have

been at least partially applied in the
16 countries. These typically include
measures to eliminate the bias often found

in the developing world against both
exports and imports, combined with

macro-economic and industrial policies

which favour production for exports,
enhance competitiveness and limit

domestic demand. Such policies have been

applied most successfully in countries
with:

a disciplined, educated and skilled urban
labour force

an active and efficient entrepreneurial
class

a stable political system.

The NICs as Pace-Setters

It is evident that the emergence of new
dynamic exporters of manufactures in the
Third World has been related in various

ways to the phenomenon of the NICs.
Three particular linkages appear to have

been of special importance.

First, the NICs have served as examples

to other prospective exporters of manufac-

Is a "second tier" of new

exporters of manufactured

products emerging from
among the developing

countries? This question is
raised and analysed in OECD's

annual report "Development
Cooperation, 1982", to be

published shortly.

tured goods by dispelling the mood of
pessimism about exports that prevailed

throughout the 1 960s and by popularising
the introduction of outward-looking
growth policies rather than relying on
substitution of domestic goods for imports.
In this context, a number of policy instru¬
ments have increasingly been used, such as

the establishment of offshore export-pro¬
cessing zones, the liberalisation of imports
needed for exports and the widespread use
of various direct and indirect investment

and export incentives. The imitation effect

has also been at work in selection of export
industries : the newcomers have tended to

exploit the openings made by the NICs on
the markets of industrial countries with

certain products whose production is
labour intensive.

The second linkage, of special impor¬
tance in South-East Asia, has been the pull
exerted by the successful NICs. Their entre¬

preneurs have started to come under pres¬
sure from rising labour costs and were well

placed to transfer some production pro¬
cesses and some product lines to lower-

wage areas through subcontracting and
direct investment. In some cases, the NICs

have also provided markets for low-cost

manufactures supplied by newcomers.

Finally, and somewhat paradoxically,
the protectionist reactions in industrial

countries against the penetration of their

markets by imports from the NICs seem,

for some time and to a limited extent, to
have had a favourable effect on the new¬

comers. Thus the differential treatment of

marginal supplies in the framework of the

Multi-Fibre Arrangement and in the appli¬

cation of the Generalised System of Prefer¬

ences seems to have given some impetus

to the development of manufactured

exports by new suppliers. It should be

noted, however, that some of the new

flows appear to have reflected attempts to
circumvent restrictive measures rather

than genuine increases in exports of home-

produced goods.

Thus, the NICs have played a crucial role

in nurturing a new wave of manufacturing
exporters in the developing world. This
does not mean, however, that the latter are

by definition becoming NICs themselves.
The build-up of an export-oriented indus¬

trial potential in line with comparative

advantage is a necessary but not sufficient
condition for widely based industrial

growth. Indeed, the application of the

relevant policies, such as strong export

incentives and a free trade regime for
imported inputs, does not provide small,

poor countries with the indispensable
entrepreneurial and labour skills or

domestic linkages between exports and the

rest of the economy.

Who are the Newcomers?

Evidently it would be misleading to
consider as "new exporters of manufac¬

tures" all non-NIC developing countries
whose exports around the end of the last

decade were above the $100 million

benchmark. A simple way to distinguish
the genuine newcomers is to consider in

addition a dynamic criterion relating to the
rate of growth of their exports of manufac¬

tures over a longer period. In the present
exercise, it was found convenient to use

the 1 970s as a reference period and to set

a benchmark at 27 per cent a year in
current dollars, roughly corresponding to
1 3 per cent in real terms. This is equal to

the rate of growth registered by the NICs

during the same period, and slightly higher
than that of all developing countries as a

group.

The use of this growth criterion in
combination with the $100 million bench¬

mark would leave 16 developing countries
in the category of genuine newcomers or

"second-tier" exporters of manufactures.
This list includes three low-income coun¬

tries (Haiti, Indonesia and Sri Lanka). All the

others are in the middle-income category
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Manufacture ofzippers in Thailand -
exporters.

one of the largest and most rapidly growing of the new wave of

^

EXPORTS OF MANUFACTURED PRODUCTS

BY 37 DEVELOPING COUNTRIES

Value in 1979

current prices

and exchange rates

MOO million

to

$1 billion

$1 billion$2 billion

$3 billion$6 billion

More than $10 billion

Growth rate of exports of manufactures, 1972-1978

constant 1975 prices - annual percent

less than world

average

6.9%

Colombia

Dominican Rep.

Egypt
El Salvador

Guatemala

Pakistan

Yugoslavia*
Mexico

between world

average and average
for non-OECD NICs

6.9% to 13%

Bangladesh
Costa Rica

Ivory Coast

Kenya

Turkey

Argentina

India

Israel

Hong-Kong1

greater than non-

OECD NIC average
13%

Chile

Cyprus
Haiti

Indonesia

Jordan

Macao

Malta

Mauritius

Morocco

Peru

Sri Lanka

Tunisia

Uruguay

Malaysia
Philippines

Thailand

Brazil*

Singapore''

Korea*

Taiwan*

* Newly industrialising countries (NICs).
Italics: Second-Tier countries.

For various reasons other countries with exports of over $100 million are not included: China, Iran,
Jamaica, Kuwait, Lebanon, Liberia, Nigeria, Saudi Arabia, Trinidad and Tobago, Venezuela,
Vietnam. OECD NICs are also excluded.

and include three relatively large exporters
(Malaysia, the Philippines and Thailand)
which together account for about half of

the total exports of manufactures by the
newcomers.

This list of "second-tier" exporters omits
a large number of countries with substan¬

tial manufactured exports. Summarising
the position of these others, one may point
to a first group (Argentina, India, Israel and,

to a lesser extent, Egypt and Pakistan)

which comprises economies at a relatively
advanced stage of industrial development,
though varying from country to country.
These countries were established expor¬
ters of some lines of manufactures as long
as ten to twenty years ago but, largely
because they adopted import-substitution
policies, have proven unable to maintain
the relative (or in some cases even abso¬

lute) level of their exports.

A second group, including most coun¬
tries in Central America, together with
Colombia and the few, refatively modest
exporters of manufactures in Africa,

managed to make some headway, partly
on regional markets, in the 1 960s and early
1 970s. The momentum of their export
drive slackened markedly in the latter part
of the 1 970s as their sales to industrialised

countries slowed down and could not

compensate for the weakening of regional
markets.

A Classification

A first cursory look at the second-tier

countries permits us to identify three fairly
distinct groups. The first is what could be

termed the six "island economies" (Cyprus,
Haiti, Macao, Malta, Mauritius, Sri Lanka).
These economies have few resources. With

populations varying from 300,000 (Macao)

to 1 5 millions (Sri Lanka), they are essen¬
tially engaged in the production for export
of simple, highly labour-intensive manufac¬

tures and can be considered mainly as
offshore production centres. It is evident

that the first step in this development,
which raises manufactured exports from
insignificant amounts to the $100 million

benchmark, is relatively easy to achieve.

To move, however, from there to a more

diversified economy becomes quite diffi¬
cult, particularly for the smaller countries,
which have neither the commercial and

entrepreneurial skills nor the infrastructure

that enabled Hong Kong and Singapore to
become newly-industrialised countries.
Furthermore, in many of the lines in which
the island economies specialise (and parti¬
cularly textiles and clothing) trade restric¬
tions in industrial countries start to dampen
the expansion of exports as soon as they
capture a significant share of the market in

a given product line. With all these reser¬

vations, it is noteworthy that, by the end of
the decade, the six island economies had

built up manufactured exports totalling
some $1.5 billion as against about
$100 million in the early 1970s.
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A Latin-American second-tier exporter- production of dies in Chile

2. MANUFACTURED EXPORTS OF SECOND-TIER DEVELOPING COUNTRIES,
1970-1979

Total manufactured ...and manufactures as

exports. . . share of total exports
$ million per cent

1970 1979 1970 1979

Chile 50 650 4 32

Cyprus 5 227 5 50

Haiti3 9 203 22 56

Indonesia 12 448 1 3b
Jordan 11 157 32 39

Macao 36 370 86 96

Malaysia 151 1,947 7 18b

Malta 23 368 79 87

Mauritius3 1 101 1 27

Morocco 47 460 10 23

Peru 12 400 1 11

Philippines 78 991 7 22

Sri Lanka3 5 132 2 25

Thailand 39 1,213 5 23

Tunisia 36 604 20 34

Uruguay 56 374 24 48

Total 571 8,645
7

8*

17

20#

Non-OECD NICs 6,364 61,761
53

55*

67

73*

Other developing countries 4,191 21,637
11

21*

8

33*

Developed countries0 159,790 770,900 70 71

(a) Exports to OECD only.
(b) With fuel exports excluded from total exports: Indonesia 8 per cent, Malaysia 21 per cent.
(c) OECD Member countries less Turkey, plus South Africa.
* Excluding wcls from total exports.

Chemicals
32 0

64 3

Basic Manufactures

of which: Textiles

48 40

27 28

0 0

0 4

Machinery and

Transport Equipment

20 0

7 12

Miscellaneous Manufactures

of which: Clothing

0 60

2 56

0 20

0 28

1970 ] 1979

Indonesia, Morroco and Tunisia consti¬

tute special cases, but the structure of their

manufactured exports appears to be rather

similar to those of the island economies,

and their growth during the 1970s was
equally impressive. Furthermore, off¬

shore processing appears to have played a

major role in these countries, particularly in
Tunisia. In the case of Indonesia, the

domestic resource base, the availability of

capital and the size of the domestic market

should make it possible to achieve broadly

based industrialisation along with the

expansion of the oil economy. Meanwhile,

the move to exploit opportunities for pro-

DESTINATI

g|yj

Developed countries
G

e

Developing countries

of which:

share of capital-surplus oil
exportersb

3

Developed countries
3

Developing countries

of which:

share of capital-surplus oil
exporters'1

e

e

I960 1963 1978
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3. EXPORT STRUCTURE OF SECOND TIER DEVELOPING COUNTRIES

Per cent share of total manufactured exports

8 14 12

5 20 14

34 75b 39b

31 70b 37b

16 22 6

14 7 4

21 10 49

32 9 48

36 n.a. n.a.

32 n.a. n.a.

j 20c 7 2

17c 8 2 I
(a) Exports to OECD only.
(b) Includes miscellaneous manufactures.

(c) Excludes Taiwan due to lack of data on Taiwan's clothing exports.

(d) OECD Member countries less Turkey, plus South Africa.

ducmg labour-intensive manutactures tor

export provides a minor but significant

addition to export earnings and some fillip

to employment.

The second group consists of three Latin
American countries (Chile, Peru and Uru¬

guay) which achieved a remarkable

upsurge of manufactured exports in the

1 970s. It is fairly clear that this upsurge
was essentially policy-induced, as these
countries reversed to some extent their

policies of substituting domestic produc¬

tion for imports and turned their existing
industrial potential to export markets.

Undoubtedly, the achievements are still

somewhat fragile, particularly as they fol¬

lowed a long period of declining exports of
manufactures; but, if continued, they could
represent a major breakthrough with
important domestic and international con¬

sequences.

As regards the third group, the three
countries concerned (Malaysia, the Philip¬
pines and Thailand) are following not
without difficulties in the footsteps pre¬
viously explored by the Far-Eastern NICs.

What are the Exports?

The emergence of second-tier exporters of

manutactures was accompanied by consi¬

derable changes in the product composi¬
tion of their exports. These changes can
best be appreciated when compared with

those in the product composition of exports
from the NICs.

In the first place, quite naturally, the
share of manufactures in total exports has
increased in all the second-tier countries, in

most cases substantially. They are, how¬

ever, on average, still well below the

corresponding shares for the NICs: 8 per

cent as against 53 per cent in 1970,

1 7 per cent as against 67 per cent in 1 979
(Table 2). While some of the island econo-

ON OF TOTAL EXPORTS OF GOODS AND OF MANUFACTURES FROM SECOND-TIER COUNTRIES3

Percentage of total

6
i ! *

1
f Is Il h Il Il h II /l II // //

1 87 98 54 1 4 58 55 93 74 84 94 75 47 76 82

7 34 98 79 8 83 62 76 94 61 71 81 42 61 68 54

9 10 2 38 88 96 35 45 7 22 16 5 14 51 21 8

2 60 2 21 83 17 33 23 6 28 18 15 48 37 29 39

0 n.a. 0 0 26 n.a. 0 n.a. n.a. 0 0 0 0 3 2 0

2 23 0 O 44 n.a. 1 10 n.a. 1 0 1 18 5 6 1

8 n.a. n.a. 52e n.a. n.a. 11e n.a. n.a. 49e 45 92 70 41 42 n.a.

8 n.a. 95 47 15 n.a. 55 n.a. n.a. 73 42 78 74 62 77 65

2 n.a. n.a. 47e n.a. n.a. 89e n.a. n.a. 49e 55 8 28 59 58 n.a.

2 n.a. 5 53 85 n.a. 45 n.a. n.a. 25 56 22 26 38 22 34

0 n.a. n.a. 1 n.a. n.a. 0 n.a. n.a. 0 0 0 0 0 5 n.a.

0 n.a. 0 1 59 n.a. 1 n.a. n.a. 5 0 2 6 5
'

7 0

(a) Exports to centrally planned economies are not shown.
(b) Iraq, Libya, Saudi Arabia, Kuwait.

(c) Data for 1962.

Sources: World Bank, World Development Report, 1980, and 1981
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Sri Lanka, a small resource-poor "island economy"

mies (e.g. Macao and Malta) have shares of

manufactures not very different from those

recorded in Hong Kong and Singapore, the
three major second-tier countries (Malay¬
sia, the Philippines and Thailand) are still,

with about one-fifth of their exports con¬

sisting of manufactures, well below the
shares of Taiwan or Korea.

As regards the broad composition of

manufactured exports, the most salient

feature is the fairly general decrease in the
share of crudely processed raw materials

and an offsetting rise in that of more
labour-intensive finished manufactures.

The latter's share rose from 30 per cent in

1970 to some 55 per cent in 1979. As
regards the category of miscellaneous
manufactures alone, the second-tier coun¬

tries now have about the same share as

NICs, but they still have a significantly
lower proportion of machinery and trans¬
port equipment (22 as opposed to 32 per
cent; Table 3).

The most interesting feature in the

change of product composition is the fairly
general decline in the share of textiles and

the rise in that of clothing. There are, of
course, some exceptions, but on the whole

this reflects the reduction in yarns and

sometimes cotton fabrics and the growing
importance of offshore processing in the
clothing sector. By 1979 clothing appears

to have accounted for a somewhat larger
share of manufactured exports of second-

tier countries than of the NICs, reflecting a
complete change from the situation of ten

years ago. The case of textiles and clothing
illustrates the point that a more meaningful
analysis of the changes in product compo¬
sition would need to be carried out at a

more disaggregated level. Nevertheless, it

appears a fair generalisation to say that for
those second-tier countries which have a

reasonably varied resource base, the

growth of manufactured exports has gene-
raly been in the direction of the more

advanced stages of processing, frequently
unrelated to these domestic resources. As

for the resource-poor island economies,

practically the whole export expansion
represented "footloose" industries with

high labour to capital ratios.

Where Do the Exports Go?

It is practically impossible, with pre¬

sently available statistics, to carry out

meaningful analyses of the geographical
breakdown of manufactured exports from

second-tier countries. On the one hand,

existing statistics frequently understate

total manufactured exports to neigh¬

bouring countries (i.e. other developing
countries) because of under-recording and

smuggling. This is particularly true for long
time series. At the same time, however, the

frequent inclusion of re-exports distorts the
picture in the opposite direction. More

importantly, the situation at any point in
time, as well as its evolution, varies con¬

siderably from one country to another
depending on such factors as geographical
location, the existence of customs unions

and free trade areas, or political upheav¬
als.

A few tentative generalisations can be

ventured, however. In the first place, to the
extent that one accepts the figures at face
value, the share of developing country
markets in total manufactured exports of
the second-tier exporters tends to be

somewhat higher than the average for all
developing countries (which is about a

third) (see Table 4). A number of explana¬
tions (which are not mutually exclusive) can
be advanced for this, including the impor¬
tance of OPEC markets for some devel¬

oping country exporters of manufactures,

the role of regional integration schemes in
Latin America and, to a lesser extent,
Africa, as well as the fact that some

relatively industrialised developing coun¬
tries are increasingly able to supply pro¬
ducts which, while they may not be com¬
petitive on industrial markets, are quite
well suited to some developing countries'
markets.

In the second place, though again there
are a number of exceptions, the share of
developing countries as markets for
exports of manufactures of second-tier

countries has tended to decline. It seems

that this reflects partly the slow growth of
non-OPEC, non-NIC developing country
markets over most of the 1970s, and

partly the fact that protectionism in many
developing countries was concentrated on

products offered by the second-tier coun¬

tries. The breakdown of regional integra¬
tion schemes and political difficulties
between neighbouring countries have also
contributed to these trends.

In general, therefore, despite protec¬
tionism and stagflation, the export expan¬
sion has continued to be mainly geared to
OECD markets.

This evidence, taken all in all, offers

some reason to be optimistic about the

prospects for outward-oriented develop¬
ment strategies in developing countries.
Preliminary OECD import data suggest that
the "second-tier" countries have not

escaped the stagnation that has marked

world trade over the past two years but
that they continue to out-perform most
other developing countries. It remains to be
seen whether these countries can consoli¬

date their gains, strengthen the linkage
between their export sector and the rest of
their economies and maintain their outward

orientation in the years to come.
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The DeceptiveGlut

The much-discussed oil glut is a trans¬
itory phenomenon. It conceals a wor¬

risome underlying trend that will be
evident in several years: from the late
1 980s onward, oil supplies will not be able
to keep up with the demand for oil.

This is the main conclusion of a new

study of OECD's International Energy
Agency1. It holds even if economic growth
is lower than would be necessary to curb
unemployment effectively and even if there
is only a small real increase in oil prices. The

outlook for oil demand in the OECD is

uncertain but unlikely to be lower than 34

Mbd by 1990 and 33 Mbd by the year
2000 (Table 1 ). And as the Third World

industrialises and urbanises, demand from

these countries is likely to increase sharply
from the mid 1980s. Meanwhile produc¬
tion will stagnate, particularly in North
America, the North Sea and the Soviet

Union, while OPEC may have declining
reserves or politically motivated low pro¬
duction.

1. OECD ENERGY DEMAND (Mbd)1 ...

1980

1985 1990 2000

Low High Low High Low High

Non-Oil Energy Demand
Oil Demand, of which

Oil import Demand

40.4

38.7

24.2

46

35 36

21

55 56

34 37

20 24

72 78

33 43

18 30

Total Primary Energy 79.1 81 82 89 93 105 121

AND THE WORLD OIL BALANCE (Mbd)

WORLD DEMAND

OECD

OPEC

Non-OPEC LDCs2

38.7

2.9

7.9

35 36

4

9 10

34

5

11

37

6

13

33

8

17

43

9

22

Total 49.5 48 50 50 56 58 74

WORLD SUPPL Y

OECD3

OPEC4

Non-OPEC LDCs

CPE5 Net Exports (Imports)
Processing Gains6

14,8

27,5

5.3

1.3

0,6

15

23 26

8 9

1 (1)

0,6

14 13

27 29

8 11

0 (2)

0,6

15 13

24 28

9 13

0 (2)

0,6

Total 49.5 48 50 50 52 49 53

Excess Demand - - 0 4 9 21

1. Conversion factor: 1 Mbd = 48.2 Mtoe or 1 toe = 7.57 barrels.
2. Also includes South Africa and Israel.

3. Including synfuels.

4. OPEC estimates are basically for "possible" production as indicated by reserves and projected
additions to reserves. In addition, estimates for 1985 reflect low demand. For 1990 and 2000, oil
production in capital surplus countries such as Saudi Arabia, Kuwait, and Abu Dhabi is less than
technical capacity.

5. Centrally planned economies: European and non-European Comecon countries; China, North
Korea, Laos, Kampuchea, Yugoslavia, Albania.
6. Gains in volume (not in weight) due to the refining process.

Great progress has been made in the

fight to conserve energy since 1973.

Energy consumption has grown only four
per cent over the whole period as against

five per cent a year in the pre-1 973 years,
and oil use is below that of 1 973. But the

recession has had everything to do with

this reversal of trends as it has hit energy-
intensive industries especially hard. Yet
GDP has grown in the OECD area since

1 973 by 1 9 per cent which means that

the amount of energy and oil consumed in

creating a unit of GDP has fallen markedly
by 1 6 and 26 per cent respectively.

Some of this seemingly permanent
improvement may be due to ephemeral
changes - notably stock draw-downs and

more clement weather. But along with the
fall in oil prices, the favourable record has

led to complacency on the part of con¬

sumers and hesitation on the part of

investors. This could aggravate the short¬
fall expected in the late 1 980s and 1 990s.

Moreover, the impact of the most recent oil

shock on consumption can be expected to
wear off after a time.

Thus if OECD countries rely on market
forces, growth in energy demand is likely to

come closer to the economic growth rate
than it has in the last few years. For
example, during the 1990s, with an eco¬

nomic growth rate of 2.7 - 3.2 per cent a

year, energy demand may increase by as

much as 1.7- 2.6 per cent a year.

As to oil, less of it will be available

because OPEC will use more of its own, and

other Third World countries will require

more for development. IEA expects cen¬

trally planned countries' surplus to disap¬

pear and, within OECD, oil production will

probably fall in the 1 990s unless synthetic
oil comes on-stream. The net result, IEA

calculates, would be "excess demand" for

oil of anywhere between 9 and 21 Mbd by
the end of the century. This excess or

"notional gap" would translate into signifi¬

cant price increases or a possible price

explosion in the case of a supply disruption.

Thus the main implication to be drawn from

1. World Energy Outlook, OECD, October
1982.

UNDERLYING ASSUMPTIONS OF

DEMAND PROJECTIONS

% change per year

1980-1985 1985-2000

Low Demand Scenario:

Rising Oil Price/
Lower Growth

Real Oil Price

Economic Growth

High Demand Scenario:
Constant Oil Price/
High Growth

Real Oil Price

Economic Growth

-3.3

+ 2.4

-3.9

+ 2.6

+ 3.0

+ 2.7

0

+ 3.2
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OIL PRODUCTION POTENTIAL

(Mbd)

1980

(actual)
1985 1990 1995

(a) in OPEC countries

Middle East

Iran 1.5 4.0 3.6- 4.0 3.0- 4.0

Iraq 2.6 3.5 4.0- 4.5 4.0- 4.5

Kuwait 1.7 2.5 2.4- 2.6 2.4- 2.6

Neutral Zone1 0.6 0.4- 0.5 0.4- 0.5

Qatar 0.5 0.5 0.2- 0.4 0.1- 0.2

Saudi Arabia 9.9 9.5-10.5 9.5-11.0 9.5-11.0

United Arab Emirates 1.7 2.0- 2.4 2.0- 2.4 2.0- 2.4

Africa

Algeria 1.0 0.9 0.6- 0.7 0.3- 0.4

Gabon 0.2 0.1 0.1- 0.2 0 - 0.1

Libya 1.8 2.0 1.5- 1.8 1.5- 1.8

Nigeria 2.1 2.2 1.6- 2.2 1.3- 1.63

Latin America

Ecuador 0.2 0.1 0.1- 0.2 0.1- 0.2

Venezuela 2.2 2.4 2.2- 2.4 2.4- 3.0

Asia

Indonesia 1.6 1.3 0.9- 1.4 0.8- 1.2

TOTAL 27.0 31.6-33.0 29.1-34.3 27.8-33.5

(b) in non-OPEC developing countries

Middle East

Oman 0.3 0.3 0.3 0.3

Africa

Egypt 0.6 0.4- 0.8 0.4- 0.8 0.4- 0.6

Latin America

Argentina 0.5 0.5- 0.6 0.5- 0.6 0.4- 0.6

Brazil 0.2 0.3 0.3- 0.4 0.3- 0.4

Mexico 2.2 3.5- 4.0 4.0- 5.0 4.5- 5.5

Trinidad and Tobago 0.2 0.2- 0.3 0.2- 0.3 0.1- 0.2

Asia

Brunei 0.3 0.2 0.2 0.2- 0.3

India 0.3 0.4- 0.5 0.4- 0.5 0.4- 0.5

Malaysia 0.3 0.3- 0.4 0.3- 0.4 0.3- 0.4

Others 0.9 1.4- 1.8 1.7- 2.5 2.0- 4.0

TOTAL 5.8 7.5- 9.2 8.3-11.0 8.9-12.8

(c) USSR 2.9 3.7- 4.0 5.2- 5.7 7.8- 9.0

id) in OECD countries

North America

Canada 1.4 1.2- 1.3 1.2- 1.5 1.3- 1.5

United States 10.3 9.0- 9.8 7.1- 9.0 6.0- 7.3

OECD Europe
United Kingdom 1.6 2.0- 2.3 1.7- 1.9 1.0- 1.6

Norway 0.5 0.4- 0.6 0.5- 0.7 0.6- 1.0

Other Europe 0.3 0.3- 0.5 0.3- 0.5 0.3- 0.5

Australia/New Zealand 0.5 0.3- 0.4 0.5- 0.6 0.5- 0.6

TOTAL OECD Oil 14.7 13.2-14.9 11.3-14.2 9.7-12.5

Synthetic Liquids2 0.2 0.3- 0.4 0.7- 0.9 1.5- 2.5

TOTAL 14.9 13.5-15.3 12.0-15.1 11.2-15.0

1. 1980 output included in Saudi Arabia's and Kuwait's output.
2. Liquids from shale, tar stands and coal as well as biomass. 1 985/90 estimates based on actual

investment decisions. 2000 estimates based on assumed price scenarios.

THE POLICY IMPLICATIONS

Market forces and the price me¬
chanism should be used to their full

extent, and supplemented where neces¬

sary, to check underlying energy

demand trends and to encourage

domestic energy production. The out¬

look for continued efficiency gains at the

end-use level must be improved by both

appropriate pricing policies and govern¬
ment action to remove institutional bar¬

riers which hamper the normal play of

market forces in the energy field. Prices

and price differentials between available

fuels, as well as appropriate policies,

must also play their role in interfuel

substitution. Particular encouragement

is needed where investment in energy

and/or oil saving equipment is inhibited
by restrictive requirements such as

extremely short pay-back periods.

Further penetration of electricity

should be recognised as one of the major

avenues for the use of non-oil fuels, and

utilities should be encouraged to invest

in new non-oil based generation capac-
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A. OECD TOTAL PRIMARY ENERGY REQUIREMENTS
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the IEA study is that supply and demand

cannot be left to their own devices: they
must be supplemented by policies which

encourage energy efficiency and measures

to encourage better use of oil and more
recourse to other fuels.

ity. In fact, nuclear, hydropower and, to

a large extent, coal can reach energy

consumers only through electricity.
While electricity generation is in itself an

energy-intensive process, it must be

emphasised that electricity is both more

convenient and more efficient in energy
end use than other fuels.

To ensure sustainable conditions for

higher use of natural gas, careful atten¬

tion must be given to the issues ofprice

and security ofsupply. Gas prices should

both reflect the costs of production and

be competitive in consumer markets. On

the other hand, we must avoid a situa¬

tion in which gas, rather than providing

a relief from excessive oil import depen¬
dence, becomes another area of vulner¬

ability to external supply disruptions.

Because of its relative abundance,

coal deserves particular attention as an
effective substitute for oil. On the

demand side, conversion of oil-fired

power plants to coal or their early

retirement should be pursued vigorously

where technically feasible and economi¬

cally viable. Industries should be encour¬

aged to recognise and realise the advan-

Whatever assumptions are made, OECD

will remain highly dependent on imported

oil until the end of the century; as much as a

quarter of energy supplies will come from

this source. But the range of estimated

imports is huge- from 18 Mbd, less than

tages of using coal instead of oil. At the

same time, efforts should be made on

the supply side to develop coal mines
and transport infrastructure in line with

growing demand.

In order to widen the scope for public
acceptance of nuclear, governments

should elaborate and speedily imple¬
ment satisfactory schemes for final dis¬
posal of nuclear waste. At the same

time, the outlook for investment in

nuclear power plants needs to be

improved in the face of soaring capital
costs due to lengthening and uncertain
lead times and high interest rates.

Licensing systems, in particular, should

be rationalized so as to shorten costly
lead times.

The key issue is, in fact, whether

continuing efficiency gains and substitu¬

tion of other fuels for oil can be brought
about by further development and more

effective implementation of energy poli¬
cies, or whether they will be forced upon
industrialised economies by recurrent
sharp increases in oil prices at the cost of

huge losses in real income and economic

growth.

1981's figure of 23 Mbd, to considerably
more (30 Mbd).

Other Sources

OECD's study sees a reduction in the

role of natural gas which now accounts for

almost 20 per cent of energy use (Chart A).
Even to maintain this share would mean

increasing gas imports by four or five times

and this would raise the issue of import

dependence and supply security. As to

price, lEA's study notes that it should be

competitive with other fuels. Where it is

not, its share of the market will decline.

Coal has a price advantage over oil and,

if this is maintained, should increase its

contribution to energy supplies from 21 to

30 per cent. In power generation, coal can

be expected to increase its role, but con¬

version to coal in industry is moving

slowly.

Nuclear power, if, as seems likely, its

share increases to 1 0 or 1 1 per cent, would

not be realising its full potential. More could

be achieved if impediments to investment
were reduced.

As to other energy sources, the IEA

study notes that their contributions will

increase slightly, but the main contributor

will be conventional hydropower not new

energy sources. Thus the basic vulnera¬

bility of the world economy to oil supply

disruption is far from being eliminated,

particularly if energy demand pressures

grow.
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What do you see as the main
thrust of the IEA's World

Energy Outlook ?

First, it is intended to bring home to

people what they already seem to have

forgotten the direct impact of energy on
world economic activity. As a consequence

of the oil-price jump of 1973 and 1974, the

recession of 1975 and 1976 was deep¬
ened and prolonged. In 1 979 and 1 980 the

price increase had even more severe effects

on the economy. We tend to forget that our

present difficulties with economic growth

were to a large extent triggered by these

price increases. It is vital for people to

remain aware of the damage that an

unbalanced energy economy can bring to

the world, not only so that our energy
policies remain vigorous but for the sake of

long-term economic and social stability.

The second point is that, in assessing the
future and its problems, the most common

approach is to extrapolate from the imme¬

diate past. In the wake of the crisis in 1 979

and early 1 980, the prognosis was that the

energy crisis would be with us forever, that

the problem was insoluble. But there was a

correcting factor low growth or no

growth plus the impact of price on

demand and the fact that government

policies were put into effect. The result is

that now we have exactly the opposite

situation: because there is excess capacity
at the moment, many people assume that
this situation will last forever. It won't. We

should hope that it won't, that we move

back into a period of reasonable economic

growth, because otherwise we will have

problems unemployment, a fall in real

incomes and difficulties in financing our
social systems; Of course, our expectations
and our ideas about sound economic

growth have changed. They are not as

ambitious as they were six or seven years
ago. Some years ago OECD Ministers

regarded a five per cent growth as merely

adequate. Today no one would even men¬

tion that figure. But we can, I think, still talk

about three per cent growth. We should be

able to get back to that rate. However, the

moment that growth comes back and

incomes begin to grow, the demand for

energy - and for oil in particular may well

increase again. These swings in economic

activity have a more than proportional

impact on the demand for oil and especially
on OPEC oil because all the other alterna¬

tives react with time lags. Supplies of coal,

nuclear, even natural gas, just don't adjust
as fast as we would like. Experience also

shows that oil producers in the North Sea

and elsewhere in industrialised countries,

and even in Mexico, tend to keep their

production relatively stable. So the effect

on OPEC oil is disproportionate.



How will this increase in

demand make itselffelt?
The report speaks of a

"notional" gap. How will this
gap become visible?

I don't know whether it will, but it may. If
so, it will develop into a new constraint on

economic growth. There are periods of

three to five years when the oil market is

elaxed because overall economic activity
is down. Then there may be a takeoff in the

world economy for two or three years but it

will again bump up against the energy
ceiling. This energy ceiling kills the upswing
in economic activity. During the next recov¬

ery, the increase in oil demand could well

exceed the four million barrels a day rise

that took place in 1977 and 1978. And

there would be that disproportionate effect

on OPEC oil. This is what we must avoid by
making sure that the energy mix is

improved that no single energy source is
the determining factor.

What about investments in

these alternative sources?

Have they already been
harmed by the "glut"?

I think there probably have been some

cancellations of large projects because of
expectations about the future market.

Some of these should probably have been

cancelled anyway. In fact, they probably
should not have been started at all because

they were due to a mentality which over¬
shot forecasts in 1979 and 1980. How¬

ever, there certainly has been a swing too
far to the other side in cancelling alternative
energy projects.

Do you think that the
political will to strengthen

energy policies can exist in
the present kind of a

market?

At the moment I would say that govern¬
ments in industrialised countries are still

very much aware of their problems. It was

clear at our recent Ministerial meeting that

Ministers' major concern was the potential

for complacency. But in democracies, gov¬

ernments are inevitably and unavoidably

influenced by public perceptions and opin¬

ion. So there is a risk that the spreading

lack of public concern about the energy

problem might influence government posi¬
tions.
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Do you expect that public
resistance to nuclear will

continue?

I think that the peak of public resistance

is behind us in Europe. There is still some,

but it is far from as pronounced as it was

two or three years ago. The public has seen

the consequences of an unbalanced energy

economy on its own economic situation:

for example, higher heating and gasoline

bills and more unemployment.

And in the United States?

The situation is slightly different. I don't
think that public resistance in the U.S. has

ever been as volatile as it has in Europe. On
the other hand, in the U.S. the utilities have

become reluctant to invest in large-scale
power plants, not only nuclear but others

as well, due to overly long lead times and
the economic structure of the utilities. The

basic problem in the U.S. will be to

re-establish the economic soundness of the

utility industry.

What about producers of oil
other than OPEC?

In terms of production increases, Mexico

probably has the largest potential for

increased production in the world at the

moment. There is some potential for grad¬

ual, though not spectacular, gains in the
North Sea, but the lead times are enor¬

mous to seven years before a field
comes on stream. In most of the other

traditional production areas of the indus¬

trialised countries, one must guard against

extrapolating past short-term production
increases into the future. There has been a

production increase in the last few years
but I doubt that it will continue.

What about coal?

I am fairly confident that coal expansion

will take place. Not as fast, or as specta¬

cularly as we hoped only two years ago at
the time of the Venice Summit when we

stated that coal production could and

should be doubled by the early 1 990s. I still

think this would be possible but I doubt

that it is necessary in the present circum¬

stances. We have always said that the

increase in coal production will only be

statistically visible from the second part of

the 1 980s onwards - again because of the

lead times, not so much on the mining as on

the consumption side. Nevertheless coal is
still much more economic than oil and a

gradual shift to it is underway not only in

the utilities but also in industry.

The role foreseen by the
World Energy Outlook for

natural gas is to remain
constant as a share of energy

requirements. Is that the
most one can hope for?

Natural gas forecasts are probably the
most uncertain of all because they depend

on so many non-economic factors such as

considerations of security and price. It is

not clear whether producers will want to

come to the market with competitive prices

or whether they will take the option of

leaving the gas in the ground for the time

being, hoping for an even more unbalanced

energy market.

What about the demand side

and the progress that has
been made towards

decoupling GDP and energy
use?

Our assumption - and it is built into both

scenerios - is that gains in energy produc-
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"Coal production will expand but not as spectacularly as we hoped two years ago.

tivity will go on. We had about 1 6 per cent
gains in energy efficiency between 1973
and 1980/81 and we expect about the
same for the next decade. Oil efficiency has
increased by approximately 26 per cent,
and we expect that trend to continue as
well.

How will efficiency increase,
and where?

There are two sources for increasing
energy productivity: one is more careful

handling in day-to-day use - people not
heating all their rooms, not blazing up to
25° in winter and cooling down to 19° in
summer, improved driving habits, that sort
of thing. This type of saving may reverse
once real incomes increase again as some
people gradually go back to their old ways.
But there are also savings which result from
investment - using more efficient boilers,
heat exchangers in heat systems and heat

pumps, buying smaller cars, switching
away from oil altogether - as the cement

industry has done in Japan and Germany,
where they are now using coal instead.
This process doesn't come about by
pushing a button. It is the result of ongoing

tmÊmmmimmm^ÊÊ^^

BASINS OF THE WORLD: EXPLORATORY STATUS

J Unexplored
I Partially explored

I Moderately explored

.1 Intensely explored

Source: M.T. Halbouty, 1980
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Above: An experimental family car designed to run 100 miles on a gallon is foreseen for the late
Eighties. Below: A pioneering, energy-saving house in Tennessee. This type of energy saving,
acquired through investment, will continue.

OUTDOOR RADIANT /CONVECTOR COIL

ACES HOUSE
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investment, and its effects are lasting. I
would even hope that this type of invest¬

ment will increase when economic activity
resumes and overall investment turns up.

What about the new energy
sources? The report seems to

dismiss them. New and

renewable energies are said
to account for between 10

and 1 2 per cent by 2000 at a
maximum and most of this

is hydro power.

We have always said that. We are not

saying that the new energy sources should

be neglected because, looking further
ahead, we will probably have to go that
road; we should develop the technology so
that we are ready. But over the next
20 years, the practical application won't
be all that huge.

What is the implication of
this for R&D? Where

would you put the research packet?

My highest priority would be clean use of

coal because coal is still constrained by

ideas about environmental impact. Techno¬

logical standards of coal use can be

improved further so as to reduce its envi¬

ronmental impact.

Solar energy isn't of much
interest then?

Solar is of interest in very specific

geographical areas and in certain types of
use basically in warm climates and for

space and water heating at the moment.

But that is a very small segment of the
energy needed in the world. Even if the full

potential of solar were realised in those

areas and uses, the overall impact would be

relatively small.

Fusion? Not by the year 2000?

We have not even realised fusion in the

laboratory. From the laboratory to practical
economic application will be at least

70 years, in my view. We won't see fusion

in noticeable quantities before the middle

of the next century.

Are users not confused by
the plethora offorecasts?

Yes, they are confused by reports in the

day-to-day press - not the specialised
press. In March this year for example there
was a whole wave of sensational articles

about the breakdown of prices. People
were talking about prices falling to
$15/16. But this has not happened and
lately there has been less such talk. But

that it has a negative and confusing impact
on the public is undeniable.

What about the people in the
oil industry themselves who
are forecasting that the glut

will continue over the longer term?

The industry always calculates over
shorter time horizons than we do. For the

period up to 1 985 or 1 986, we are more or

less in agreement with the industry's fore¬
casts, differing by perhaps a million barrels

one way or the other. That's only a
marginal error. Where we begin to differ
substantially is for the second half of the

1 980s. We would probably foresee faster
economic growth. They would be more

pessimistic in terms of growth and conse¬

quently more optimistic in energy terms.

If growth were substantially
lower than your low growth

scenario for the next five
years, would the crunch that

you foresee materialise?

Demand for energy would be less but the
necessary investment in alternatives would

not be made. So there would also be an

impact on supply. Whatever happens,
there will be problems from the late

Eighties onwards in a world moving back to
a normal growth path.
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