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Aluminium :

Restructuring
an Energy-Intensive Industry

by Jean Guinet1

For the last three years, the aluminium industry has experienced its most severe and persistent crisis, with

unprecedentedly low rates of capacity utilisation, record stocks and very depressed prices. Although there have

been marked signs of improvement recently, the industry continues to experience difficulties which are clearly
the consequence of structural factors on both the supply and demand sides. The most crucial variable on the

supply side is the availability of electricity and its cost, which accounts on average for 20-25 per cent of total

production costs but with a wide range around the average. On the demand side, the fall in the elasticity of
consumption the most striking feature of the 1970s will continue since it reflects the saturation of major
markets for the metal. But the competitiveness of aluminium has been preserved, partly because the costs of

competing materials have also increased with the rise in oil prices and partly because aluminium has qualities
(e.g. lightness) which the energy crisis has brought to the fore in such industries as autos. In many areas
moreover the rise in oil prices has been reflected only in part in the price of electricity paid by aluminium smelters

and often with a lag.
The prospects for the aluminium industry depend to a great extent on economic growth but also on the

availability and price of energy in the places where aluminium is produced.
A recent OECD report examines the influence of energy price and availability on structural change in the
aluminium industry2.

The recent downturn in the aluminium

industry began in 1 980 and lasted

until the beginning of this year.

Worldwide capacity utilisation dropped to

72 per cent at the end of 1 982 (about
60 per cent in the United States, 84 per
cent in Europe and less than 30 per cent in

Japan) and producers' stocks were at a
record level, equivalent to four months'

consumption. Producers' prices fell drasti¬

cally below cost for most manufacturers.

A Cost Bind

Although prices of aluminium slumped

for the past two or three years, costs

continued to rise rapidly. In many coun¬

tries, the price of electricity rose dramati¬

cally after the second oil price shock, partly
as a result of the rise in costs of producing

electricity but in some cases because utili¬

ties, which used to supply electricity at

particularly advantageous prices, changed

their policy and began charging aluminium
smelters a price closer to that of other

industrial users. This created cyclical finan¬

cial difficulties for the producers but also
constitutes a basic structural shift in the

economics of aluminium supply.

On the other side of the equation, the

income elasticity of demand for aluminium

is declining. This, combined with the weak¬
ness of economic growth, explains why the
aluminium market has been so weak over

the last few years, but the decline also

poses a longer-term problem.

In view of these changes, producers

have come to the conclusion that cyclical

techniques, such as stock management,

are not sufficient to solve the problems of

the aluminium industry but that structural

change and new strategies are needed in
plant siting for example. The main obstacle

to rapid adjustment is the weak financial
situation of the industry after three years of
recession. Alcan, the world's biggest pro¬

ducer, despite the fact that it benefits from

exceptionally low power prices, lost money

in 1 982 for the first time in 50 years, and

the five other principal producers in the

world Alcoa, Reynolds, Kaiser, PUK and
Alusuisse which, together with Alcan,

control around 50 per cent of the Western

world's smelting capacity, all suffered

losses last year as well. The combined debt
burden of the four North American pro¬

ducers was estimated to amount to

$9.4 billion in 1 982, implying that each

pound of capacity was associated with

81 cents of outstanding debt at the same

time that a pound of the product was worth
less than 50 cents.

The result is that the long-term viability
of certain installations has been called into

question. Some plants in traditional pro¬

ducing areas have already closed their

doors, especially in Japan where the alu¬

minium industry is mostly powered by

electricity based on oil, and some which are

now idle will probably never open again.

Altogether 1 million tonnes of non-Com¬
munist world production capacity or 7 per

cent of the 1 980 total may go this way.

More than half of the lost capacity would

be in Japan, whose production would be

cut in half. On the other hand, new plants

are being built in regions with cheap and
abundant energy resources such as Aus¬

tralia, Canada and some developing coun¬
tries.

The extent and timing of this relocation

1. Industrial Analysis Division of OECD's
Directorate for Science, Technology and Indus¬

try.

2. "Aluminium Industry - Energy Aspects of
Structural Change", OECD, 1 983.



process however is difficult to foresee
because it depends, first, on how many of
the potential closures actually take place in

areas with high electricity costs and,
second, on future demand for aluminium.

Uncertainty about economic growth and

energy policies particularly power prices
further clouds the picture.

A Power-Hungry Industry

Aluminium is one of the most energy

intensive of all industrial sectors, requiring

twice as much energy as copper or poly¬
ethylene and five times as much as steel

per unit of output. That, at least, is true of

primary aluminium production. Secondary

aluminium, using recycled metal, requires

only one twentieth as much energy as

primary production. Aluminium is easily

recycled, and secondary aluminium already

represents over 20 per cent of total output
of the metal.

Aluminium production accounts for

about 4 per cent of total electricity con¬

sumption on average in OECD countries.

The figure is higher for Canada which is a

major producer and exporter (6.5 per cent)

but this is a low figure compared to that of

Greece (13 per cent), New Zealand

(13.5 per cent), Norway (16 per cent) or
Iceland (44 per cent).

Viewed from a world perspective, most

of the electricity used in primary smelting

(which is the energy-intensive part of alu¬

minium manufacture, accounting for

95 per cent of total electricity used) is
generated by hydroelectricity a renew¬

able energy source: 52.6 per cent of the

power consumed by the Western world's

aluminium industry in 1981. The share of

oil and gas fell sharply between 1 974 and

The key to competition in aluminium is the cost of electricity. Alcan generates its own hydropower at veiy
for the highest cost facilities. Vertical integration is another important factor. Above: Company-built
Saint-Jean watershed, supply Alcan's smelters in Quebec.

THUMB-NAIL SKETCH OF THE INDUSTRY

Bauxite, the raw material from which aluminium is produced,
is widely available in tropical and sub-tropical regions around the
globe. Australia is now the largest producer, accounting for
something over 30 per cent of world output.

The bauxite is refined into alumina, a relatively simple process

which is increasingly taking place in or near bauxite-mining
areas.

The alumina is then smelted into aluminium ingots, which is a

highly energy-intensive process, using mainly electric power for
electrolysis. Whereas the raw-material input represents typi¬

cally about a quarter of the final price of an ingot of aluminium,
energy costs account for between 1 5 and 55 per cent of total
costs.

Production of primary and secondary aluminium in the
non-communist world totalled 16.2 million tonnes in 1981, of
which 10.5 million tonnes (65 per cent) were produced in the
OECD area. Output of secondary aluminium represented 23 per
cent and 25 per cent respectively of OECD output.

It is a highly concentrated industry, with the six largest

Western producers - Alcan, Alcoa, Reynolds, Kaiser, PUK
Alusuisse - controlling 45 per cent of bauxite mining, 62.5 per
cent of alumina refining and 52. 5 per cent ofprimary aluminium
production capacities in the non-communist world in 1 980.

Government involvement is extensive. In 1980, 31 per cent
of primary aluminium smelting capacity in the non-communist
world was under direct government control. In Europe, 67 per
cent of capacity is under state control (while in non-OECD

market-economy countries, the proportion of capacity con¬
trolled by governments is similar, at 65 per cent).

A significant proportion ofoutput is exported at each stage of
the production cycle - 38 per cent of the world production of
bauxite, 45 per cent of total alumina output and 24 per cent of
aluminium ingot production. But in view of the high degree of
vertical integration in the aluminium industry, most bauxite and
alumina trade takes place between the major aluminium
companies and their affiliates: intra-company transfers account
for 85-90 per cent of total bauxite trade and 80-85 per cent of
total alumina trade.
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//rfte cost 3 mills per kilowatt as against 80 mills
and operated powerhouses in the Saguenay-Lac

1981 to only 14 per cent for both in the
latter year. The rest was coal (more than

25 per cent) and nuclear power (6 per
cent).

There has been a steady improvement
in smelting technology over the last
10 years and, as a result, the industry
has made energy savings averaging 1 to
2 per cent a year. But energy efficiency
varies from area to area. In Europe it is
about average for the OECD at

16,500 kwh/tonne. Japan's production is
more efficient (1 5,000 kwh/tonne) and
North America's less so

(17,150 kwh/tonne). Variation between

plants is far greater, though; in the United
States efficiency ranges from 15,200 to
29,000 kwh/tonne and in Europe from
1 4,500 to 32,000 kwh/tonne. Such varia¬

tions reflect the different ages of smelters,
which are costly to modify and modernise
once installed, and the relative energy
endowment of different countries and

regions: smelters in energy-rich areas tend
to be less energy efficient.

But power prices vary even more,
ranging from 3 mills3 per kwh to over
80 mills (in some now closed Japanese
smelters). This is reflected in the different

proportions of energy to total costs: the

range being from 1 5 per cent in such

countries as Canada and Norway to 55 per

cent in Japan.

Since the 1 973 oil crisis, and especially
since the second surge in oil prices in
1 979-80, these power costs have become

a dominant factor in smelter competitivity.
Charges increased to particularly high
levels in Japan, rising from 24 to over
50 per cent of total costs between 1 973

and 1981, and particularly rapidly in the
Pacific North-Western region of the United
States, where power prices quadrupled
between 1 979 and 1 982.

An important feature of energy-price
changes has been the widening of the gap
over the last decade between high and
low-cost power supplies, from a differential

of 4: 1 to one of 1 0: 1 . The resulting change
in competitive positions means that, within
North America, smelters located in the coal

region of the Ohio basin are no longer at a
cost disadvantage vis-à-vis producers on
the Pacific coast. Alcoa and Alcan have a

greater cost advantage in North America

over Reynolds, Kaiser and others than they
did before. Alcan, for example, generates
its own hydroelectricity at very little cost
(3 mills per kilowatt hour as against a top
price in the U.S. of 37.5 mills per kwh).
Similar developments have taken place in
Europe: the competitive position of Spanish
smelters for instance deteriorated so dra¬

matically that the Government decided in

1981 to reduce its electricity charges by
60 per cent to maintain the smelters'

viability. As noted above, the surge in
energy prices in traditional producing areas
has caused closures in some countries,

notably Japan. Energy price is also a
determinant factor in the choice of location

of new viable plants which are being built
near relatively inexpensive energy
sources.

Thus the on-going relocation of the

industry which is currently the industry's
dominant feature reflects the changing
energy situation, but only in part, since the

price of electricity, even though it has been
raised almost everywhere, is still set at an

artificially low level by some governments
concerned to preserve the viability of
domestic plants.

Still a Competitive Material

The demand for aluminium has followed

a typical product cycle curve. Demand

growth decelerated markedly during the
1 970s, partly for cyclical reasons but also

because the industry had reached the
maturity stage, with its main markets

becoming saturated. Hence it seems likely
that the elasticity of demand for aluminium
will decline further in the 1980s. This

means that demand prospects will more

than ever depend on the general level of
economic activity. Nevertheless, alumin¬

ium's competitive position vis-à-vis alter¬

native materials, such as iron and steel,

copper, wood and plastics, will play a role.

Aluminium has only a few "captive" mar-

3. 1 mill = U.S. $0.001.

Australia is the largest producer of bauxite more than 30 per cent of world output. Below: bauxite
being refined into alumina at Gladstone on the Northeast coast.
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kets (aerospace, for example), where its
unique qualities and relative costs render it

unequalled. In others the question is
whether it can maintain its market share or

even continue to replace other materials, as

it has done over the years: it has com¬

pletely displaced copper in the production

of high-voltage overhead-transmission

lines; it now has a monopoly on beverage

cans in some markets, having replaced tin

plate and is substituting for steel in auto¬

mobile manufacturing.

Among its competitive advantages are
the fact that aluminium can easily be

recycled at a reasonable cost. In Europe,

for example, its recycling rate is around
33 per cent, compared to under 10 per
cent for plastics and glass. In some appli¬
cations, the rate is even higher than the
average: over 50 per cent in transporta¬

tion, 40-70 per cent in building and con¬
struction, 60 to 70 per cent in electrical

engineering and nearly 50 per cent in bev¬

erage cans. Its recycling is far less energy
intensive than for most other materials,

especially plastics.

Another competitive advantage is light¬
ness: the increased aluminium use in

motor-vehicle manufacture (from 33 kilos

per auto in 1 973 to 40 kilos in 1 980) is a

direct consequence of this quality com¬
bined with the change in fuel prices; man¬

ufacturers have sought to reduce the

weight of their products so as to increase

mileage. It is estimated that, on average,
2.7 kilos of aluminium can be replaced by
1 kilo of aluminium. The fuel saving is
generally sufficient to justify the cost

premium associated with substituting alu¬
minium for iron or steel. However, the shift

from traditional materials has not been as

rapid as expected, partly because of the

long lead times involved in the design and

launch of a new car and partly because of
the trend towards smaller models,

requiring less of whatever metal is used. (A

Renault 5 contains only 1 5 kilos of alu¬

minium compared with 90 kilos for a Ren¬

ault 30.) Moreover, Japanese cars have

been taking increasingly large shares of

American and European markets, and they
contain appreciably less aluminium owing
to its high price in Japan and the success

with which the Japanese iron and steel

industry has defended its market position

through the introduction of new special
steels.

As to price, aluminium has kept its
competitive position so far. As to the

future, much depends on the price of oil and

on energy policies. If the real price of oil

rises, aluminium will probably maintain, if

not consolidate, its competitive position

during the coming decade since its main

competitor, plastics, will become signifi¬

cantly more costly. If there is no major

increase in oil prices, then aluminium costs

will be less favourable, especially if non-oil
energy sources (such as nuclear) are further

cut back and more utilities raise the price of
their electricity to smelters. On balance,

aluminium can probably expect continued

competitive pressure from plastics.

Prospects for the growth of aluminium

demand in individual countries may vary
because different end-uses predominate in
different areas. In the United States, for

instance, packaging is the most important

outlet while in Europe it is transportation
and in Japan building and construction.

Aluminium will continue its penetration

of the automobile industry, particularly in
the engine block, wheel rims and radiators,

but plastics are likely to maintain a com¬

petitive advantage in car bodies and inter¬

iors. Great potential probably lies in com¬
mercial and public transport vehicles as

well. Little is expected to challenge alumin¬

ium's dominant position in the aerospace
industry. As far as other applications are

concerned, there is great potential in

Europe and Japan for all-aluminium bev¬

erage cans, a market that will reach satu¬

ration in the U.S. during the 1980s. In
construction, aluminium has lost market

share to plastics (PVC) for some uses in

North America and Germany, and a major

question-mark for the 1 980s is whether a

similar trend will emerge in Japan, where
the very large Japanese window sash
market is at present aluminium-based.

Little growth is expected for aluminium in

electrical installations, where there are few

remaining possibilities to replace copper.
All in all, therefore, the major stimulus to
aluminium demand during the 1980s will
come from transportation, under the

influence of energy-saving considerations,
and to a lesser extent from packaging.

Future Capacity

After reaching 14.1 million tonnes in
1980, the Western world's smelter

capacity is now expanding very slowly and
is forecast to increase to no more than

16 million tonnes by 1985. Although
investments in plant due to come on-

stream in the 1985-86 period are by
definition committed, forecasts vary (from

15.8 to 17.4 million tonnes) partly
because of the uncertainty as to how many
plants will be, or will remain, shut down

between now and then. In any case, there

is a certain flexibility on the supply side,
insofar as existing smelters can be

expanded within a 12-18 month period.

NON-COMMUNIST WORLD PRIMARY SMELTER CAPACITY

POSSIBLE LONG-TERM SHIFTS

(million tonnes)

Actual Forecast

1980 1982 1985/1986 1990 2000

IPAI Chase World Bank
EAA

(d)

OECD World

1981 Jan 82 July 82 Secretariat Bank

(a) (b) (c) (e) (f)

OECD 11.9 11.6 13.9 n.a. 12.9 12.7 12.5-13.2 15.6

of which:

N. America 6.1 6.1 6.5 6.4 6.6 6.3 6.3 7.1

W. Europe 3.9 3.9 4.5 n.a. 4.4 4.2 4.2 4.4

Japan 1.3 0.9-1.0 1.2 0.8 0.7 0.7 0.7 1.1

Oceania 0.5 0.5 1.6 1.2 1.2 1.4 1.3-2.0 3.0

Latin America 0.9 1.0 1.5 n.a. 1.4 1.6 1.3-1.7 4.2

Africa 0.5 0.5 0.6 n.a. 0.8 0.7 0.6-1.2 5.2

Asia (excl.

Japan)
0.8 1.1 1.2 n.a. 1.1 1.0 1.6-1.7 3.1

of which:

ASEAN 0.2 0.2 n.a. 0.3 n.a. n.a. 1.3

India 0.4 0.4 0.4 n.a. 0.4 n.a. n.a. 1.4

Middle East 0.2 0.3 0.3 0.3 0.4 n.a. n.a. 0.4

TOTAL 14.1 14.2 17.1 15.8 16.7 16.1 16.0-17.8 28.3

(a) International Primary Aluminium Institute; Capacity and Production of Primary Aluminium in the
Western World 1979-85.

(b) Chase Econometrics quoted in (Australian) Bureau of Industry Economics Information Bulletin
No. 2, Oct 1 982.

(c) World Bank. Price Prospects for Major Primary Commodities and Worldwide Investment
Analysis.

(d) European Aluminium Association, September 1982. Communicated to Secretariat.
(e) Based on review of trade press and company announcements.
(f) World Bank - Worldwide Investment Analysis: The Case of Aluminium, September 1982.



Recycling aluminium is much less energy intensive than smelting primary aluminium and already
accounts for 20 per cent of total production of the metal.

while some closed plants could be brought
back into operation even more rapidly.
However, if demand does not recover

appreciably in the next two years, a world

capacity of 16 million tonnes would still

leave operating rates too low and lead to

further plant closures or the postponement

of projected investments.

As to the price and availability of elec¬

tricity, which will be decisive in determining

the location pattern of the industry, it is

safe to say that in some countries - Japan,

most European countries and the United

States it will be impossible to generate

additional power at competitive prices and

hence extend smelter capacity. Thus new

capacity will be concentrated in countries
with inexpensive electricity based on hydro

resources such as Canada and many devel¬

oping countries (Brazil, Indonesia and Zaire
for example). Or else it will be located in

countries where there is cheap coal, such

as Australia.

As to existing smelters, the question is
whether they will have access to competi¬

tively priced electricity or whether energy

price changes will lead to further plant
closures in the years to come. In Western

Europe and Japan, the cost of electricity to
smelters will depend on what happens to

the cost of nuclear power since imported

coal is unlikely to be cheaper. In the United

States, the picture is slightly different since

relatively cheap coal-based power may be
more readily available and the most eco¬
nomic source of electricity in certain areas.

In all these countries, the constraints on

nuclear power are a matter of concern for

existing smelters which do not have their

own captive hydro sources.

The Western world's production of pri¬

mary aluminium amounted to 12.5 million
tonnes in 1981 against a capacity of just
over 1 4 million tonnes (see inset page 4) .
While the non-communist world's demand

for aluminium is expected to rise by around

3 per cent a year during the 1980s,
demand in developing countries is forecast

to rise more rapidly, from 2 million tonnes
in 1 980 to 3.5 million tonnes in 1 990. This

will accentuate the trend towards

locating new smelting capacity in the
developing rather than the developed
world. In any case, on present estimates of
demand, no further investment in new

capacity in the second half of the 1 980s
will be required, so that investments

already committed should be sufficient for
the entire decade. As the table shows, a

recent forecast by the European Aluminium

Association suggests that world smelting

capacity, at 16.1 million tonnes, will be
much the same in 1990 as in 1985. This

does not rule out the possibility of new

plants being opened in the second half of
the 1980s, of course, since some older,

less efficient smelters may be closed down.

Moreover, capacity may be greater than

expected as a result of government policies
in some countries aimed at securing self-

sufficiency or at promoting industrial devel¬
opment. Indeed, a conservative assess¬

ment of corporate and governmental plans

points to an increase in Western world

capacity to 1 8 million tonnes by 1 990,
well above the EAA projection. This addi¬

tional capacity would essentially be located
in Oceania and the developing countries of

Latin America, Africa and Asia.

It is not expected that technological
advances in the manufacture of aluminium

during the 1 980s will significantly alter the

world supply picture. However, certain

technological developments could, the pro¬

moters believe, help to restore the indus¬

try's viability even in energy-poor countries

over a period of time. A new process

invented by Mitsui Alumina is to be tested

in a demonstration plant being built by

Japan's six aluminium smelting companies,

and it is expected to produce aluminium at

a cost of around $1 ,000 per tonne. While
that is half the current level of production

costs in Japan, it does not represent much

improvement on performance in other loca¬
tions.

Secondary smelting is set to increase

further, so that demand for primary alu¬

minium is bound to increase more slowly

than overall aluminium consumption. Al¬

though the energy situation makes secon¬

dary aluminium more cost competitive, and
its primary use is in sectors (e.g. autos)
where above-average growth in aluminium

demand is expected, the degree and speed

of substitution for primary metal will con¬

tinue to be constrained by the technolog¬

ical possibilities for increasing recycling.

The Role of Government

Governments have been heavily involved

in the development of the aluminium

industry in the past and are expected to
continue to exert a powerful influence in

future. For example, the expansion of the

industry in Europe during the 1960s and
1 970s was aided by active government

intervention, whether through the creation

of state-owned enterprises or the adoption

of policies favourable to the establishment
of smelters. Similarly, the development of

the industry outside the OECD area, which

has already begun but which will be one of
the dominant features of the industry in the

1 980s, involves even more massive gov¬

ernment support.

Governments are now faced with deci¬

sions about how best to facilitate the

adjustment of the industry to energy-

market developments. Although most

OECD governments have apparently opted
to leave it to market forces, they neverthe¬

less exert a strong influence on the adjust¬

ment process through their energy policies,
especially as regards electricity prices.

Japan is the only country to have formu¬
lated a comprehensive adjustment policy

designed to help the aluminium industry
overcome the dramatic deterioration in its



The major stimulus to demand for aluminium in the 1980s will come from transport and
packaging.

competitive position following the second
oil shock. The Japanese believe that, as far
as the basic materials sectors are con¬

cerned, there has been an evident failure of

the market mechanism which calls for

compensatory policies to optimize the

long-term allocation of resources. As for
aluminium, the Government is trying to

achieve a satisfactory trade-off between

the dual objectives of ensuring the survival
of the viable part of the industry while at

the same time avoiding any measures that

would unduly penalize users of aluminium.
At the moment, the Japanese authorities

are considering a series of new short and

longer term measures to bring about a
basic transformation of the industry,

including a drastic reduction of capacity
and replacement of unprofitable domestic

production with imports which would
mainly come from plants abroad in which
Japanese firms have a stake already or plan
to have one.

Certain other governments have inter

vened intermittently, mainly to keep

smelters operating, whether through direct

financial assistance (as in Italy) or lowering
electricity tariffs (as Spain did in 1981).
Others have in fact relied more on market

forces. The British Government for example

decided not to prevent the closure of a

plant in Invergordon, Scotland, which was

threatened by the above-average cost of its

nuclear energy. The same applies to the

United States, which did not oppose

energy market forces threatening the viabi¬

lity of certain smelters, particularly in the
Pacific Northwest.

Since governments have a direct or

indirect influence on electricity prices, they

have a responsibility, OECD's report con¬

cludes, to see that their pricing policies do

not unduly distort the signals that should

reach the aluminium industry from the

energy market. There is however an

undoubted lack of transparency, especially

in Europe, in electricity prices and price

mechanisms governing power contracts
between utilities and smelters.

The fact that power prices for aluminium

smelters are generally lower than for other
consumers is defensible for various tech¬

nical and marketing reasons (ensuring con¬

sumption of the base load of certain power

plants for example). The real issue, though,
is whether power prices to smelters cover

the full costs of production, distribution

and delivery of electricity and whether they

should provide electricity supply utilities

with an appropriate return on capital. The

principles to be applied to power-supply
contracts with smelters should be consis¬

tent with internationally agreed energy-

policy objectives. However, it is obvious
that in some locations such contracts do

not conform to the criteria. They were

negotiated before the 1973 oil crisis and

still reflect past energy-supply condi¬
tions.

Pricing policies that protect smelters

from part of the increased costs of elec¬

tricity generation lead to distortion in inter¬

national competitive positions and may

waste energy by allowing inefficient

smelters to continue operating. They may
also contribute to an imbalance between

supply and demand in the aluminium mar¬

ket. On the other hand, if these prices are

brought into line too quickly, this may lead
to a sharp increase in aluminium prices

during an initial period and thus weaken the
market position of the product. While it is

necessary for a balance to be struck

between energy policy considerations and

other policy objectives, it would be desir¬
able for a number of countries to reassess

their policy mix with a view to helping the

international aluminium industry make the
transition towards a structure that reflects

more closely than at present the world

energy situation.
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Towards a Cashless Society

The banks have greatly improved the

efficiency and cost effectiveness of

their internal and interbank opera¬
tions with the introduction of automated

electronic methods that have reduced the

volume of paperwork and the number of

staff. But to take full advantage of compu¬
terised techniques, their customers must

also play the electronic game, which

implies an increasing use of plastic cards in

preference to cash or cheques and a

willingness to be served by a faceless
machine rather than a more or less human

clerk when going to the "bank". While all
this should mean a considerable cost

saving to the banks, it could also, a new

OECD report notes1, herald an era in which

bank services are individually costed and

specifically paid for by customers, in con¬

trast to the present system in which banks'

profits depend on the margins they obtain

between borrowing and lending. Thus the

charges would be where the costs lie.

In the industrialised countries, the last

few decades have seen fundamental

changes in the way people and organisa¬

tions make and receive payments for goods
and services. Cash still remains the most

convenient means of making small pay¬

ments, with between 80 and 95 per cent of

all transactions being settled in cash in

OECD countries (although in value terms

the proportion is far less). But while talk of

a "cashless society" can be dismissed as
irrelevant for decades to come, efforts will

continue to limit the use of cash because of

the costs involved in printing and distri¬

buting the bills, costs which are shared
between central and commercial banks.

The increased use of cheques has also

imposed a substantial cost burden on the

banks, however, especially in those coun¬

tries where cheques have been preferred to

giro systems.2 The growth in the volume of
paper handled by the banking system has

become a major problem in these countries:
it is common to find that the number of

cheques is rising by 7 per cent a year, but in
countries like France, where almost all the

population has a bank account and giro

systems have not really developed, the

growth in cheque use is 1 1 per cent or

more a year.

Since the 1 960s, the banks have intro¬

duced new payment methods and modified

the administration of traditional operations

in a bid to reduce the volume of paper they
have to deal with. The introduction of direct

debiting (e.g. of credit card expenses) the

increased use of standing orders and the

substitution of direct transfers for salary

cheques and social security payments are

all developments which pave the way for

the introduction of fully fledged electronic

fund transfer (EFT) systems. They have not
always been welcomed by consumers,

however; they naturally depend on individ¬

uals having bank accounts. Yet, in many

OECD countries, a high proportion of the
population still does not use banks and is

paid weekly in cash. This is true of Great

Britain, where, according to the most

recent figures, 44 per cent of workers are

still paid in cash, and more predictably of

Spain and Italy, where the proportion is far

higher. In other industrialised countries, the

vast majority of workers are paid by cheque

or bank transfer; in the U.S., only 1 per

cent are paid in cash, while in Germany and

Canada the proportion is 5 per cent, in the

Netherlands 1 5 per cent and in France

between 20 and 25 per cent.

Banks have particularly concentrated on

reducing paperwork in their internal

accounting. Although computerisation has

not yet generally resulted in direct on-line

links between banks, transactions are

recorded on magnetic tape which is then

transported physically from one bank to

another. This enables banks to stop

exchanging enormous piles of cheques,

credit transfers and other paper documents

which are required as evidence of transac¬

tions. The system by which these docu¬
ments are retained in the first bank branch

where they are lodged is known as trunca¬

tion. In most countries, there has been little

opposition to this development, but in the

United States consumers still insist on

having paid cheques returned to them as

evidence of payment. It used also to be

considered important for the paying bank

to receive the cheque so that it could
ensure that it was in order and have the

opportunity of verifying the signature.
However, signatures are rarely verified
these days, except for cheques of high
value, as it is cheaper for banks to pay for
the odd cases of proven negligence on the
part of their employees than to have an

elaborate clerical system. Cheque trunca¬
tion has already been introduced in Bel¬
gium, Sweden and Denmark with no

apparent difficulty, and France and Britain

are now also thinking of adopting this
solution to the problem of mounting paper¬
work.

The use of cheques has been encouraged
by the introduction of cheque guarantee
cards in many countries France being the
exception, where the same result has been

obtained through legislation. In countries

where cheques are widely used, the banks
have made a rod for their own backs, since

cheques are now issued for quite small

transactions which in the past might have

been settled in cash. The Eurocheque
system, to which the majority of banks in
European countries adhere, has also

encouraged the wider acceptability of che¬

ques. It was designed partly to reduce the

demand for travellers' cheques, although
paradoxically the opposite has occurred.

The greatest revolution in payment
methods in recent years has been the

mushrooming use of credit and payment
cards. There are three kinds of these

standardized pieces of plastic:

Bank credit cards, which usually carry a
ceiling on the total amount outstanding and
offer the cardholder an extended credit

1. Banking and Electronic Transfers: The

Implications, by Prof. J.R.S. Revell, Director of

the Institute of European Finance, University of
North Wales Bangor, U.K.; to be published
shortly.

2. The reverse of a checking account, the giro
system is prevalent in many European countries

and Japan. Instructions are given to the post
office or bank which debits the payer and
instructs the payee's bank to credit his
account.



facility by allowing him to defer payment of
part of the balance due.

Travel and entertainment cards, some¬

times known as charge cards, for which the
holder normally pays an annual fee and

which carry no expenditure limit, but which
also offer no extended credit as accounts

have to be settled in full every month.

ln-house account cards issued by

retailers and other organisations to cus¬
tomers to enable them to settle their

purchases in one fell swoop at the end of
the month.

Credit cards are not a means of pay¬

ment, since the purchases made with them

have to be subsequently settled by cheque

or bank transfer. But they do result in more

efficient payment methods, since one

monthly payment can cover a number of

individual purchases. Credit cards are pre¬

cursors of EFT systems proper, even

though the transfers are at present largely

paper-based. They are already becoming

automated with the help of electronic

point-of-sale equipment, and some credit

card authorisation systems now contain all

the necessary elements for electronic direct

debiting, paper truncation and full automa¬

tion of payment information as a result of

the combination of dial-up authorisation

terminals and electronic cash registers.

No Technological Barriers

An electronic fund transfer system com¬
prises four main elements:

Terminals at which instructions are

entered and messages received

Computers that carry out the instruc¬
tions

Telecommunications lines or networks

that link the terminals and the computer

Software programs that embody the
operational procedures of the system. To
the customer, however, the outward fea¬

tures of electronic systems in retail banking
are cash dispensers (CDs), automated teller

machines (ATMs) and point-of-sale (POS)
systems. A less visible but essential com¬

ponent is the automated clearing house
(ACH) to which large customers and the
banks themselves can submit large volume
payments direct for distribution to other
banks.

Customers can gain access to banks'

electronic services through the ubiquitous

plastic card. The standard electronic pay¬
ments card is the familiar plastic one with

magnetic stripes on the back. On the front,

the cardholder's name and account num¬

ber, together with the reference number of

his bank branch, appear in embossed char¬

acters capable of being read by optical

character recognition (OCR). The reverse

side carries the magnetic stripes necessary
for electronic applications; they contain not
only the same details as the front of the

card but also additional information, such

as the outstanding balance of the card¬

holder's authorised credit ceiling, which
can be kept up to date each time he uses
the card.

The smart card

A new type of card, called variously a
"memory card", "chip card" or "smart

card", is being developed, however, which

has far greater capabilities in terms of

conveying and receiving information to and
from the electronic terminal. This card has

a small micro-processor embedded within

it, which can hold far greater quantities of

data than magnetic stripes. The main

difference though is that, whereas the

magnetic card is only a passive repository
of information, the memory card can react

and record transactions in its own memory.

Hence, whereas the magnetic card requires

access to the bank's computer, the

memory card is intelligent and can perform

numerous operations in communication

only with a simple terminal. The memory
card also offers greater security, because it

is harder to counterfeit than a magnetic
card.

Memory cards can replace both credit

and debit cards, since they can be charged
with a credit limit and can monitor trans¬

actions so as to prevent the cardholder

exceeding his limit. Alternatively, the card

could be charged with spending power for
which the bank has received value in

advance and would then cease to function

once the spending power was exhausted.

By receiving payment in advance, the bank

can issue such cards to any customer,
irrespective of his theoretical credit-worthi¬

ness.

France has taken the lead in developing

OECD BANKING PROFILE

OECD countries can be divided into five distinct categories in
terms of the nature and development of their banking sys¬
tems:

1 ) The largest group, comprising the Scandinavian countries,
Germany, Austria, Belgium, Luxembourg, the Netherlands and
Switzerland, consists of those where a very high proportion of
the population has bank accounts because of the widespread

practice of paying wages and salaries direct and where postal

and bank giros have become the dominant payment institutions.

Large numbers of cash dispensers have been installed or are

planned, but there is relatively little pressure to introduce

customer electronic fund transfer (EFT) facilities.

2) France is in a category all by itself. The vast majority of the
population has a bank account, too, but cheques are the

dominant method of payment, rather than giros. Cheques are

guaranteed by law and their use has soared, even for relatively
low-value transactions. It is not surprising, therefore, that the

strongest drive for introducing EFT within Europe has come in

France, where the government is giving strong support.

3) These are countries where the cheque has become the

dominant method ofpayment but where a far smaller proportion

of the population has bank accounts than in countries in

groups 1 and 2. This group includes the United Kingdom,
Ireland, Canada, Australia and New Zealand, and in all of them,

industrial workers' wages are still mostly paid in cash. These

workers are being strongly encouraged to accept payment direct
into bank or giro accounts, and if this succeeds, the use of

cheques can be expected to rise a lot further. As a result, these

countries too will be keen to expand the provision of EFT
facilities as rapidly as possible.

4) This category consists of the four Mediterranean countries,
Italy, Spain, Portugal and Greece, where cash is still heavily used
for most transactions and where cheques and giro systems
remain little developed as payment methods. If an increasing
numberofpeople open bank accounts in the coming years, these
countries could move relatively painlessly towards retail EFT
systems, without the need to pass through the stage of paper
payment methods. A pointer in this direction has been the rapid
rise in the number of credit card users in Spain since one large
bank started to promote one of the popular international
cards.

5) Finally, the United States stands on its own in most
respects. It already has a far greater number of EFT facilities in

place, although it is not much more advanced than Europe in
terms of the conversion of interbank operations to electronic
methods. But the development of comprehensive EFTservices is

being retarded by inter-state banking laws and the unwillingness
ofbanks to cooperate, so the American lead in EFT systems may
disappear during the 1 980s as the European countries catch
up.
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INTERBANK PAYMENTS SYSTEMS

Both the London and New York banking systems have

developed automated clearing systems for settling interbank
positions. The New York system, called CHIPS (Clearing House

Interbanks Payments System), which ensures that all positons
are settled the same day, started operating on October 1 , 1981.
A similar scheme will start up in London towards the end of

1983. It is to be called CHAPS (Clearing House Automated

Payments System), although at one point it was half seriously
suggested that its name should be the Financial Institutions'

Settling House (FISH), so that it would tie in better with the New
York system.

Whereas these systems involve the transfer of funds, SWIFT
(Society for Worldwide Interbank Financial Telecommunica¬

tions) only conveys instructions to transfer money. It was
designed as a medium of communication between a bank in one

country and its branches and correspondent banks in other

countries, though it now has additional capabilities as well. It

came into operation in 1977, with its membership restricted to

banks. In June, 1979, there were 513 banks using the system,
and at the end of 1981 this number had risen to around 900 in

39 countries. By now, the total has grown to over a thousand in
more than 50 countries. Similarly, the average number of daily
transactions rose from 150,000 in June 1979 to 300,000 at

the end of 1981, and is now approaching half a million
transactions.

The initiative for SWIFT came from a group of European banks

who were alarmed at the competitive advantage enjoyed by
large US banks which had private international telecommunica¬

tions systems. SWIFT was founded in 1973 following a
conference of American, Canadian and European banks, esta¬

blished as a non-profit making organisation with its head office
in Brussels.

SWIFT was conceived as a substitute for the enormous

number of transactions conducted by mail - some 80 per cent
of international business then - rather than for the traffic carried

by the public telex service. SWIFT uses packet-switching
techniques, with dedicated lines connected to three operating
centres (in Belgium, the Netherlands and the U.S.). Banks

communicate with the system through a variety of terminals,
ranging from the simplest intelligent computer to the most
complex computer installations. A special terminal for connec¬
tion to SWIFT is now available at some $15,000.

One of the great achievements of SWIFT has been the

standardisation of the form of messages relating to different

kinds of bank operation. An agreed set of definitions of terms
was drawn up, and the system can provide prompts and

instructions to the operator in his own language.

SWIFT also plans to move in on domestic markets, offering
banks both a domestic and an international service for a single
fee. Its success in making that leap will be largely determined by
whether CHIPS and CHAPS decide to use SWIFT for communi¬

cation between their respective settling banks.

the memory card. The main financial insti¬

tutions have set up a joint venture to

provide the technology and conduct trials

in cooperation with retailers. Opposition is

being voiced, though, by those who stress

the heavy investment that banks have

already made in magnetic cards and who

point to the high cost of the card and its

vulnerability to dirt and damage.

One of the advantages of a bank memory
card is that it could be made multi-purpose,

with the customer communicating his
wishes to the terminal. The cards could

also be made inter-changeable between
different institutions. As it is, there is an

enormous proliferation of plastic cards
from all sorts of different institutions for a

variety of different uses. The average
American cardholder now carries 7.6 cards

about with him, although this European

counterpart is a long way behind with an

average of only 1 .4. Already it is quite

possible for a European to reach American

proportions if he has one or two bank credit

cards, a travel and entertainment card or

two, a cash dispenser card and a few

retailers' account cards. On present trends,

it would not be long before people will be

going around with as many as 20 plastic
cards in their wallets, so the introduction of

a multi-purpose bank card would be an

enormous boon and convenience for the

consumer as well as a welcome simplifica¬
tion for retailers and the banks.

Bicycles and packets

EFT systems depend on the existence of
a suitable telecommunications network to

enable banks to be in direct, on-line com¬

munication with each other and with their

retail and other large customers. The

United States went directly into on-line

working when it started introducing elec¬
tronic terminals (cash dispensers, auto¬

mated tellers and point-of-sale systems),
largely on account of the atomistic nature

of the US banking system. In most Euro¬
pean countries, the banks opted for off-line

working when it came to computerising
their internal accounting and interbank

clearing operations, with the details of

transactions stored on cassettes or floppy
discs for delivery to the bank head office at

the end of the day, sometimes by bicy¬
cle.

A new technology has largely made the
distinction between on-line and off-line

working obsolete and eliminated any

obstacle to the emergence of a suitable

telecommunications network for EFT pur¬

poses. Packet-switching systems (PSS)

entail the breaking down of messages into

discrete quantities which are wrapped sep¬

arately in control information and sent

through the network as distinct entities

called packets. The packets all take the
same route and are delivered in the correct

order at the destination whatever the order

they have travelled in. The advantage is

that packets from various sources may be

inserted as they travel through the net¬
work, so the traffic load can be carried with

maximum transmission efficiency.

With the use of dedicated lines where

the traffic volume justifies it and packet-

switching networks elsewhere, a com¬

pletely electronic fund transfer system
could be created of which each branch

would form a part. Once the transaction

was recorded electronically as near to the

initiating customer as possible, the details

could then circulate automatically within

the entire banking system to effect an
instantaneous transfer between the two

accounts involved. There are no technolog¬

ical barriers to such a system, only institu¬

tional ones. There are already a number of

limited electronic links between banks,

both domestically and internationally, and

it remains only for banks to open up their

computerised accounting systems to the

direct receipt of transactions from other
banks. As the volume of electronic traffic

builds up, particularly with increased trun¬

cation of cheque transactions, the pres¬
sures to remove the barriers to direct

communications will grow.

Terminals - with and without tellers

One of the most important develop¬

ments in the transition towards fully elec¬

tronic systems is the provision of manned
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counter terminals, operated by counter

clerks (or tellers). Even on the most optim¬
istic estimates, it will be a long time before

all retail customers are prepared to use

card-activitated terminals for all their day-
to-day banking business, and in the mean¬

time it is essential to increase the produc¬
tivity of bank staff in direct contact with

customers. In 1 979, it was estimated that

out of 400,000 teller positions in European
banks, some 22 per cent were automated.

The emphasis in Europe has so far been

largely on back-office automation, but the

projection is that the number of counter

terminals in European banks will rise from

88,200 in 1979 to 343,000 in 1990,

which by then will represent almost total
conversion to counter terminals. Terminals

will thus constitute the largest single item
in European banks' investment in auto¬

mated equipment - accounting for
$3.3 billion (at 1979 prices), compared to
$2.8 billion to be spent on mainframe
computers and $2.7 billion on smaller

computers.

The only significant difference between a
counter terminal and an automated teller

machine is that the latter operates without
the assistance of a member of the bank's

staff. Although some simple automated

machines with limited services are already
described as automatic tellers, a full-

service machine would be capable not only
of dispensing cash, ordering a new cheque¬
book and giving simple balance information

but also of ordering and displaying detailed

statements of accounts, depositing cash
and payment documents and, above all,

transferring amounts from one account to
another, either between two accounts be¬

longing to the same customer or between

the accounts of the customer and a third

party. In addition, a most useful capability
for both counter terminals and ATMs

would be to count notes and coins as they
are deposited and read the details of

cheques inserted into them.

By the end of 1 980, a total of 40,000

cash dispensers and automated teller

machines were installed throughout the
world, according to one estimate. The
lion's share is to be found in the United

States and Japan - an estimated

38,000 automated tellers were in place in

the U.S. at the end of 1 982, representing a
42 per cent increase during that year.
European countries could boast only
6,300 ATMs, including simple CDs, in

1979- 2,200 in the United Kingdom,
1,870 in France and 740 in Sweden

(accounting together for 76 per cent of the
European total).

Point of sale

The essence of EFT, however, is not only
the elimination of counter staff in banks but

another system,one which enables retailers

France has led the way with

the memory card a
"smart" card containing a

microprocessor and a me¬

mory. The French banks
and the telecommunica¬

tions system are experi¬

menting with the card,
called Ipso, in three French
cities (Blois, Caen and

Lyons). At present it is used
in retail stores and to pay
for public phone calls. Later
on it will be used in home

banking.

to obtain instant payment tor goods and
services through the use of card-activated

terminals in retail outlets that can instantly
transfer funds from the customer's to the

retailer's bank account. Experiments with

these point-of-sale systems have been
going in the United States since 1 974, but

none has ever become fully operational.

Electronic point-of-sale terminals have only
really been used for cheque verification and

credit card authorisation (apart from the

internal accounting and stock control oper¬
ations which are the main functions the

retailer is interested in when investing in
this relatively expensive equipment). More
recently, pilot schemes have been mounted

in Europe, especially in France where the

impetus has come from large retailers as

much as from the banks. Again, trials in
Europe have tended to use off-line meth¬

ods, whereas in the U.S. point-of-sale

systems have generally been run in an

on-line mode (which requires competing
banks to share facilities since traders nat¬

urally object to having separate terminals
for different banks at each check-out).

One of the bones of contention in the

operation of point-of-sale systems is the
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distribution of the cost between the banks

and the retailers, and this is one of the

reasons for the slow development of these

systems. From the customer's point-of-

view, electronic payment systems offer

few advantages, except insofar as there are

shorter queues at checkouts and less risk of

theft arising from the possibility of carrying
less cash around with them. At the same

time, there is a disadvantage in that their

accounts are debited immediately instead

of benefiting from a few days' grace while

the cheque goes through the system or the

credit card company prepares its monthly
statement.

Banking in The Home

The ultimate step opened up by EFT

systems is home banking, enabling cus¬

tomers to use interactive videotex systems

in their own homes to carry out all their

everyday banking (and mail-order shop¬
ping) transactions without cash and

without leaving the house. A technique

developed by the British videotex network

Prestel, called the gateway system, ena¬
bles individual subscribers to secure infor-
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mation from a bank or other data base

through a suitable security barrier under the
private control of that institution. Only via
such a means of access could banks allow

subscribers the possibility of obtaining
information from their computers. This

system is being tried out by the Verbrau-

cherbank in Germany in conjunction with

the Deutsche Bundespost. But the security
procedures for passing through the
gateway are rather laborious, since the

subscriber can only gain access to the
services of the bank once he has entered

his account number,

a six-digit personal identification number
(PIN),

three further 10-character codes sel¬

ected by himself,

a unique transaction code for each trans¬

action, which is derived from a list of

numbers generated by an algorithm known
only to the bank. Since 1 982, further trial
schemes have been launched elsewhere in

Europe, while a large number of pilot

experiments are under way in the United
States.

The attraction of videotex systems for

the banks is that they need make very little
investment in order to be able to offer a full

home-banking service. It can be expected,

therefore, that home banking facilities will
expand quite rapidly on the back of infor¬
mation services and the additional televi¬

sion and entertainment possibilities opened

up by cable and satellite broadcasting. The

videotex network will enable any institu¬
tion, whether a bank or a non-financial

institution, to provide financial services

supported by some form of payment ser¬

vice. The geographical location of bank

branches will no longer be very important

once home banking becomes accepted and
widespread, and the number of branches is

likely to fall as a result.

Cutting Costs

The main pressure for greater automa¬

tion in banking comes from the banks' own
interest in containing costs in what is

traditionally a labour-intensive industry.

Although electronic fund transfer systems
represent a large, front-end fixed cost in

terms of the heavy investment that has to

be made in equipment to start with, the

banks are hoping that, once established
and run in, the variable costs of EFT

payment systems will have low variable
costs. So far, the average cost of EFT

transactions has been high because the

optimum transaction volume for which the

equipment has been designed has not been

reached in many of the pilot schemes.

This dependence on volume to make EFT

systems economic may become less acute

in the future. The falling cost of electronic

equipment, especially data processing

hardware, will have a favourable impact on

the cost projections for EFT systems,

especially to the extent that electronic

methods may be substituted for functions

that are currently performed mechanically.

For instance, a device for printing a "xerox-
type" copy of what is displayed on a visual

display unit (VDU) would transform the
economics of terminals, while the addition

of machine-readable symbols on bank¬

notes (which is already being done in some
countries) would enable mixed bundles of

notes to be counted quickly and cheaply.

Evaluating the potential ultimate savings

in EFT systems over traditional paper

payment methods is difficult in view of the

limited amount of empirical evidence avail¬

able. It is clear, for instance, that countries

which have centralised clearing systems for

handling large quantities of cheques at a

time, such as Great Britain, have less to

gain from introducing EFT systems than a

country like France, whose dispersed

clearing system and proliferation of banks

makes the processing of cheques far more

costly. The actual cost of handling auto¬

mated transfers should be very similar from

one country to another, however. When it

comes to determining whether cash with¬

drawal is more or less expensive via an
automated teller or cash disbursement

machine as opposed to a human being at a

counter, American experience shows these

costs to be roughly equal, whereas in

Europe automated tellers seem to offer a

clear saving over human ones.

On the whole, cost projections on which

banks base their arguments in favour of

EFT systems are based, have been drawn

up on the assumption that machine costs
will fall and labour costs will rise. These

assumptions seem reasonable enough, and
the banks' faith in the ultimate rewards of

investing in EFT facilities seem likely to be

justified. Moreover, there is empirical evi¬

dence to suggest that the possibility of

deriving economies of scale in electronic

payment systems does exist.

An End to Free Banking

Whatever the overall cost of EFT sys¬

tems, they may encourage the banks to
alter their traditional thinking on charging

for banking services. Up to now, banking
services for retail customers have tended

to be free and, apart from fees charged for

specific, non-routine services, banks have

derived their profits from the interest rate

margin between borrowing and lending.

The inefficiency of this approach is that,
since liabilities are slower to adjust than

assets it is dependent on short-term

interest rates, whose volatility produces a

profit cycle. Moving from free banking to a

system in which account transactions are
individually charged would also perhaps

entail the payment of interest on current

accounts, which is not customary at the

moment. One way of both introducing the

concept of paying for banking services and
of encouraging the use of EFT facilities

would be to have a transition period during

which charges were only made for the use

of paper payment methods where elec¬

tronic services were available, while

offering the electronic services for nothing.
Then, by the time electronic services have

to be paid for as well, the volume of

electronic transactions might be large

enough to render their cost very low.

In moving away from a system of free
banking, the banks should aim to cost

services in such a way that there are no

hidden subsidies between different groups

of customers. One of the negative factors
of the present system is that it causes

inequities between customers, since bor¬

rowers and lenders subsidise active users

of their current accounts. However, if

banks adopt the principle of charging for
banking services by means of an incentive

pricing policy in favour of electronic ser¬

vices, there is the possibility that people

will switch back to cash instead, though

that is not a problem so long as they
withdraw cash by means of electronic

dispensers.

Security: PINs or Earprints?

One of the drawbacks of EFT systems is
that they engender a whole new set of

security risks, without eliminating any of

the dangers associated with paper systems

still in being. Apart from the increasingly
familiar potential for computer crime and

the more common problem of stolen and
counterfeit cards, the consumer's direct

involvement in electronic transactions

imposes certain responsibilities and burd¬
ens. Like cash-withdrawal cards, the more

general-purpose bank cards that might
emerge with the development of EFT sys¬

tems will probably rely on personal identif¬
ication numbers (PINs) as a means of

verification. Such numbers are unsatisfac¬

tory both because customers find it hard to

remember them (and many people write
them on the card itself or somewhere

nearby where a thief might easily find it)
and because the bank's list of PINs is

available to systems personnel and to

intruders who are able to penetrate the

system.

The great advantage of the PIN is that it
is a very low-cost form of protection.

Nevertheless, a search is going on for

alternative means of identification using

characteristics that are unique to the indi¬

vidual. Among the latest ideas are signa¬

ture or fingerprint recognition (which

requires relatively complex apparatus) or
devices for recognising voice or ear prints.
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Another possibility is known as signature
dynamics, which requires the computer to

record not only the shape but the steps by
which a person's signature is made up as it
is entered on an electronic pad. These
various devices, which depend on the
individual's own physical or behavioural

characteristics are evocatively called
"warmbody" devices. Whatever research

into identification methods finally turns up,
PINs will undoubtedly remain the most
cost-effective and hence preferred method

for the time being, which is a strong
argument for the introduction of multi¬

purpose cards so that users have only one
number to remember instead of several.

Competing for Custom

Although many people assert that the

public will not accept EFT systems because

they are so impersonal, there is consider¬

able evidence to the contrary. The key

seems to be to persuade people to actually

try them and to make sure that they are not

put off by complicated operating instruc¬
tions, machines out of order or too few and

far between. Experience in the United

States suggests that it is relatively easy to

open up the market for electronic financial
services and to induce as much as half the

population to use them. The problems arise

trying to win over the other half, though

most can be expected to give in gradually,

leaving only a hard core of incorrigibles.

Numerous factors in addition to con¬

sumer attitudes will determine the spread

of EFT systems over the next 10 years.

These include the cost pressures on the

banks, the attitude of government and the

advantages perceived in the new techno¬

logy by retailers. The technology is already

thoroughly proven for the most part, the

exception being the memory card which is

nevertheless expected to prove itself in the

near future, thanks to the French efforts in

this area.

By the early 1 990s, it seems safe to
predict that most, if not all, OECD countries

will have complete electronic payments
networks in place, side by side with the

traditional paper-based system. The elec¬

tronic network will enable virtually all the

payments of large organisations to be

handled automatically. The individual con¬

sumer will have a pretty comprehensive

range of facilities at his disposal, which he

will be able to access with a plastic card.

Home banking, via videotex rather than by
telephone, will also start to have made

some appearance. Similarly, these coun¬
tries will have automatic clearance houses

covering a high proportion of interbank
traffic, and internal transfers within banks

will be completely electronic (see box
page 1 1 ).

That scenario implies a rapid develop-
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The Nottingham Building Society has commercialised home banking with its Homelink system which
offers a full range of financial services throughout the U. K. over the British videotex system, Prestel.
Current accounts are provided by the Bank of Scotland.

ment of the new technology during the
1980s, bearing in mind that the only
widespread automatic facility in the OECD
at the moment is the cash dispenser. Even

in the United States, with its lavish array of
automatic tellers capable of many func¬
tions, transfers from one account to

another constitute a mere 4 per cent of all

ATM transactions. Beyond the problem of
substituting electronic techniques for
paper-based payment methods, efforts will
have to be made sooner or later to reduce

the volume of cash payments. The techno¬
logy for an "electronic banknote", in the

form of a cheap plastic card with a mag¬
netic stripe, is already available and being
applied for the payment of car parking fees,
road tolls, transport fares and automatic

vending machines. The apparatus needed

to record payments is no more costly than
the coin-operated slot machine.

The changes in bank operations that will

accompany the growth of EFT systems are
likely to lead to a number of indirect

developments in the way they do business.
For instance, the strong pressures already
being exerted for the payment of interest
on current accounts or for the unification of

current accounts and savings deposits into

one interest-bearing account are likely to
intensify. Moreover, an increased propor¬
tion of consumer lending will probably take

the form of overdrafts, the limit of which

can be entered into the customer's memory
card. The increased speed of payments will

also have implications for banks' liquidity,
as funds are held for shorter periods in
customers' accounts. Banks' costs will

diminish as branches are closed and the

workforce is cut back, although cost sav¬

ings will be limited in the short term as

banks have to operate two parallel pay¬
ment systems, one based on electronic

transfers and the other on paper docu¬

ments. Banks will also become increasingly
dependent on charges and commission

income, while their interest margin will
narrow, to the benefit of borrowers and

lenders.

The longer term implications of EFT

systems for the structure of banking sys¬
tems point to fiercer competition in the

provision of services, and payment services
will for the first time enter the competitive

arena. Moreover, organisations other than

banks will start to compete with banks for

the supply of payment and other services

and will try to cream off the most profitable

parts of the business associated with

higher-income households. To protect their

traditional market, therefore, banks may
have to emulate the so-called "financial

supermarkets" by marketing their services

with an eye to the competition.
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The Employment Imperative and
Labour Market Policies

The general magnitude of the task of

dealing with unemployment can be

illustrated by the following simple

calculation. 20,000 extra jobs will be

required every day during the last five years

of this decade if OECD unemployment is to
be cut to its 1 979 level of 1 9 million. The

labour force is likely to grow by some 1 8 to

20 million people over the five years 1 984-

89 and 1984 unemployment is projected

to be 343/4 million - so up to 20 million jobs

need to be created just to keep unemploy¬

ment from rising and over 1 5 million extra

jobs are needed to get unemployment

down to 19 million. This figure is signifi¬

cantly larger than the 1 1,500 jobs a day

which were created during the period of

recovery after the first oil shock.

Quite apart from the human suffering,

the higher unemployment levels in the

OECD area following the second oil shock

are very costly in economic terms. In
addition to the direct costs in terms of lost

output, there are dynamic costs like lower

investment in physical and human capital

and less technical progress. The need to

finance the higher social security spending

associated with large-scale unemployment

also puts additional strains on public sector

budgets.

Sustained economic recovery is ob¬

viously vital to reversing these trends.

There are clear signs that the long-awaited

recovery is now underway, but it does not

seem likely to make inroads into unemploy¬

ment for some time and, even when it does,

a sizeable unemployment problem will

remain, particularly in Europe.

Unemployment has two main compon¬
ents which interact with each other in a

dynamic fashion. Cyclical unemployment is

associated with downturns in aggregate

economic activity and can therefore only be

cut by a sustained recovery from recession.

Structural unemployment reflects persis¬
tent mismatches between the demand for

and supply of labour and can only be

reduced by improving the functioning of the

labour market and stimulating job-creating

investment. It is necessary to apply

macro-economic and selective structural

policies simultaneously, though their im¬
pact flows through in different periods

structural policies are designed to have

enduring effects while macro-economic

Needed: 20 million jobs between 1984 and 1989.

policy is designed to have a more imme¬

diate impact. Successful structural policies

1. Based on a new OECD publication,

Employment Outlook.
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Some jobs have been destroyed by the recession, but others have been created. Above: making silicon chips in Germany

complement macro-economic policy by

improving the skills and geographic
mobility of the labour force and encour¬

aging greater capital formation, thereby
helping to lay the basic conditions for a

continuing, sustained non-inflationary re¬
covery.

There are a number of potential ways in

which labour market policies, in partnership
with sound macro-economic policies,

might reduce structural and cyclical unem¬

ployment without adding pressure to infla¬

tion. First, labour market policies are

required to help the labour force adjust to
rapid structural change in the composition

of output and employment. Second, the

growth of structural unemployment, espe¬

cially in Europe, was associated with a rise
in real labour costs relative to labour

productivity and this development needs to

be reversed. Third, great attention should

be paid to moderating the serious struc¬

tural problems posed by long-term adult

unemployment and youth unemployment.
Fourth, marginal employment subsidies

and direct job creation schemes in the

public sector can serve two objectives: a
counter-cyclical one of bringing forward
any planned expansions in the number of

jobs, and a structural one of promoting
more equitable access to employment

opportunities. Fifth, re-structuring of
working time is potentially useful to distri¬

bute employment more fairly, but it must

be recognized that such work-sharing

implies income sharing in one form or other
if it is not to have unfavourable effects on

costs and competitiveness. Finally, collec¬
tive bargaining can in certain circumstances

help to translate recovery into more output
and jobs rather than into higher wages and
prices.

Since Member countries are at different

phases in the economic cycle and have
different policy constraints, the policy mix
cannot be identical in all countries. The

OECD Ministerial Council, meeting in May
this year, found it helpful to classify
Member countries into three groups,
depending on the progress they had made
in the fight against inflation and their room

for growth. They also agreed on the impor¬
tance of taking advantage of the room for

growth "which is now emerging in an
important part of the OECD area, to pro¬
mote job creation and higher employment".
The policies discussed here, combined with

sound macro-economic policies, can con¬

tribute to reducing structural and cyclical
unemployment without compounding infla¬
tion.

Structural Employment
Policies

Industrial employment has been hard hit

by the recession. In the seven major OECD

countries it has fallen by almost five million

between 1 979 and 1 982. Yet the pace of

technical change and shifting patterns of

comparative advantage in international
trade have not slackened. This has des¬

troyed some jobs, but created others as

production costs have fallen and real

incomes risen, leading to increased demand

for output and employment. This brings out
an important theme: in the process of job
generation and destruction, OECD econ¬

omies must accelerate the creation of new

jobs, and structural policies must make the

labour force more flexible and adaptable to

this process of industrial re-structuring.

Vocational education and training has an
important role to play here since it re¬

sponds to efficiency and equity considera¬

tions simultaneously. Skill training, by
raising the productivity of workers,

improves their future earnings prospects. It

also represents a key investment by society

in aiding the work force to adjust rapidly to
structural change and contribute to future

economic growth. On-the-job training has
many advantages but during a period of

depressed output growth and low capacity
use, enterprises tend to cut back on such

investments in human capital formation. In

these circumstances governments should

consider providing incentives to enterprises

to maintain on-the-job training. This should

go hand in hand with efforts by govern¬
ments, in partnership with both sides of

industry, to provide better information on

occupational requirements so that the skills

essential for future growth can be
created.
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The cost of labour has risen relative to

the cost of capital, and the resultant

squeeze on profitability has hindered

investment and employment. The secular

decline in rates of return on capital in many
Member countries has been partly asso¬
ciated with an increased share of labour in

value added, reflecting more than propor¬

tionate increases in non-wage labour costs

and sluggish adjustment of real wage

incomes to lower productivity growth.
Reversing this secular decline in profitabil¬

ity, possibly by cutting social security taxes
and/or continued wage restraint, would no
doubt help to increase employment if the

resources thereby released could be chan¬

neled into job-generating investment.

Wage-setting processes and alternative

ways of financing social expenditures

which do not have a negative effect on

employment are extremely difficult to

achieve. However, it is important that the

need for a revival of profitability be recog¬
nised by all and steps taken to foster this

process in one way or another.

The structure and composition of unem¬

ployment has also changed, partly in

response to these changes in the labour

force and employment. Unemployment has
become more concentrated on particular

individuals and groups. In Europe last year,

one in every three persons unemployed had
been out of work for 1 2 months or more.

The proportion in any age group who are

long-term unemployed increases steadily

from youths through prime-aged to older

workers but recently, among the long-term

unemployed, the share of older workers

has fallen while the share of the prime-age

group has risen. Job search and relocation

subsidies, job training and employment

counselling are all important forms of

assistance to combat the longer unemploy¬
ment spells being experienced by these
middle-aged workers, many of whom have
heavy family responsibilites.

The other major change has been the
enormous absolute growth in youth unem¬

ployment. Such unemployment is no doubt

more serious than that among other age
groups. It may cast a life-long shadow if

experiencing unemployment when young
causes lower earnings later in life. Evidence

from some OECD countries suggests that
this is the case. Moreover, a recent OECD

report points to widespread discontent

among the young leading to growing frus¬
tration and apathy. Lengthening spells of

unemployment being experienced by
youngsters in OECD countries can only
have made these problems worse. The rise

in youth unemployment will tend to be

reversed during the process of recovery,
but special action to generate career-
oriented employment opportunities is

vitally necessary, as is the strengthening of
education and training opportunities for
young people.

The serious structural problems posed

by such high levels of youth and long-term

adult unemployment call for more active

policies to ensure that there are more new

job opportunities from which these groups

will benefit. Innovation policies, trade poli¬

cies, industrial policies and public invest¬
ment decisions should all contribute to the

objective of ensuring that output growth
absorbs as rapidly as possible the human

capital now idle. Policy options in these

areas of structural employment policies will

be discussed in a major OECD Conference

on Employment Growth and Structural

Change in late 1983 or early 1984.

Early education and training should prepare young people now for the skills emerging as new
technologies spread.

Such policies aimed at influencing the
composition of employment demand
should of course be complemented by
rigorous efforts to change the patterns of
labour supply. For example, it is vital that
initial education and training prepare young
people now for the new skills emerging as a
result of structural change and notably the
spread of the new technologies. This repre¬
sents a major challenge to OECD education

systems. Better matching of demand and
supply patterns in the labour market would

reduce overall structural unemployment.
But there would also be an important and
positive side effect in the form of a more

equitable distribution of employment op¬
portunities between all members of the
labour force.

Temporary Measures

to Promote Employment

During the Recovery

Marginal employment subsidies and

direct job creation schemes in the public
sector operate on the demand side of the

labour market and thus can help foster

employment growth in a recovery. Such

measures can also serve a structural objec¬
tive if they are targeted to workers with

special employment problems.

While there are similarities between

marginal employment subsidies to the pri¬
vate sector and public sector job creation

programmes, there are also important dif¬

ferences. Private sector job creation via
marginal employment subsidies is an incen¬

tive policy. The extent to which jobs are
created by the subsidy depends on the

reactions of private employers to a variety
of circumstances, including prospects for

output growth and profitability. Public

sector job creation programmes, on the

other hand, do not depend on such market

forces; the principal objective is the acqui¬

sition of work experience in temporary
posts so as to prepare the unemployed for

permanent employment elsewhere. A

helpful way of analysing the impact of such

measures is to compare them with using
the same money in a different way - in¬

come tax cuts for example - although a mix

of both policies in some circumstances may
be called for to take advantage of the room
for growth.

Both approaches to increasing employ¬
ment have some advantages as compared

with income tax cuts. First, they generate

more employment and cut unemployment

more because so much of any income
increase associated with tax cuts leaks

overseas or into private savings. This argu¬
ment has less force in the total OECD

context because one country's imports will

frequently be another OECD country's
exports. Second, they are often less infla¬

tionary. This is because they can be con-
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centrated on groups which have little bar¬

gaining power and do not lead to renewed
wage inflation. Third, they have a smaller
impact on the budget deficit because of the

greater flowback to the public purse from
lower unemployment benefits and in¬
creased tax revenues and social security

contributions: the net budgetary costs of
such measures is substantially below the

gross cost. Finally, because such subsidies
can be targeted, their impact on income

distribution or particular structural prob¬

lems can be made more specific than tax

cuts.

However, both types of job creation

measures give rise to certain problems.
First, marginal employment subsidies may

have an adverse impact on productivity in
the short run at least. Since the subsidies

may be explicitly designed to persuade
firms to hire less experienced labour like

teenagers and possibly the long-term
unemployed, this will tend to lower labour

productivity. Second, some deadweight

and displacement are inevitable. Dead¬

weight reflects the fact that some of the

subsidy goes to firms which would have
increased their employment anyway. Dis¬

placement occurs when employment asso¬

ciated with the subsidy in one firm dis¬

places jobs elsewhere. It is particularly

difficult to measure, and may have reper¬
cussions on international trade. Third,

direct job creation programmes in the

public sector often displace other fiscal

expenditure particularly at the local com¬

munity level. Finally, job creation pro¬

grammes in the public sector run the risk of

"make-work" arrangements. And while

many of the jobs give the person concerned

a proper sense of contributing to the

well-being of the community, they are of

short duration and often simply lead back

to the unemployment queue.

These problems are real, but the careful

design and monitoring of programmes can

shrink them. On balance, therefore, mar¬

ginal employment subsidies, can be viewed

as a useful way of stimulating employment

without compounding inflation. Temporary

job creation programmes in the public

sector can usefully complement this by

providing a transitional stage of work

experience and skill training for the most

disadvantaged among the unemployed.

Restructuring Working Time

Restructuring working time focuses on

the supply side of the labour market.

"Work-sharing" or re-structuring has two

dimensions. First, the pattern of participa

tion in the labour market can be changed
by, for example, longer schooling or earlier
retirement. Second, average annual hours
worked can be cut by job splitting, short-
time working schemes, longer holidays,
sabbaticals and a shorter working week.
Both the government and the parties to
collective bargaining can influence each
dimension.

Work-sharing via collective bargaining
a shorter working week for example -

involves income sharing if inflationary con¬
sequences are to be avoided: a trade-off

between extra leisure and extra pay. Con¬
crete opportunities for non-inflationary
work sharing occur if some of the increment

in the rise in hourly productivity is taken in
the form of lower annual hours of work

rather than higher real pay. In a series of

opinion surveys carried out in the European
Economic Community countries, some

51 per cent of the working population
expressed willingness to trade pay
increases against more leisure, and even

among the least well off, there was a

majority in favour. Increases in output per
hour can thus be used to spread employ¬
ment over more people without undue

pressures on labour costs.

The preferred form of any such increase

With youth unemployment so high, job creation in the public sector can prepare the unemployed for permanent jobs. Below: U.K. Work Experience
Programme in an Essex vineyard.
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Most of the many jobs that have been created since the oil crisis are in the services.

in leisure varies widely, so if such a policy is

to be seriously pursued by the parties to

collective bargaining, it is important that

the menu of options shorter weekly

hours, longer holidays, sabbaticals, job

splitting, early retirement be as wide as

possible. Two measures which seem

potentially useful in this regard are early

retirement and job splitting. In each case

governments can subsidize such schemes,

essentially by using funds which would

otherwise go to supporting the unem¬

ployed.

Where policy is explicitly designed to

lower the labour force participation of older

workers, it is vital that the retiree be re¬

placed. Otherwise output may fall and the

real budgetary cost of the schemes

increases substantially. Thus, a general

lowering of the retirement age is unhelpful,

but selective early retirement with a repla¬

cement condition is a potentially powerful

way to restructure working time in a

non-inflationary way with due regard

however to the limits on the public purse in

assisting the financing of early retirement.

Similarly, job splitting -a further push

towards part-time work - can be encou¬

raged at little or no net cost to the public

purse if one of the part-timers was pre¬
viously unemployed. Such schemes will

only be successful if the employer is com¬
pensated for the higher non-wage costs of

two workers rather than one, and providing
the workers are proportionately no worse
off in terms of their fiscal, fringe benefits
and social security rights. Where the

government provides a subsidy to either
firms or workers to encourage work-
sharing, this involves income transfers, via

the tax system, from those working to
those not working in order to achieve a

reduction in unemployment and a more

equitable distribution of employment op¬
portunities.

The Role

of Collective Bargaining

Collective bargaining should, where and
when possible, be compatible with the

aims of economic and employment policy.
There is a risk, at least for many Member
countries, that an upturn will bring not only
normal pressures from workers to secure

higher wages and benefits, but also that

many workers, resenting cuts in their real

disposable income in recent years, may

seek to make good their perceived losses
as soon as their bargaining power is suffi¬
cient for them to do so. Wage and price
pressures may thereby worsen competiti¬
veness, particularly in open economies,
and governments, despite their desire for
growth, may feel forced to tighten mone¬
tary and fiscal policies to avoid a resur¬

gence of inflation. Thus, the recovery now
underway could suffer an early set-back.

The experience of a small number of

Member countries where conflict between

the outcome of collective bargaining and
the needs of economic policies has not
been serious suggests that a desirable
stance lies in a combination of sound

monetary and fiscal policies, pursued stea¬

dily over time; a general measure of con¬
sensus as to the broad economic and social

objectives of the nation, and the broad

means of attaining them; a work force

which is informed of economic options and
consequences, convinced of the need if

the country is to prosper and employment
to grow for establishing an appropriate

relationship between wages, productivity
and movements in the terms of trade;
priority for longer-term interests; and an
open, frank, constructive and continuous

dialogue between governments, unions

and employers, giving due weight to the*
needs and aspirations of each.

How can countries where the conflict

between collective bargaining outcomes
and economic needs as perceived by
governments has been substantial, achieve

positive collective bargaining outcomes?

The answer will depend heavily on different
national characteristics and circumstances,
but, though the problem is difficult, a

vigorous approach to it is important if wage
and price pressures are not to choke off a

fragile recovery. Otherwise, the counter¬

productive cycle of disproportionate price
and wage increases provoking restrictive

monetary and fiscal measures, is likely to
be resumed. Aggregate wage increases
must in the long run be compatible with

aggregate productivity growth and move¬

ments in the terms of trade. In many cases
this will require wage and price restraint,
which is most likely to be achieved if there

is a clear understanding that higher profit
margins and higher output will contribute
to investment, which in turn will lead to

more jobs and higher growth in the medium

term. This could also enable governments,
where appropriate, more readily to take

measures to accelerate the recovery of
output and employment. In order to facili¬

tate this process, there may be a case in the

present situation for offering marginal
investment (or employment) subsidies to
firms which reach agreements with their

unions on wage moderation, thereby expli¬
citly linking wage moderation to the main¬

tenance or expansion of employment.
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Youth Employment

and Unemployment -
Two Case Studies

Ireland and Portugal, despite their differences, have certain things in
common: an important agricultural sector, strong demographic growth
and, until recently, a large number of emigrants. The near halt to
emigration, combined with the push towards industrialisation, has
changed the structure of labour supply and demand. These changes have
important implications for new entrants into the labour market

especially young people.

At the request of the authorities of these countries, OECD sent two

teams of examiners to review the situation of young people1 . A common
feature of the two analyses is the role of training in realizing the national
potential and eliminating the mismatch between young people and
available jobs. The following article gives a brief summary of these
studies and ofmeasures which the examiners think possible and desirable
if the employment situation in Ireland and Portugal is to improve.

IRELAND

Youth employment in Ireland is a far

more serious problem than the

unemployment statistics suggest,
although the latter are impressive: it is
estimated that the number of under 25s

out of work increased from 20,600

to 43,100 (109 per cent) between
April 1979 and April 1982. Since those

under 1 8 years of age have no right to
unemployment benefits, they have little

reason to register as unemployed. Conse¬

quently the OECD examiners put the real

figure for 1 982 at over 67,000, making an
unemployment rate for the under 25s of

some 1 8 per cent compared with the rate

for the population as a whole of 10.7 per
cent.

There are many factors some specific
to Ireland - working against any fall in
unemployment over the next few years.
The population trend is one. Over the

period 1976-1981, the annual average
growth rate of the population was about

1.3 per cent a year (compared with
0.78 per cent for the OECD as a whole).

What is more, with 48 per cent of the

population being under 25, Ireland has the

potential for a substantial further increase

in population, possibly amounting to as
many as half a million people over the
decade 1979 and 1989.

Although there are some prospects for
temporary emigration, the prospects for

large scale emigration are no longer good,
and the escape valve of mass emigration
which characterised Ireland for much of the

1 9th century and the first half of the 20th

is no longer an available option. In any case
(and with good reason) the Irish Govern¬
ment is against it.

The low labour-force participation rate of
Irish women - 36.4 per cent (in 1981)

compared with 60.7 per cent in the United

States, 75.3 per cent in Sweden and

57.4 per cent in Portugal - and of married
women in particular is another reason for

expecting an increase in the work force.

The decline in the agricultural labour force
continues and this increases the number of

job-seekers in other sectors. Some farmers

leaving the land are retiring or leaving the
labour market for other reasons, but others

and they include the youngest - are
looking for jobs elsewhere.

At a conservative forecast, if all these

factors are taken into account, the labour

force in Ireland for the decade 1975/85
will probably increase by at least 1 8,000 a
year and about 5,000 of this increase will

be in young people under 25. Unfortu¬

nately, according to recent studies on the

Irish economy, the labour market is unlikely
to be sufficiently buoyant during the next
few years to absorb these people automa¬
tically. On the other hand, if some of the

mismatches between the availability of
trained labour and the medium-term requi¬
rements of the economy which the exam¬
iners were able to detect are remedied, and
if some aspects of economic and industrial
policy are reoriented, the unfavourable

trend could be stemmed. The examiners

put forward a number of analyses and
suggestions on these various points.

Wide-Ranging
Industrialisation

Although unemployment hits the young
more than adults in Ireland, as in practically
all other OECD countries, the differential is

narrower than in many others. Among the
under-25s, for example, unemployment in
1982 was 2.4 times what it was among
adults whereas the factor was 3.7 in

France, 3.4 in Sweden, 4.3 in Norway and
3.8 in Italy. The fact that the gap is less for
the moment than it is elsewhere may be
explained by the all-out effort of the gov¬
ernment to industrialise the country. The
process has done much to promote youth
employment. Offering very generous tax
advantages to manufacturing firms and,
with the active assistance of IDA (Industrial

Development Authority) and ANCO (An
Comhairle Oiliuna, the industrial training
agency), this policy led to the rapid creation
of jobs in new industries while at the same

time there has also been a rapid disappea¬
rance of jobs in agriculture and the older

declining industries. The declining indus¬
tries, notably textiles, clothing and foot-

7 . For Portugal: Robert Maldague, Commis¬
saire au plan, Brussels (Belgium), Manfred Levé,
Bundesanstalt fur Arbeit, Nuremberg (Ger¬
many), Jean Vincens, Professor at Toulouse

University (France). For Ireland: The Rt. Hon.

Shirley Williams, M.P. Senior Research Fellow,

Policy Studies Institute, London (United King¬
dom), Professor Fritz Scharpf, Director of the
International Institute of Management, Wissen-

schaftszentrum, Berlin (Germany), William
Spring, Research Fellow, former Associate

Director, White House Domestic Policy Staff,
Washington (United States). The opinions
expressed are those of the examiners and not

those of OECD or its Member governments.
These studies which are to be published late in
the autumn under the title Improving Youth
Employment Opportunities. Policies in Ireland

and Portugal, are a sequel to those already
made in Denmark, Germany and the United
States on the same subject. See OECD
Observer No. 109, March 1981.

2. The OECD Economic Survey of August
1 982 and the National Economic Social Council

report (Economic and Social Policy 1980-
1 983), etc.
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The rapid expansion of electronics, electrical engineering and the services should offer opportunities

for girls and young women if their training is reoriented so that there is less emphasis on traditional
occupations. Above: computer training lasting six months is given by the Ministry of Labour's Work
Experience Programme at Athlone in Central Ireland.

wear, are characterised by being less

capital intensive and having lower produc¬

tivity than the new industries. It therefore is

usually more expensive in terms of real

capital investment per job to replace an old

one with a new one. In that light, it might

be said that Ireland is in an expensive game

of chasing its own tail to the extent that it is

making up for job losses by creating new

jobs through costly public loans at a pace

that the country will undoubtedly be unable

to sustain indefinitely. In 1 980, the new

employment gained by creating

18,000 jobs was more than cancelled out

by the jobs that disappeared the net loss

being 9,200. (In 1979, there had been a

net gain of 9,900 jobs in manufacturing

industry, but the prospects for repeating

this sort of performance are limited

because of the general economic climate

and because of fierce competition among

less industrialised countries for foreign
investment.)

Therefore, if the industrial policy that the

Irish authorities have been following for

many years is quite exceptional in its vigour
and scale, it also presents a problem both

in terms of net job losses as against gains
and also through its effects on the labour

force: when new jobs are created, young
applicants (generally better educated and
better trained because of the massive

measures taken by ANCO which tend

disproportionately to benefit the young)

have a head start. Over half of all the jobs

subsidised by IDA are taken by under-25s.

At the same time, lay-offs in declining
industries and agriculture are biased

towards the older age groups for whom the

chances of finding another job are practi¬

cally non-existent. In its praiseworthy and
largely successful efforts to favour young
people, the policy has inevitably had nega¬
tive effects on older workers.

Nevertheless, even among the young
people of Ireland who, all in all, suffer less

discrimination on the labour market than

elsewhere, and who benefit from policies
which favour them both directly and indi¬
rectly, there are more losers, in the view of

the examiners, than there need be. The

reason is probably to be found in the school

system where the emphasis is placed too

exclusively on preparing a restricted elite
for university education: 1 2 per cent of
adolescents leave school without any qual¬
ification and 6-7 per cent drop out at 1 3
or 1 4. These are the hard core of seriously

unemployed among the young. Even the

training programmes are designed on too
elitist a model for the requirements of the
Irish economy. What is more serious is

that, in a situation in which youth unem¬
ployment is on the increase in both abso¬

lute and relative terms, certain groups

among the younger generation will prob¬

ably fail to manage the transition from
school to work.

This is why the Irish Government has

decided to establish a Youth Employment

Agency to co-ordinate the various work-

experience, training and job-creation meas¬

ures and to guarantee either work exper¬

ience, training or a combination of the two

to young people out of work for eight

months or more. The training lasts six

months, and the scheme will eventually
lead to a structured system of unified
vocational preparation for all adolescents

who leave school but have no training
place, plans for higher education or perma¬

nent job. This would provide the major
bridge for a structured transition into the
labour market.

Strengths and
Weaknesses of ANCO

ANCO is the pivot of industrial training in
Ireland and organises programmes whose
scope, regional differentiation, high profes¬
sionalism and remarkable orientation to

demand, when judged against the existing
practice of many other OECD countries, are

clearly impressive. But, given the vital
importance of industrial and technical

training at all levels for future medium-term

economic growth in Ireland, the number of

places available in ANCO training centres is
far below national economic needs. The

ANCO role in organising this training is
paramount and, therefore, those seeking
industrial training must either get their

training in firms where there are training
advisers, and often ANCO programmes, or
in programmes offered by ANCO or similar
institutions. In light of the inevitable com¬
petition, ANCO is forced to be both too

selective in its admissions policy and very
narrowly (and shortsightedly) oriented to
short-term demand in its course offerings.
Special programmes for the disadvantaged
are not enough to compensate for this lack.

Thus ANCO's project to increase its

training capacity over the next five years
seems to be an excellent investment.

Building up a Skills Bank

If Ireland is to continue to attract foot¬

loose firms in an era of incrasingly intense
international competition, it will have to

become a high-skill country. This means
that ANCO would need to change its
options and aim at supplying more skilled
labour than is necessary to fulfill the

immediate short-term needs of existing
firms or those already locating in Ireland. It
would have to "bank" skills, as the Federal

Republic of Germany does, so as to

encourage more skill-intensive indigenous
industries to establish themselves in the

country. ANCO should be the main agent
for this new scheme.

However, older workers, many of them

family breadwinners, also need training,
and their claims must not be overlooked.

ANCO should, therefore, step up the
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number of retraining courses for these

workers, who are already threatened with

being laid off in the declining industries, and

for the long-term unemployed. There is a

danger that any new massive attack on

high (and rising) levels of youth employ¬
ment could succeed only at the price of

even higher adult unemployment. Subject,
therefore, to the exceptions of special

programmes for disadvantaged youth, Irish
youth unemployment cannot - and should

not - be approached purely as a problem of
redistribution or as a series of measures

aimed exclusively at young people.

Another group deserving greater priority
on ANCO's part is young girls, very few of
whom are enrolled in ANCO centres except

in training for traditional female jobs. This is
no doubt partly because the curriculum

choices for young girls in Irish schools are

still very traditional. Much greater em¬
phasis needs to be placed on mathematics

and science, and mathematics should be an

entrance requirement for all teacher-

training courses. The Irish authorities could

also consider setting up special familiarisa¬

tion courses for non-traditional occupa¬
tions with additional allowances to

encourage girls to enroll. Between 1975

and 1980, only 41 girls signed on as

apprentices and yet the rapid development

of electronics, electrical engineering and
services should, on the basis of reorganised

training, offer acceptable opportunities for

girls and young women.

Three Obstacles

In Ireland's present economic situation,

there are three obstacles that any policy

designed to combat general unemployment
has to avoid:

It must not contribute to a worsening of

the current account deficit.

It must not require further massive

increases in government borrowing (which
in 1 982 amounted to some 20 per cent of

GNP).

It should not increase the rate of inflation

which is already higher than that of most
other OECD countries.

If these constraints are to be accepted,

the creation of additional employment by

conventional fiscal and monetary policy

measures aimed at general demand stimu¬

lation may have to be ruled out.

Recent reviews of the Irish economy all

advocate reductions in public expenditure

and the strengthening of the international

competitiveness of Irish industry which has

been affected by the rapid unit-labour-cost

increases of the last few years. However,

given an already extremely low level of tax

on manufacturing output and high invest¬

ment subsidies, competitiveness with

other countries could be improved only by a

very restrictive incomes policy.

, mm,,.. .

1

ANCO's Community Youth-Training Programme offers on-the-job experience while improving local
amenities. Above: a young man helps to turn a derelict building in Ennis (County Clare) into a youth
centre.

Although an effective pay policy is not a
sufficient condition for achieving full or
even higher employment, it is necessary, if
inflation is not to bring Ireland's best

endeavours to naught. Without pay res¬
traint, governments may be driven towards

retrenchment and tight money in an effort
to control inflation. While the examiners

consider that Irish governments have been

right to seek high levels of employment as a
main policy goal, they also feel that this

goal is already receding because of cost
pressures and declining competitiveness.

Three Actions for

More Employment

The examiners suggested three changes
of emphasis in general economic and indus¬

trial policy which could have a beneficial

effect on employment.

First, if general demand stimulation has

to be ruled out, there might still be consid¬

erable scope for selective stimulation of

activities less likely to generate additional

demand for imports: energy-conservation

measures and renovating and modernising

the existing housing stock, for example.

Second, the Irish authorities might con¬
sider a shift of emphasis in their present

system of industrial development assis¬

tance. IDA was and is remarkably sucessful

in attracting new industries to Ireland and

more recently has been successful in

assisting the growth of indigenous indus¬

try. The average amount of capital grants
per job created has remained within rea

sonable limits even though to this must be

added the effect of the extremely generous
tax concessions to export companies which

severely limit Ireland's tax base. However,

in present conditions, it might be appro¬

priate to review the linkage between sub¬
sidies and capital expenditure. In view of

the generally high import content of capital

expenditures in Ireland, subsidies directly

tied to the number of jobs created might
increase the overall employment-creation

effect of development incentives.

Third, the recent extension of IDA to

cover industry-related services is a very

positive feature. This extension, together
with the above proposal, should make
Ireland an attractive location for modern

service activities such as research and

development, industrial design, consul¬
tancy and the like which, while essential for

future industrial growth, are not them¬

selves capital intensive. Indeed, Ireland's

past concentration on manufacturing
industry should, with the advent of modern

information-related knowledge, be moder¬

ated to exploit the job potential in services
and in the so-called "fourth" sector

informatics.

Still on the theme of creating jobs at
lower cost, the Irish authorities have

embarked on what the examiners view as

the right course with their vigorous pro¬

gramme to stimulate the development of

indigenous small firms in areas where they
may act as supplier to foreign, export-

oriented firms located in Ireland, thus

reducing the import content of Irish

exports. Such action is particularly valuable
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in the more remote Western counties.

These programmes seem particularly well
thought out, and the cost per permanent

job created has been only half the IDA
average of IR.£ 6,500. SFADCO and other
bodies have, incidentally, shown com¬

mendable imagination in establishing "busi¬
ness clinics", advisory services and innova¬

tion centres to encourage domestic entre¬

preneurs to come forward.

Irish employment policy, in general, is
more demand oriented than appears jus¬

tified by existing and foreseeable high

levels of unemployment. Not only ANCO

training, but also the placement efforts of

the National Manpower Service are expli¬

citly aimed at selecting the most attractive

candidates for available job opportunities.

Seen from the manpower demand side of

the economy, this is a most efficient mode

of operation, but it also means that man¬

power services, unlike grants for plant and

equipment, are not aimed particularly at

those regions where unemployment is
highest, nor at those groups in the labour

force which are most likely to be affected

by long-term unemployment. The scale of

unemployment is, as has been shown,

consistently understated by the statistics

which are, therefore, a misleading indica¬

tor. The introduction of an annual sample

survey could put this right. It would also be
desirable for the National Manpower Ser¬

vice, much better placed than other institu¬

tions like the Department of Education or

the Department of Agriculture, to develop

and organise programmes aimed specifi¬

cally at improving employment opportuni¬

ties for problem areas and problem groups
in the labour force.

PORTUGAL

The average duration of unemploy¬

ment in Portugal is exceptionally

high, and almost all of the long-term

unemployed are young people. It is mainly

girls who are affected and young people
with little education and few skills who are

seeking work for the first time. The exodus

from the farms concentrates unemploy¬
ment in the cities, and the social conse¬

quences are likely to become more and

more pronounced. But unemployment
reflects other basic structural problems:

the inadequacy of the Portuguese system
for training young people and helping them
make the transition to working life means
that young people do not acquire the skills

they need to get a job. Thus the work force

is unable to renew itself. Unemployment,

under-employment, inadequate training,
inability to find a first job are the main
symptoms, OECD's examiners find, of a

malfunctioning labour market and a failure
of certain social and economic structures to

adjust to the profound changes that have
occurred in Portugal since 1 974. One of the

most important of these is the brutal halt to

immigration imposed by other European
countries.

EEC Membership in Prospect

The need for skills...

Given the high rate of labour force

growth (1.4 per cent a year) and the
continuing migration from country to city, it

is unlikely that the employment situation

will improve in the medium term or that

unemployment will fall before 1 990. Inad¬

equate demand is the overriding cause, but
even if there is an upturn (whether cyclical

or longer term and associated with the

structural changes expected as a result of

EEC membership), it is likely to be jeopar¬

dized by the lack of skilled labour. The

comparative advantage currently enjoyed

by Portugal because of its lower labour

costs will probably be eroded unless com-

petitivity can be reinforced by enhancing
the skills of the labour force. Thus, without

minimizing the importance of economic

growth in solving the problem, the exam¬
iners stress the crucial need to improve

training so as to build up an adaptable and
skilled labour force and ease, or at least

postpone, the pressures on the labour

market being exerted by young people.

This problem would also seem to be the

priority of the Portuguese authorities

charged with implementing vocational

training policy.

... Improving the analytical tools

The youth unemployment problem is

severe, and the dangers it entails for

Portugal's development as it prepares to

join the EEC should not be underestimated.
But the available statistical base is inade¬

quate: it does reveal the gravity of the

overall problem but sheds little light on its

regional or sectoral dimensions. And if the

problem cannot be monitored, the solu¬

tions chosen may be those invented by
other countries and hence ill-adapted to

Portugal's real needs.

The examiners make several sugges¬

tions as to how this analytic base might be

improved so as to reveal more about what

is happening on local labour markets. They

suggest that the statistics could be made

more responsive to the needs of firms by

soliciting the help of labour and manage¬

ment and propose putting into place sys¬
tems to monitor whatever reforms are

introduced.

... Increasing the role of labour, man¬

agement and local authorities

Experience has shown that training and

employment services cannot function prop¬

erly unless employers and workers partici¬

pate and take their share of responsibility.

But in Portugal, the lack of social dialogue

and the tradition of strong administrative

and political centralisation mean that the

state is expected to carry the whole burden

of reform and that projects tend to be

ambitious and costly rather than more

modest and localised. Despite the tensions
that are bound to arise over collective

bargaining issues, the examiners felt that

labour and management could, in time,

come to cooperate on such matters as

improving the employment service and the

training system, as they do in other coun¬
tries -where industrial relations are also

conflictual.

This move towards increasing responsi¬

bility on the part of the social partners

would be particularly helpful at local and

regional levels. It should, the examiners

suggest, be extended to local authorities

and accompanied by administrative decen-

1. YOUNG PEOPLE AT SCHOOL. IN THE LABOUR FORCE AND UNEMPLOYED

At School In the Labour Force Unemployed

1981 (2nd semester) - % of age group 1981 (2nd semester) % of labour force

10-14 15-19 20-24 Total "10-14 15-19 20-24 Total 10-14 15-19 20-24 Total

Total

Male

Female

82

83.3

80.4

31.2

29.1

33.4

10.0

7.5

12.6

40.2

39.2

41.2

10.3

12.1

8.6

61.1

67.8

53.7

72.4

75.2

69.5

48.5

52

42

17.8

15.5

21.6

17.1

9.7

27.6

13.0

6.4

22.0

14.6

7.7

24.2

Source: Permanent Survey of Employment, National Institute of Statistics, Lisbon.
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To reinforce the competitive advantage now provided by lower labour costs, the skills of the labour force must be enhanced.

tralisation and a policy for regional devel¬
opment.

The Need

for a Regional Policy

Portugal has a sort of dual identity: on
the one hand the urbanised coastal areas

where almost all modern industry and
services are concentrated; on the other the

rural inland areas which are becoming
deserted. In a country with such disparities,
any country-wide measures are likely to be
inappropriate to one type of region or
perhaps to both.

Thus training and employment policies
must be integrated into regional develop¬
ment so as to prevent the imbalances

between urban and rural areas from inten¬

sifying. The end of Portuguese emigration
has sharply accelerated internal migration
towards Portuguese towns and cities. If the

trend were to continue, it would cause

severe economic, social and political prob¬
lems.

Role Allocation

Portugal is in the process of discussing a
project for educational reform. To the

examiners, it seemed evident that, during
the transition, the educational system
should concentrate its resources on

achieving a single major aim - extending
the age of compulsory education from 6 to
9 years.

During the 1980s, balance should be

achieved between the educational system
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on the one hand and vocational and tech¬

nical training on the other.

Encouraging Firms

to Hire Young Women

In view of the very high level of unem¬
ployment among girls, the authorities

should facilitate their employment. This
problem is recognised by the examiners as

a difficult one in view of the segregation of
employment into male and female jobs and
the lack of a tertiary sector. Such segrega¬
tion will probably diminish as the service

sector grows and might be accelerated if

girls were encouraged to take "male" train¬

ing. Regional and local training and job
creation efforts should also try to eliminate
the rigid distinctions.

Relaxing the Laws
on Dismissal

A widely held view is that Portuguese
regulations on dismissal are too strict and

protective and discourage the employment
of young people. It is not surprising at a
time of economic uncertainty that firms
should hesitate to hire unskilled young
people on fixed contracts since they not
only have to bear the cost of training but
also the risk of failure. Firms seek flexibility
therefore by scheduling overtime for the
existing work force or by offering new
recruits temporary contracts. The question
of whether or not the laws should be made

less rigid is part of the wider political and

social debate currently being waged in
Portugal. Whatever changes are made,
training should be covered as well as

permanent employment. If apprentices and

trainees were given a special status, Portu¬
guese firms would not have to recruit

unskilled young people under long-term
contracts. Hiring young people on short-

term contracts could help them gain exper¬

ience and even some vocational training
before being employed on a permanent
basis. As for firms, they would be able to

hire on a long-term basis only young people
who had already acquired some skills.

For the authors of OECD's report,
employment policy should be an integral
part of economic, financial, industrial and

regional policy so that a constant effort is

made to create jobs and maintain or con¬

vert existing ones. Planning instruments
could be designed for this purpose:
improving the training and employment of
young people could, for example, be the

object of a priority action programme
involving several governmental depart¬
ments and financed out of pluri-annual

budget commitments. An employment
policy with some degree of continuity is, in
any event, one of the essential conditions

for the success of all other training-based
development policies. It is also, in the view

of the examiners, a requisite to improving
young people's chances of making the
transition from school to working life.



Dairy

Adjusting to

a Deteriorating Market

"The serious imbalance between supply and demand in the dairy sector is due to rapid growth in production,

resulting from a combination ofpolicies and a radical transformation in production technologies on the one hand,
and to the limited growth in consumption on the other. On the basis of present policies, this imbalance will
worsen. Although somewhat aggravated by present economic conditions, the problems are clearly of a
structural nature. Given the limited possibilities for increasing consumption, a solution requires determination by
governments immediately to restrain the growth in production and, if necessary, to cut back. This would require
a change in government policies aimed at achieving a better market balance. "

These are the conclusions of OECD's Secretary General, Emile van Lennep, after a second round of discussions

with high-level officials from the main dairy-producing and trading countries - Australia, Canada, Japan, New
Zealand, the United States and the Commission of the European Communities. The following article describes

these imbalances and, on the basis of a forthcoming report1 , reviews adjustment efforts made so far.

Diverging Supply
and Demand

The dairy market in OECD countries has

continued to deteriorate this year. Supply
and demand have diverged further, and
prospects for the world market are not
encouraging. Production was three per
cent higher in 1 982 than the year before
(see table), and further increases are likely
in 1 983. Although OECD consumption (at
current market prices) increased slightly for
dairy products as a whole, the rise was not
large enough to absorb current supplies.
Nor is the economic recovery now begin¬
ning in some countries likely to have more
than a minor effect on consumption. While
OECD exports of cheese increased in 1 982,
there appears to be only limited scope for
further rises in the short term. As to butter,

exports are continuing but at a lower level,
hence stocks are increasing rapidly.

Where are the stocks ?

The EEC increased production and lost

export market shares. Thus stocks of
butter rose sharply: by 1 st July interven-
tions stocks2 had reached

650,000 tonnes, a rise of 400,000 tonnes

in a year. The increase has been less sharp
in the United States where some of the

surplus milk is manufactured into cheese
for sale to the Commodity Credit Corpora¬
tion, the organisation responsible for

market support. The CCC now holds two-

thirds of the very large U.S. cheese stocks
amounting to 540,000 tonnes as of

1st July. Butter stocks held by the CCC
were far smaller, some 250,000 tonnes on
1 st July.

Stocks of skim-milk powder are also
very large. On 1st July, they were more
than a million tonnes in the EEC, double the
previous year's level, while in the United

States they reached 650,000 tonnes,
27 per cent over a year earlier. Fairly large
stocks are also held by New Zealand, but
the level is decreasing. Canada does not
have a stock problem but may have one
later in the year as export markets are likely
to be saturated.

Given the continued imbalance of

supply and demand, it is likely that the very
high stocks of butter and skim-milk powder
in OECD countries, particularly in the EEC
and the US, will continue to rise in the short
term.

A falling export market

The slow-down in international trade

evident in 1982 and to some extent in

1981 continues to be felt. Prices are

continuing to ease and quantities to fall.
The USSR and Eastern European countries
are importing noticeably less than in recent
years, and the timing of their return to the
market as well as the level of their future

requirements are both uncertain. Lower oil

prices and sales have checked the rise in

dairy imports by OPEC countries, and the
general economic recession plus financial
restraints have hampered the growth of
trade with developing countries. Since
most contracts are expressed in U.S. dol¬
lars, the instability of currency exchange
rates, and especially the high value of the
dollar, is a factor inhibiting trade.

Positive Adjustment
An Obstacle Course

The growing imbalances are putting
pressure on national budgets and troubling
international trade relations, but "positive"

i.e. structural adjustment in the dairy sector
has been notoriously difficult to achieve in
most OECD Member countries.

At the heart of the difficulty is the

conflict between disparate, sometimes

incompatible, economic, social and stra¬

tegic objectives assigned to the sector.

Apart from the basic function of providing

regular and adequate supplies of dairy
products, it also can contribute to require¬
ments for meat. In almost all countries and

especially in Europe, it is used to reach other,

1. Positive Adjustment Policies in the Dairy
Sector, to be published in late autumn.

2. The stocks built up as a result of EEC

Commission purchases to support the mar¬
ket.
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New Zealand's dairy producers are the only ones who have become almost completely dependent
on market forces for their income. Above: production of skim-milk powder at Morrinsville Dairy
Factory.

non-economic objectives - preventing urban
drift and rural depopulation, maintaining rural
employment opportunities and protecting
the environment, for example. Other agricul¬
tural sectors have such multiple roles too, but
the impact on dairying is usually greater
because in most countries a very high
proportion of farms engage in this activity,
farm units are relatively small and labour
input- mainly family members- fairly
high.

The pursuit of these non-economic objec¬
tives has inevitably resulted in policies -
particularly income support policies which
have tended to isolate and insulate the dairy
sector from many of the effects of changing
economic circumstances.

In addition, changes in technology and in
the opportunity cost of resource inputs have
been dramatic. Higher yields have resulted
from improvements in feed conversion effi¬

ciency, in genetic performance, in the general
efficiency of resource use, in relationships
between marginal revenue and marginal cost
as well as better housing and milking techni¬
ques. Moreover, the larger and more capital-
intensive dairy farms have been able to take
advantage of these developments and at the
same time exploit measures to improve farm
incomes primarily directed towards the
smaller and less efficient farms.

The over-supply problems have caused
many Member countries to adjust their
policies, but no country has emulated

New Zealand whose dairy producers at
least those producing milk used to manufac¬
ture cheese, butter etc. have moved to a

position of almost complete dependence on
market returns for their income. Only once
have market prices been supplemented by
the government; and indirect support
(e.g. fertilizer subsidies) is not very great
either.

Encouraging demand: a near futile
effort

But New Zealand has a much more

favourable farm environment than most

other countries, an ideal climate and large
efficient dairy farms. In other countries, less
favourably endowed, market forces have
been an unacceptable way of balancing
supply and demand because of the non-

economic pressures to which the dairy sector
is subjected. Most of them have tried to raise

demand for dairy products through promo¬
tional campaigns financed by government or
producers or both. Such campaigns have
undoubtedly had an influence but cannot
correct the fundamental imbalance between

supply and demand since the latter is approa¬
ching saturation in many countries. Nor can
the problem be solved by the practice of
subsidising the use of dairy products for
animal feed. Most countries are thus com¬

pelled to try to reduce production.

Reducing production: efficiency plus fea¬
sibility

Structural measures...

Australia is the only country to have
succeeded in reducing production substan¬
tially. The cutback has been mainly a re¬
sponse on the part of producers to low prices
and shrinking markets, Out governmental
measures have also encouraged structural
change in Australia. Only producers who can
succeed despite lower prices are to remain in
the industry. Price support has been limited
to ensuring producers a minimum return

which takes account of market develop¬
ments and in practice has been lower than

actual returns. The system has gradually
encouraged processors to opt for the most
remunerative products.

Most other countries, though not as suc¬
cessful as Australia, have been trying to
reduce production, or at least contain the
increase. Several have taken measures to

reduce the number of dairy cows, either with
slaughter campaigns or by subsidising far¬
mers who switch to beef production. In the
past, the EEC, Finland, Japan and Switzer¬
land have gone this route but with meagre
results which have not solved the problem of
overproduction.

The EEC has implemented- and still
applies- a system of co-responsibility
levies3, but output has continued to increase.
In 1982/83 the EEC decided to adopt a
global-quota approach (known as a gua¬
rantee threshold): support price increases in
1983/84 are to be less than they would

3. The levy which must be paid by dairy
producers in the EEC as a deterrent to over¬
production.
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Australia is the only country to have succeeded in substantially reducing production, but real prices have risen anyway. Elsewhere real prices declined
almost everywhere between 1975 and 1981, Denmark being an exception. Above: an experimental farm at Hillerod in Denmark.

have been otherwise because deliveries of

milk in 1982 exceeded those of 1981 by
more than the specified 0.5 per cent. Finland
has taken a wide variety of measures, most of
which are still in force, including retirement
grants, a soil-bank arrangement and limita¬
tions on farm size. Japan has been limiting its
subsidy payments for a number of years.

... and prices

Almost all countries have been exerting

restraint in their price policies or at least
have started to do so. Over the period
1 975/76 to 1 981 /82 only two countries
and the EEC have substantially reduced
institutional prices (e.g. guaranteed prices,
support prices etc.) in real terms Canada
by 1 5 per cent, Japan by 23 per cent and
the EEC by up to 28 per cent. By contrast,
there were increases in Australia and rela¬

tive stability in New Zealand (over a shorter
period).

As to prices actually received by produc¬
ers, they too were higher in Australia in real
terms and marginally so in New Zealand.
Even in these two countries, real prices
were below those of 1 975 in some or most

of the intervening six years. Elsewhere real
prices declined. Outside the EEC the
decline was generally between 3 and 9 per
cent, but in Norway real prices were 1 7 per
cent lower in 1981 than in 1975 and in

Japan, where even nominal prices declined,
the real decline was 25 per cent. The
United States did not begin to apply price
pressure until 1981/82 when support
prices were frozen at the 1980/81 level.
Previously, legislative requirements had

DELIVERIES OF COW'S MILK

(thousand tonnes)

Country 1975 1981 1982 1983

France 21,604 25,017 25,600 26,500
Germany 19,367 23,034 23,670 24,830

United Kingdom 13,329 15,394 16,281 17,139
Netherlands 9,782 11,818 12,391 12,890

Italy 6,944 8,020 8,240 8,290
Ireland 3,308 4,568 4,885 5,200
Denmark 4,718 4,837 5,017 5,150

Belgium 2,770 3,120 3,120 (3,120)

Luxembourg 236 262 272 278

Greece n.a. n.a. n.a. n.a.

EEC - 1 0 (TOTAL) 82,768 96,504 99,941 104,040

Spain 3,608 4,286 4,419 4,532
Sweden 3,023 3,371 3,532 3,640
Austria (a) 3,287 3,530 3,589 3,600
Finland 2,804 2,960 2,949 3,055
Switzerland 2,816 3,065 2,970 (2,950)

Norway 1,744 1,825 1,880 1,850

Portugal 291 405 427 435

United States (a) 52,314 60,334 61,596 63,004
Canada 7,245 7,536 7,776 7,690

Japan 4,844 6,434 6,705 (6,900)
New Zealand (b) 6,392 6,032 6,124 6,260

Australia (b) 6,436 5,324 5,343 5,498

TOTAL 177,572 201,606 207,251 213,454

Notes: (a) Production

(b) Season ending in year stated
Figures in brackets are Secretariat estimates. Figures for 1 0 may not add up to EEC total owing to a
divergence of sources.
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usually resulted in support prices rising
twice a year. Real prices in 1981/82 fell
back almost to the 1975/76 level.

In the EEC, there was also a decline

except for Denmark over the same period,
though in Ireland the decline was only 5 per
cent. Elsewhere in the EEC declines ranged
from 10 per cent in the Netherlands to
24 per cent in Italy and Luxembourg.

Production and real price trends do not
always move in predictable directions. For
example, in Australia, the only country
where production has declined substan¬
tially, producers benefited from a sharp
increase in real prices, reflecting the fact
that profitability was very low in 1975,
while in Japan milk production increased
rapidly until 1979, even though real prices
fell more sharply than in any other country .
In no country has it been easy to reduce
milk production by reducing real prices, one

reason being that gains in resource produc¬
tivity have been working in the opposite
direction.

Individual quotas

A number of countries have imposed

individual quotas to limit the rise in produc¬
tion. Austria and Switzerland did so

because other measures had proven inef¬

fective. In 1983, Norway turned from an
experimental bonus system (in which pro¬
ducers who reduced their output received a
higher price than those who did not) to an
orthodox system of individual quotas.

These individual quota schemes appear
to have had quite a considerable degree of
success in controlling the rate of expansion
of milk production. In Canada, deliveries
increased by only 4 per cent between
1975, when the system was applied on a
nation-wide basis, and 1981. In Switzer¬

land, deliveries have also increased since

quotas were imposed in 1977, but the
increase has been very much faster in the
highest mountain areas, which were
exempt from quotas in 1978/79 to
1980/81, than in the areas subject to
quotas throughout the period. The
increases were 33 and 3 per cent respec¬
tively. The imposition of quotas in Austria
in mid-1979 immediately caused a reduc¬
tion in deliveries (2.8 per cent in 1978,
1.6 per cent in 1979) and, though there

In Switzerland, mountain areas were exempted from quotas, and production in these zones
increased much more than in the rest of the country.

have been subsequent increases, deliveries
in 1 981 were only 4 per cent higher than in
1977. In Japan, the Association of Desig¬
nated Producers introduced an individual

quota scheme as a way of achieving
national planned production targets, and
production grew only 2.3 per cent between
1979 and 1981 as against 10.7 per cent
from 1977-79.

It may be argued that individual quotas
are contrary to the principles of positive
adjustment. They freeze the structure of
production, a feature which is only partly
alleviated by making the quotas them¬
selves marketable. But the numerous

objectives that dairy policies must meet
could not be achieved if the size and

location of individual farms were deter¬

mined entirely by market forces. For exam¬
ple, in countries where a higher priority is
given to maintaining a large rural popula¬
tion than to producing milk at the lowest
cost, quotas might be a useful tool because
they slow the trend towards large farms.
Moreover, a successful quota scheme

and it appears that a very low price for
over-quota production is one of the essen¬
tial conditions for success avoids the

wasteful use of inputs to produce milk that

not only has to be disposed of at a loss but
may also disrupt the international mar¬
ket.

If, from the point of view of positive
adjustment, quotas are open to criticism,
they have undoubtedly lowered production
in several cases which merit attention. As

to prices, on the other hand, no country has
ever reduced them in real terms sharply

enough to lower production. The most that
one can say is that price cuts may have
slowed the rate of increase. But the critical

state of the international dairy situation
calls for more severe measures whether

real price cuts or quotas than have been
taken so far. Both measures can, of course,

be combined with incentives not to pro¬

duce, such as slaughter premiums, diver¬
sion payments or structural assistance to
farmers.

A price policy designed to bring about
market equilibrium would result in a more
efficient use of resources in the economy. It
would also have beneficial effects on con¬

sumption, though certain social, regional,
environmental and other non-economic

policy objectives might be imperiled.

The second option, quotas, might be
politically more feasible, and though they
do not make use of market forces to

reallocate resources one of the prime

objectives of positive adjustment - they
would at least limit the resources used in

dairying and hence provide an opportunity
for their use elsewhere in the economy.

If no measures are taken, there is a risk

of complete disruption of the international
market.
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Tourism

Holds Up

The recession has not kept people

from travelling, but it has changed
their destinations and shortened

their stay in some countries. It has
also made OECD tourists more

demanding, and this in turn has

intensified competition among
suppliers of tourist services, tour

operators, travel agencies and
transport modes. What is more

worrisome is that the competition

has put pressure on governments
to introduce protectionist meas¬
ures into tourism1 . These are some

of the major features of OECD's
1983 study on tourism which will

be published shortly2.

The resilience of OECD tourist flows

in 1982 (in terms of arrivals at the

frontiers and nights spent, table 1 )
conceals significant changes in destina¬

tions, caused mainly by the violent fluctua¬

tions of exchange rates and the impact on

tourist behaviour of unemployment and
other features of the economic recession.

Thus the United States, with the dollar

at then record highs, attracted fewer for¬

eign tourists 9.4 per cent less than in the
previous year especially British, German
and French tourists (off 20 per cent, 9 per

cent and 6 per cent respectively). For the
same reason, Americans travelled more to

Europe (the number of nights spent was up

4 per cent) and to the OECD countries of
the Pacific Australia, New Zealand and

Japan. (The number of Americans arriving
at these frontiers was up 1 3 per cent.)
Overall the Pacific countries had almost

8 per cent more tourists than the previous

year (21 per cent more British and 10 per
cent more French tourists).

In real terms (eliminating the effects of

inflation and exchange rate movements

against the U.S. dollar) overall receipts
were virtually unchanged in 1 982, but

those of North America fell by 1 1 per cent

while those of Europe rose by 2 per cent:

decreases in nine European countries were

more than compensated for by higher

receipts in Italy (up 12.7 per cent), Spain
(up 9.6 per cent) and France (up 4.4 per
cent).

The deficit in the tourism balance of

payments for OECD Member countries has

fallen from $4.9 billion in 1 980 to $1 .4 bil¬

lion in 1 982. This change reflects what has
happened in Europe (which accounts for
roughly three quarters of the OECD area's

total receipts and expenditures alike):

expenditures have fallen more rapidly than
receipts. Total receipts of OECD countries

were $67.7 billion in 1982 while expendi¬
tures were $69.1 billion.

In a period of economic recession, with
virtual stability of tourist demand, all
means of transportation have faced more

intense competitive pressure both within

and between modes. The number of pas¬
sengers using international air transport on

1 . In autumn OECD 's Tourism Committee Will

release an Inventory of Obstacles to Interna¬
tional Tourism.

2. Tourism Policy and International Tourism
in OECD Member Countries during 1 982, f-983
edition.

1. THE BASIC DATA

Increase over previous year 9

Arrivals
ma Receipts in Receipts in

Country
at frontiers national currency real terms2

1980- 1981- 1980- 1981- 1980- 1981- 1980- 1981-

81 82 81 82 81 82 81 82

Austria -1.9 -0.2 2.6 -2.8 9.1 4.1 2.2 -1.3

Belgium3 0.4 3.6 12.6 20.8 4.7 11.1

Denmark 8.6 3.8 18.8 21.6 6.4 10.4

Finland 11.4 -1.4 17.9 -7.0 5.3 -14.9
France4 1.2 -0.5 -3.7 13.1 16.8 -0.3 4.4

Germany -2.6 -0.3 -2.2 13.5 -1.0 7.2 -6.0

Greece 5.8 -2.0 46.1 -3.3 16.5 -20.1

Iceland 9.1 1.0 39.1 98.6 -8.2 33.2

Ireland -0.2 -16.5 12.7 -6.4

Italy -8.9 11.0 -10.6 9.7 22.1 31.4 2.1 12.7

Luxembourg3 5.7 1.2 12.6 20.8 4.7 11.1

Netherlands 0.7 4.5 24.2 0.3 16.4 -5.3

Norway -0.8 9.7 2.4 -7.9 19.2 5.6 4.9 -5.2

Portugal 11.6 4.7 2.5 0.7 10.9 9.5 -7.5 -10.6

Spain 5.5 4.7 20.7 8.3 25.5 25.3 9.5 9.6

Sweden 7.4 1.4 19.4 31.0 6.5 20.7

Switzerland 8.8 -6.3 13.0 2.8 6.1 -2.6

Turkey 9.1 -1.1 68.9 43.1 22.8 7.8

United Kingdom -7.5 1.3 -7.2 1.0 0.3 7.2 -10.4 -1.3

EUROPE5 -2.3 1.4 -0.7 2.3 n.a. n.a. 3.1 2.3

Canada 0.2 -4.9 3.1 -5.5 15.5 -1.3 2.7 -10.9

United States 2.1 -9.4 20.1 -6.0 8.8 -11.4

NORTH AMERICA 1.4 -7.8 n.a. n.a. n.a. n.a. 7.7 -11.4

Australia 3.6 1.9 22.1 3.6 11.3 -6.8

New Zealand 2.8 0.8 32.4 3.2 14.7 -11.1

Japan 20.2 13.3 16.2 11.4 12.6 15.7 7.3 12.7

PACIFIC 11.6 7.7 n.a. n.a. n.a. n.a. 10.3 -0.7

OECD TREND5 -1.9 0.7 -0.5 2.4 n.a. n.a. 4.1 -0.3

Yugoslavia 0.5 -12.7 7.3 -10.4 50.8 -4.3 n.a. n.a.

1 . Nights spent in all types ofaccommodation
except for Finland, France, the Netherlands,

Norway, Spain and Japan where only accom¬
modation in hotels is included.

2. Adjusted for changes in prices and in
exchange rates against the dollar.
3. Receipts include both Belgium and Luxem¬
bourg.

4. For the Ile de France, "nights spent" cover

hotels only.
5. For countries with data available in 1980,

1981 and 1982.

n.a. = not applicable.
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scheduled flights grew by only one per cent

over the previous year and, since available

capacity grew by the same amount, the

load factor remained unchanged at 64 per
cent.

The North Atlantic -

The Fare War Continues

The number of travellers crossing the

Atlantic fell by 2.5 per cent but charter

flights took off - up by 23 per cent (ta¬
ble 2). The overall decline can be explained

by the weak economic conditions on both

sides of the Atlantic which neither the large

number of Americans taking advantage of

their dollar exchange rate nor the impres¬

sive growth of the charter business could
offset. The boom in charters seems due to

the sharp difference between charter fares

and promotional fares on regular flights. To

keep the picture in perspective, however, it

must be noted that, despite the rise in

1 982, the number of passengers on charter

flights still accounted for only 1 2 per cent

of all flights on the North Atlantic run.

I. NORTH ATLANTIC AIR TRAFFIC

(IATA and non-IATA)

Number of passengers carried in both
directions in 1 982: 1 8 538 000

change in %

New OECD Publications
ECONOMIC POLICY EDUCATION

78-79 79-80 80-81 81-82

Regular
Charter

Total

+ 15.7

-31.4

+ 5.7

+ 5.4

-24.1

+ 1.0

+ 3.7

-6.9

+ 2.6

-5.2

+ 23.3

-2.5

Source: International Air Travel Association

(IATA), Geneva.

In 1 982 there had been an Under¬

standing between the European countries
whose airlines service the United States3

and the U.S. itself. An important feature of

this understanding was that the signatory

aviation officials undertook not to prevent

any carrier from participating in multilateral

fare coordination while the arrangement is
in force.

Subsequently, in January 1983,
21 IATA airlines and four American non-

IATA airlines reached agreement on the

new fare structure to apply across the

North Atlantic between 1 st April 1 983 and

31st March 1984. Fares for first class,

business class and economy class (full fare)
were raised by between 2 and 5 per cent,
and APEX fares were reduced from 1 982

levels so as to help the airlines deal more

effectively with competition from charter
flights. In some cases the reductions

amount to as much as 30 per cent.

3. Belgium, France, Greece, Germany, Ire¬
land, the Netherlands, Portugal, Spain, Swit¬
zerland, the United Kingdom and Yugoslavia.
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