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I for Error
by Jean-Claude Paye

Secretary General of OECD'1

In a period characterised by lower

average growth rates than in preceding
decades, a marked rise in unemploy¬

ment especially in Europe- and

increased constraints on public spending,

every available means must be employed
to ensure the stability, vitality, flexibility

and adaptability of OECD economies. Of
the means available, education has the

greatest long-term potential. Hence Minis¬
ters of Education have greater responsibil¬
ities than ever before.

This does not mean that educational

problems must be approached in a radically

different way. But the choices that educa¬
tional authorities have always had to make

between conflicting claims now have

graver consequences, and this for several
reasons:

The world is far more interdependent

and more highly competitive.

Knowledge and technology, needs and
tastes, commercial, industrial and financial

practices are changing more rapidly than
ever before, and the relative weight of
different nations - in economic, demo¬

graphic and political terms - is also evolv¬

ing.

The past decade, exploding the myth

that economic growth can continue

without interruption, has called into ques¬

tion many basic assumptions and caused

priorities to be reordered.

All young people and a growing propor¬
tion of the adult population are involved in

education and training.

The new needs of society require that

educational systems be capable of change.
Thus the educational authorities have less

room for error in making their choices than

they had before. The problems they face
become evident if one poses four ques¬

tions:

How can continuity in education be
reconciled with innovation? Human socie¬

ties survive by handing down knowledge

and culture from generation to generation,

and they progress because each generation
is able to innovate. Educational systems

therefore have to find the right compromise

between passing on the knowledge and

experience that is essential to a coherent

society and training minds that will be

critical of the old knowledge and supple

ment it with the new. This is particularly
true at the level of the universities.

How much weight should be given to the
transmission of cultural values and how

much to specialisation for working life?
This is an old dilemma but one that has

become more acute. It used to be thought

that the earlier young people began to

specialise, and the more intensive the

degree of that specialisation, the more

efficient they would become. Today it is

evident that occupational mobility is a

necessary response to scientific and tech¬

nical change with its impact on production

methods and lifestyles. It is also apparent

that fostering scientific research, like

managing an enterprise or revitalising a

bureaucracy, requires that specialisation be

offset by interdisciplinarity and teamwork.
But to be mobile and at home with inter¬

disciplinarity, one must have general know¬

ledge and be able to manipulate it. One
must have learned how to learn and how to

communicate. Too early and too narrow a

specialisation must be avoided.
How can universal education best be

combined with selection and individual

guidance? Universal education is necessary
because every nation has an interest in

making the most of its human resources

and a duty to do so. Each individual should

have the opportunity to make the most of
his or her abilities. This means that a

common core of basic education of suffi¬

cient duration - must be available to every

child. It also means offsetting the inequal¬

ities caused by unequal financial, cultural
and social family backgrounds.

Individual guidance is needed because
abilities and tastes differ, and individuals

must have the education best suited to

their needs if they are to realize their

potential. Selection is important because

the value of an educational system must, in

the final analysis, be judged by its ability to

find the most gifted people in each spe¬

ciality and to push them as far as they can

go.

This means that young people's abilities
must be assessed on the basis of objective

and varied criteria. It also implies not

forgetting an obvious truth: abilities and
interests - particularly those of a child or
adolescent- can always change. Hence

teachers have a responsibility to ensure

that the selection process is equitable.

It seems to me that only an educational

system which has these three qualities

universality, effective individual guid¬

ance, and a selection process based on

ability and accomplishment deserves to
be called democratic.

Should educational establishments be

uniform or varied? The answer to this

question probably depends on the level of
education and the cultural and social tradi¬

tions of each country. In this connection I

should like to make only two comments:

Education is not the sole prerogative of

educational establishments. The family,
the social environment and the media also

play an important role.

In developed societies, the most satis¬

factory solution is no doubt to have a

variety of educational establishments plus

a certain degree of autonomy. If that is the

case, education can not only be diversified
but it can stimulate fruitful emulation and

promote flexibility in contacts with famil¬

ies, firms, and other elements of the

outside world.

The magnitude of the problems illus¬

trated by these four questions is undenia¬

ble. OECD countries are going through a

period of rapid transition to what may be a

new world-wide civilisation, shaped by the

technologies now evolving with such

explosive speed. This transition is often

marked by intellectual and moral disarray.

Given the long-term perspective which

Education Ministers by definition must
have, we must ask what needs to be done

to ensure that our educational and training

establishments can respond effectively to

the challenges of the future.

1 . Based on the opening speech presented to
OECD Education Ministers at their recent

meeting in Paris. Jean-Pierre Chevènement
(France) was chairman and Gary Jones (U.S.),
José Augusto Seabra (Portugal) and Kjell
Magne Bondevik vice chairmen.
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Quality in Education :
More than a New Watchword

by John Lowe1

Quality has become a watchword in political and professional
discourse about education both within and among OECD Member
countries. It was not always so. The literature of education has contained

few invocations of the word, though nouns like "excellence", "achieve¬
ment" and "success" have frequently occurred.

Moreover, the word is now being ascribed several meanings. For some
it appears to serve as a synonym for excellence or efficiency; others use it
as a metaphor for good educational practice; others may even equate it
with buildings and equipment. Clarification of its meaning is urgently
called for if it is to be used for the benefit of national educational

development rather than as an ephemeral rhetorical device. The following
article raises some of the issues that must be taken into account2.

There appear to be three reasons for

the current concern with quality.
The first is that, in most OECD

countries, there is no longer scope for any
significant increase in public expenditure on
education, and in some there is even a

policy of financial retrenchment. As a

consequence, desired improvements must
come from other than financial incentives

and additional material resources, that is,

they must be qualitative.

Secondly, educational administrators

and specialists increasingly recognize that,

beyond a certain ceiling, additional
resources appear to make little or no

impact on educational outcomes, though
precisely where that ceiling is located
cannot easily be determined.

Thirdly, many of those professionally
charged with the management and devel¬

opment of education systems recognize
that equal quantitative inputs into schools

in similar neighbourhoods with similar

structures and curricula do not necessarily
lead to similar outcomes. Each school has a

particular ethos or chemistry that deter¬

mines the degree to which its pupils are
able to succeed.

"Can Do Better"

If assessments of the quality of indi¬
vidual schools are often based on less than

empirical evidence, the evidence for

assessing entire national school systems is
even more slender. Yet such assessments

are regularly made today, sometimes at the
highest level of administration.

They reflect, in a number of OECD

Member countries, a widely felt alarm that
the general aims of education are not being
achieved. Some critics state categorically
that educational standards have fallen in

recent years, that the ideal of equal educa¬
tional opportunity has proved difficult to

attain, as revealed by the fact that many
young people are embarking on adult life

with precious little benefit to show for long
years of schooling, and that many teach¬
ers, particularly those appointed during the
expansionist years of the Sixties and early
Seventies, are not as competent as they
ought to be. Elitists and egalitarians are

equally dissatisfied, though for contrasting
reasons. The former believe that academi¬

cally gifted pupils are being swamped by
mediocrity and call for proper respect for

excellence. The latter believe that young
people from disadvantaged backgrounds
are being sold short by an unresponsive

and essentially traditionalist system and

insist on greater attention being paid to the
learning difficulties of under-achieving
pupils. Both, however, want to see the

overall quality of education improved.

But has there in fact been a deteriora¬

tion? It is notoriously difficult to measure

the progress of education systems over
time. No sooner does one set of data

appear to show that there has been deter¬

ioration than another set appears to show

the opposite. In the long term, national
education authorities should no doubt be

developing powerful instruments for mea¬

suring progress if only so as to be in a
strong position to disarm their critics. In the

short term, the salient fact remains that a

belief in declining quality and a demand to
reverse the trend do exist, and it is in the

best interests of education authorities to

tackle the issue head on. This certainly
seemed to be the view of the ministers at

their meeting in Paris.

Quality will always remain a subjective
entity, but a systematic and pragmatic
search for even an approximation to it

could lead to a deeper understanding of
what makes for good schools, help narrow
the gap between intentions and outcomes

and ensure the best possible use of

resources. "Systematic" is the key word
because many of those who are demanding
the restoration of an allegedly lost quality
prescribe partial remedies such as priority
for basic subjects when what is

undoubtedly required is a comprehensive
solution.

Some Key Propositions

It is much easier to state what quality is
not than what it is. Thus, it is not difficult to

diagnose what is inadequate in a school or

school system but very difficult to pres¬
cribe, and even more to apply, appropriate

remedies. For example, if a significant
percentage of young people leaves school

each year in a state of functional illiteracy,
no one will dispute that their schooling has
lacked quality. Again, a school with obso¬

lescent buildings and a high truancy rate is
manifestly unsatisfactory.

Quality can be defined objectively in
material terms and related to minimum

levels of funding. All OECD governments
agree that no school can perform satisfac¬

torily with inadequate resources and that

all schools require, therefore, a minimum

level of funding. Adequate resources can be

measured in relation to such inputs as:

types and square footage of buildings;
standard training courses for teachers;
pupil /teacher ratios; class size; number of

ancillary staff; total expenditure per pupil;

expenditure on staff per pupil; school

1. Education and Training Division, OECD's
Directorate for Social Affairs, Manpower and
Education.

2. A report entitled Quality in Education will
be published shortly.
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equipment inventories; books and sta¬

tionery supplies; libraries; laboratories;

playing areas.

Quality and costs are not in a direct
relationship. This is particularly true, above
a minimum level of funding, of across-
the-board increases in resources. Selective

additional funding, on the other hand, does

appear to produce visible results.

Quality expressed in material terms will
usually call for discriminatory funding. In
most countries, the needs of individual

schools, school districts and school regions

vary, often considerably, according to their
location, size and the socio-economic

background of their intake. Therefore,
some schools, districts and regions require
additional resources over the minimum

level of funding.

Quality cannot be defined in absolute
terms, especially in a cross-cultural con¬

text. Not only does its definition vary

according to the educational philosophies
and theories of individuals, cultural groups

and political parties, but it also varies from

country to country.

Any definition of quality will change over
time. The quality of education necessarily
reflects a society's interpretation of educa¬

tional needs and the intensity of its moral
and financial commitment to fulfilling them.

Some of these needs are not constant.

How different, for example, are the needs

of a young person living in 1 985, against a
background of pêle-mêle social and tech¬
nological change and a contracting labour
market, from the needs of a young person

living at the beginning of the Twentieth
Century. The obligation to respond to
changing needs postulates a fluid interpre¬
tation of quality.

Quality cannot be determined solely by
measurable outcomes such as competitive
examinations and standardised tests.

Some of those who are currently deploring

the alleged secular decline in quality see
education exclusively in terms of examina¬

tion results. There are two major flaws in
this vision. The first is that examinations

usually measure only cognitive achieve¬
ments and do not appraise personal quali¬
ties and character. Moreover, some of the

mental skills that examinations assess

"Most children start bright-eyed and keen. It
is we, with our curricula and ourpoor teaching
that drive that keenness away. In fact many
children are bored stiff at school. "

Sir Keith Joseph, M.P.,
Secretary of State for Education

and Science, United Kingdom

"It should be possible to measure quality at
the local level without a central control sys¬
tem. It should also be possible to introduce

more customer control and more choice in

education. One way to improve quality is to
enhance parental influence through school
boards which have real powers. Another is to
give parents a real choice between public
schools in any given district as well as between
private and public schools. "

Bertel Haarder,

Minister of Education,

Denmark

differ from those that many of the exami¬
nees will be required to use when they

eventually secure a job. Secondly, to use

performance in examinations as a proxy for

the effectiveness of an education system is

one thing; to use it to compare the effec¬
tiveness of different schools or school

districts is another. Performance in exami¬

nations has to be interpreted in the light of

the kind of pupils and unique conditions,

such as the presence or absence of strong

parental support, to be found in each
school. "Teachers have sometimes seen

themselves and their work publicly judged

without regard to the different circum¬
stances which can make identical results in

test terms a triumph over obstacles in one

school and a totally inadequate level of
achievement in another"3.

Quality and the quantity of enrolments

are not necessarily in conflict. The catch-

phrase "more means worse" is refuted by

the evidence. Quantity can lead to 'worse'
when resources are not increased to match

3. Compulsory Schooling in a Changing
World, OECD, Paris, 1983.

"Traditional teaching has often and rightly
been blamedfor being rigid and relying on rote
learning. On the other hand, some progressive
teachers go too far in rejecting the need to
memorize and store knowledge, as though it
were possible to develop the power of rea¬
soning and learning skills in a vacuum. "

José Maria Maravall,

Minister of Education

and Science, Spain

Quality cannot be determined solely by measurable outcomes such as competitive exams

t
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rising enrolments. In most OECD countries,

at least until very recently, increasing

enrolments have been matched by pro rata,

or even more than pro rata, material

resources. However, the reservation must

be made that the quality of the teaching
force may have declined in some countries

because of very rapid expansion. It is also

arguable that a zeal for reform may have
outstripped the capacity of some systems

to absorb too frequent and too sweeping

structural and curricular changes, with a
consequential fall in effectiveness.

Quality and equality are not necessarily
in conflict. Though many critics of the

contemporary school state or imply that

the drive towards equality of recent years is

mainly responsible for the fall in standards

and incidental neglect of academically
gifted pupils, there is no demonstrable

"Public examinations have a significant
influence on school work, in that learning is
directed to those subjects that can be mea¬
sured by tests. As examinations cannot mea¬
sure the social, ethical or aesthetic develop¬
ment or the creative thinking ofpupils, these
aspects are overlooked. Thus we think that it
would be wrong to impose public examina¬
tions at the age of 16. Our starting-point is
that initial schooling does not have the moral
right to label some pupils as underachievers
from childhood. "

Kaarina Suonio,

Minister of Education, Finland

"Objective examinations enable us to establish
objective criteria. "

Jean-Pierre Chevènement,

Minister of Education, France

causal connection between the widening of
access to education at all levels and a loss

of quality. This would only be conceivable if

a doctrinaire administration deliberately set
out to level down rather than upwards.
Indeed, it is not a question of a trade-off

where better opportunities for the many
entail decreasing opportunities for the tal¬

ented. Rather the size of the pool of talent

becomes enlarged. What can be claimed is

that equality, as expressed, for example, in
higher retention rates in upper secondary
education can be achieved without any
improvement in quality, though there is no
theoretical reason why greater equality
might not go hand in hand with greater
quality.

Quality may be viewed differently by
different levels of administration and as

between administrations and the schools.

Some tension among the several groups
concerned with the provision of education

is inevitable and doubtless healthy. How¬

ever, extreme tension is bad for the system

as when the staff in schools feel that they
are being asked to implement unrealistic
reforms.

Quality must imply relevance to the pupil
receiving education, the institution that he

or she attends and those responsible for

providing, controlling and managing it.
Quality is not present when a pupil does not
internalise the relevance of his or her

learning experiences to his or her own

needs, aptitudes and aspirations. In other

words, whether quality is present or not
cannot be adjudged only from an external

standpoint.

Quality in education is more and more

intimately linked to the quality of life

prevailing outside the schools. This is not

simply a matter of each school being

strongly affected by the immediate neigh¬
bourhood environment but by social and

cultural forces at large. The contemporary

role of the media, for example, in forming
young people's tastes and values is self-
evident.

Quality in education is compounded of

many elements and theoretically each of
these can be identified. However, the

relative importance of each element and

how they interact are imponderable factors

which render their placement in a theoret¬

ical framework of manageable dimensions

difficult to achieve. Despite this obstinate
truth, those concerned with education are

coming to recognize more and more that a

major investigation of the dynamics of

quality in schooling is urgently called for.

"There should be a systematic assessment of
each teacher's performance, and this should
affect their salary rewards. We are clearly
paying bad teachers now. We should find a
way to pay better teachers more. People are
not afraid to be evaluated. "

Gary L. Jones,

Undersecretary, Department
of Education, United States

"If we gear salaries to performance, who is
going to measure it and how? "

Professor E. Egger,

Secretary General of the
Swiss Conference of

Cantonal Directors of

Public Instruction, Switzerland

No school can perform satisfactorily with inadequate pupil-teacher ratios or school equipment, but, above a certain minimum, cost and quality are not
directly related
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Beyond Compulsory

Problems of the 16-19 year olds
by Dorotea Furth1

With a growing number of young people continuing in education and
training after the statutory school-leaving age, the post-compulsory level
is facing many of the problems that formely occurred at the end of
compulsory schooling. The expansion of post-compulsory level upper
secondary schools, apprenticeship and schemes combining education,

training and work has several explanations rising aspirations, large
cohorts in the 16-19 year old age group and high youth unemployment. It
also has major social and educational implications.2

The problems of post-compulsory
education are even more difficult

than those that have traditionally

been experienced at the end of basic

compulsory schooling, for at least two

reasons. First, the transition to adulthood,

once a relatively simple and rapid transfer

from school to work for all but the minority

who continued on to higher education, is

now a lengthy, uncertain process for many

young people. Second, deferred entry into
the world of work and the lack of mean¬

ingful alternatives for older teenagers are

forcing governments to assume more

public responsibility for a much larger

segment, if not the totality, of the 1 6 to 1 8

or 19-year age group.

Different Kinds

of Encouragement

Countries interpret public responsibility

towards youth in different ways, but most

governments are encouraging 16 to 19-

year olds to participate in some form of

education or training. Such policy is viewed
as a better, or at least a more realistic,

alternative to unemployment benefits, sub¬

sidised employment or increased marginal¬

isation of young people.

No OECD country has extended full-time

compulsory schooling beyond the age of

1 5 or 1 6 at the national level, and none

seems about to do so. In the United States

and Japan, completion of full secondary
education has come to be considered as the

end of basic schooling, and full-time school

attendance up to the age of 17 is the

established norm. Some European coun¬

tries have compulsory attendance on a

part-time basis up to the age of 1 7 or 18

Austria, Germany and Switzerland ad¬

opted such a requirement quite some time

ago, Belgium and the Netherlands more

recently. Other countries have formally
introduced the concept of a right to educa¬

tion at this stage. In Sweden, this right is

understood as a commitment to expand

provision for the whole age group leaving

compulsory education. In Norway, it is

conceived as an entitlement to some years

of post-compulsory education which can

be taken by individuals whenever they

choose to go back. Parallel to this entitle¬
ment, the Scandinavian countries have

developed and partially introduced the idea

of a youth guarantee. This guarantee

entails a commitment on the part of public

authorities to ensure a place in education,

training or work for all young people within

a given age bracket (until recently mainly

1 6 year olds but the group will gradually be

enlarged to include the 1 7 year olds as
well). In countries where, for financial or

other reasons, such global policies have not

been introduced, participation in education

or training is encouraged through indirect

measures, incentives or specific action in

favour of various target groups, in partic¬

ular the disadvantaged.

Different "Models"

Although they have common problems

and concerns, OECD countries are adopting

different strategies for expansion and div¬

ersification of education and training

beyond compulsory schooling, related to
their own traditions, current stage of edu¬

cational development and past policies,

particularly vis-à-vis the organisation of

vocational training. At least three clearly

distinct approaches or models can be
identified.

The "schooling model" aims at providing

most education and training opportunities

within the formal educational system and

favours schooling on a full-time basis for

most of the age group. Japan, with 94 per

cent of 16-17 year olds attending upper

secondary schools, is the most typical

example but the United States, Sweden,

Belgium, and Finland have also followed

this approach.

The "dual model" is characterised by a

strong and highly developed apprentice¬

ship system. It is prevalent in Germany,

Switzerland and Austria, where apprentice¬

ship and part-time vocational education

enrol a larger number of young people than

full-time upper secondary schools.

1. Education and Training Division, OECD's

Directorate for Social Affairs, Manpower and
Education.

2. Policies and Post-Compulsory Education

and Training will be published shortly.

A sizeable number of young people seek entry

into post-compulsory education not because

they wish to, but to avoid being marginalised in

the increasingly competitive job market

l
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ENROLMENT RATES OF 16 TO 19-YEAR OLDS

FULL AND PART TIME1

%

16 years 1 7 years 18 years 19 years

M F T M F T M F T M F T

Australia (81) 78.8 75.7 77.3 65.7 52.6 59.2 52.6 32.4 42.0 45.7 29.0 37.4

Austria (81) 89.2 86.1 87.1 89.8 77.4 83.7 86.7 70.1 76.5 62.8 41.2 45.6

Belgium (82)2 87.0 86.0 86.5 74.0 78.0 75.0 56.0 58.0 57.0 41.0 44.0 43.0

Canada (81) 88.6 71.6 42.1 30.0

Denmark (80) 86.0 68.0 61.0 50.0

Finland (78) 86.8 88.2 87.5 73.1 77.8 75.4 53.4 64.5 58.8 27.4 41.4 34.5

France (81) 82.8 85.0 83.9 65.5 72.3 68.9 45.2 30.0

Germany (81 ) 92.4 91.7 92.1 91.7 86.8 89.3 75.9 67.1 71.9 47.9 43.9 45.9

Italy (81 )3 79.1 58.6 69.1 83.2 56.7 70.3 64.8 37.3 51.3 39.1 19.3 29.4

Japan (80)4 93.0 95.0 94.0 93.0 95.0 94.0

Netherlands (82) 98.3 97.3 97.8 87.3 82.1 84.7 68.7 57.0 62.8 51.2 36.1 43.7

New Zealand (82) 74.4 46.5 32.6 30.9

Portugal (77) 39.2 35.0 34.5 27.8

Spain (80) 53.1 53.7 53.4 49.2 50.9 50.1 36.5 37.7 37.1 27.3 27.7 27.5

Sweden (80)5 87.0 87.8 87.4 77.7 79.0 78.4 43.4 46.3 44.7 21.6 25.7 23.5

Switzerland (83) 91.1 80.4 85.9 89.0 73.8 81.6 82.6 63.1 73.1 62.9 42.3 52.8

United Kingdom (81) 64.3 72.0 68.0 53.5 52.0 52.8 43.5 30.2 37.0 32. 46 24. 36 28. 56

United States (82) 95.0 93.6 94.3 87.9 86.2 87.1 56.6 52.9 54.7 41.1 41.6 40.9

M : Maie F : Female T : Total.

1 . Latest available year; apprenticeship included.
2. Source: Standing Conference of European Ministers of Education. National Summary, 1 983 (mimeo).
3. Higher education not included; regional vocational training included. Student Flows in Four OECD Countries, document for general distribution,
OECD, to appear shortly.

4. Statistics from the Ministry of Education. Figures refer to the proportion of young people completing lower secondary education (approximately
99 per cent of the cohort) who continue to upper secondary level. Participation rates for 1 7-year olds are similar to those of the 1 6-year group given the
very low dropout rate in Japan.

5. Including the different types of adult education. (Figures provided by national authorities.)
6. 19 and 20-year olds.
Source: Except where otherwise stated, Educational Trends in the Seventies, OECD, 1 984 and national authorities. The age refers to the beginning of
the academic year.

"It is not that we need to do more; what is

important is the relevance of what we do
now. "

Bette Stephenson, M.D.,
Minister of Education and of

Colleges and Universities,
Ontario, Canada

"When the upper secondary school becomes
almost compulsory, there is the risk that the
few left out are stigmatized. "

Kjell Magne Bondevik,
Minister of Church and Education,

Norway

The main feature of the "mixed model" is

the greater importance assigned to training
outside the formal education system and

outside the scope and control of education

authorities. Its development is based on

the viewpoint that the formal system, and

in particular the schools, cannot or should

not attempt to monopolise expansion,

especially when needs are seen in terms of

vocational training and education-related
schemes. This "mixed" approach is being

pursued in the United Kingdom where a

special agency, the Manpower Services
Commission, in the Department of Employ¬

ment, has been assigned responsibility and

"Training programmes oriented to practical
requirements must not be allowed to end up in
blind alleys. "

Paul Harro Piazolo,

State Secretary,
Federal Ministry of Education

and Science, Germany

"We do not consult the young themselves
enough. They are very articulate at the end of
the compulsory cycle in expressing their needs
and interest. "

Gemma Hussey, T.D.,
Minister of Education, Ireland

given resources to provide training facilities
for about 40 per cent of the 1 6 and 1 7 year
olds.

These "models" highlight differences in

organisational arrangements and must not

be seen as exact descriptions. In most

countries, systems contain features of all

three, and recently there has been a further

blurring of the boundaries between them.

"The Left-Asides"

Whatever the prevailing pattern, the fate

of young people who, in one way or

another, are excluded or marginalised from

"Much should be undertaken for low achiev¬
ers, but care should be taken not to discrimi¬

nate against the gifted. "
Sir Keith Joseph

"The lastfouryears have seen major growth in
co-operative arrangements between schools
and business and industry. We believe it is the
wave of the future and that the lines that
separate the schoolyard, or academia, from
the occupational world are blurring. "

Gary L. Jones

formal education at a relatively early stage

is a major concern in all OECD countries.

Prolonged education and training for the
bulk of the 1 6 to 1 9-year group has in fact
led to a broader definition of educational

disadvantage. Formerly, such terms as

early school leavers or dropouts were

applied almost exclusively to those who did

not successfully complete their basic

schooling. Now such terms must include

the shrinking but still significant minority

who do not continue on in any type of

education or training beyond the lower

secondary level and also those who leave

without obtaining a formal vocational qual¬

ification at the upper secondary level or its

equivalent. One of the consequences of this

8
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DISTRIBUTION OF STUDENTS IN UPPER-SECONDARY EDUCATION

(FULL AND PART-TIME)1

Vocational General

and technical education

Austria (82) 82.5 17.4

Belgium (82)2 55.5 44.5

Denmark (81) 62.6 37.5

Finland (81) 49.5 50.5

France (82) 60.2 39.8

Germany (82) 79.4 20.5

Greece (79) 18.5 81.5

Ireland (79) 32.7 67.3

Italy (82) 65.1 33.9

Japan (82) 30.3 69.7

Netherlands (82) 59.3 40.7

New Zealand (82) 24.6 75.4

Norway (81 ) 56.4 43.6

Portugal (79)
7th to 1 1 th year 9.6 90.4

10th to 1 1th year 27.8 72.2

Spain (81) 45.8 54.2

Sweden (82) 70.0 30.0

Switzerland (83) 75.1 24.9

Turkey (81) 27.8 72.2

United Kingdom (81 )3 43.3 56.7

United States (80) 24.0 76.0

1 . Latest available year.

2. French and German-speaking courses only.
3. Students from 1 6 to 1 8-years old. It is estimated that two thirds of full-time students and
90 per cent of part-time students (day) in Further Education were enrolled in technical /vocational
education.

Source: Educational Trends in the Seventies, OECD, Paris, 1 984 and information provided by
national authorities.

is that a sizeable number of young people

primarily the socially disadvantaged and
those with low levels of educational attain¬

ment seek entry into post-compulsory

education, not necessarily because they

genuinely wish to do so, but in order to

avoid being marginalised or discriminated

against in the increasingly competitive job
market.

Countries with the dual model seem to

have the highest proportion of young

people with a qualification at the post-

compulsory level. This could suggest a

certain weakness in the first or schooling

model, despite the favourable Japanese

example. Integrated upper secondary

schools may be a more effective way to

achieve greater equity within the system,

that is, among students who do enrol at

this level. However, the greater homo¬

geneity in norms and standards entails the

risk of excluding at entry a relatively high

percentage of young people who, under

another system, would be likely to achieve

equivalent qualifications outside the school

setting. In these circumstances, the devel¬

opment of non-formal provision and of

opportunities for re-entry into the formal

sector acquire special significance.

It is highly probable that the strongest

impetus to reform at upper secondary level

in the coming years will be the need to

respond to these young peoples' needs and

interests, not to mention those of the vast

numbers of adults who have no formal

education beyond compulsory schooling.

Schemes cutting across the rigid boun¬
daries between formal and informal sec¬

tors, between education and training will

no doubt be one strategy. But it is clear that

a sine qua non of any policy aimed at

enhancing the career and life-chances of
those who have suffered from disadvan¬

tage and failure in education at an early

stage is to provide and actively promote

opportunities for lifelong or recurrent edu¬

cation and training.

Girls and Young Women

The expansion of upper secondary edu¬

cation over the past decades has been

accompanied, in fact nourished, by a

remarkable increase in the participation of

young women. In the majority of OECD

countries, overall enrolment ratios of boys

and girls are by now quite evenly balanced.

However, sharp differences remain in the

choice of subjects and type of studies

pursued. It is a well known fact that girls

are over-represented in general education,

particularly in the humanistic studies, as

well as in vocational courses leading to

tertiary sector occupations; conversely,
they remain significantly under-represent¬

ed in scientific and technological subjects

as well as in a wide range of traditionally
male-dominated vocational courses, par¬

ticularly when they are offered outside
schools.

Although in most countries there is

strong concern about the persistence of

sex stereotyping in the choice of subjects,

there is a new awareness that the high
participation rates of young women in

general education has a number of advan¬

tages. First, the standards of general edu¬

cation are often higher than those of

vocational courses. In addition, the fact

that girls prefer jobs in the service sector is

not necessarily to be considered a handi¬

cap, in view of the structural changes

foreseen in employment, i.e. that certain

segments of this sector mainly business

and certain social services are expected

to continue to grow. It could be argued that

a general education is likely to provide a

more adequate basic preparation for such

jobs than many of the more narrowly

oriented courses. Much will depend, of
course, on curricular reform and the extent

to which the vicious circle of high female

participation and low employment value of

educational programmes can be broken.

It must, however, be underlined that the

common pattern among young women

to stay on in schools on a full-time

basis and their limited participation in

other types of formal education and

training no doubt reflect their continuing

disadvantage in the society at large, and

more particularly in the world of jobs,
which in this respect seems to have

advanced at a slower pace than education.

In addition to the higher incidence of

unemployment among young girls, there is

evidence that they face greater difficulties

in finding apprenticeship places or opportu¬

nities for paid leave of absence to enrol in

work-study schemes or part-time stu¬
dies.

General and Vocational

Education: Blurring
Boundaries

Entry into post-compulsory education

usually marks the beginning of a formal

choice of subject, of sharply delineated

lines of study or of specialised institutions.

Whatever the institutional arrangements,

the majority of OECD countries establish a

clear distinction between academic pro¬

grammes with emphasis on preparation for
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and transfer to higher education, and tech¬
nical/vocational courses with a stronger

employment orientation. Large variations

in the balance between these types of

study are found within the OECD region.

Among the countries with the highest

participation rates at upper secondary

level, two clearly contrasting patterns can
be observed. In the United States, Canada

and Japan, more than two thirds of these

students enrol in general /academic pro¬
grammes, and less than one third take
vocational courses. In most advanced

European countries on the other hand (i.e.

Scandinavia, Germany, Austria, Switzer¬

land), the proportions are reversed:
between a half and two thirds of all

post-compulsory students enrol in the
technical/vocational sector. These differ¬

ences may be explained, at least in part, by

the fact that while, in European countries,

basic schooling is still considered to end at

the lower secondary level, in the United

States and Japan, basic schooling is more

commonly associated with full secondary
education. The latter countries therefore

place more emphasis on providing a
common educational core and a socialisa¬

tion process for students in the latter years

of secondary school, leaving vocational

education and training to the post-

secondary level.

In European countries with relatively low

overall participation rates at the post-

compulsory level and a dominant school

sector (i.e. the United Kingdom, Spain,
Greece, and Portugal), more than half and

up to 80 per cent of upper secondary

students are in general education. This

suggests that, contrary to North America

and Japan, the future expansion of post-

compulsory provision in Europe will for the

most part take the form of growth in
technical and vocational education.

Growth and diversification have led to

greater choice as well as to sharp hierar¬

chies of subjects according to status and

prestige within both general and vocational

education but, by and large, little progress

has been achieved in bridging the gap
between the two sectors. In fact, the

extent to which integration is considered
viable and/or desirable remains a controv¬

ersial issue in policy debate. It is generally

recognised, however, that there is an

urgent need to develop alternatives

between the strictly academic and the

narrowly vocational options, which would

be better suited to changing working and
societal needs as well as to the interests

and abilities of the young people who are

likely to leave education after upper

secondary.

The demand for more polyvalent pro¬

grammes, for new paradigms and opera¬

tional definitions of general and vocational
education, for more varied concepts of

quality and excellence mean that the curri¬

culum and the organisation of post-com¬

pulsory studies are at the centre of the

educational policy debate. It is clear that

long-standing social values and traditions
constitute formidable constraints to re¬

form. But major structural economic

changes and new technological develop¬

ments will provide an impetus as well as an

opportunity for educational reforms aimed

at blurring the sharp, anachronistic dicho¬

tomy between the education/academic
ethos and the training/work culture.

Preparation for

Working Life

Current emphasis on improving the links

between education, training and the world

of work has of course serious implications

for the organisation of upper secondary
schools and colleges which, in most

Member countries, cater for the largest

share of the age group enrolled at this level.
Reforms aim at developing a framework
which allows for some "de-schooling" or
de-institutionalisation of the education

The fact that girls are over-represented in general education, particularly the
humanities, may, contrary to traditional wisdom, give them better prepara¬
tion for service sector jobs than more narrowly oriented courses

There is an urgent need to develop alternatives to both the strictly

academic and the narrowly vocational courses of study

10
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offered within the formal system to older
adolescents.

A growing number of countries are

introducing periods of work experience as

an optional or even compulsory require¬
ment in the curricula of full-time students.

Already this is becoming a common pattern

in school-based vocational programmes.

More radical is the idea now being dis¬
cussed in some countries (i.e. Sweden,

Yugoslavia) of introducing periods of work
experience in all programmes, including

academic lines of study. The development

of part-time studies and of a variety of

schemes allowing for alternation between

education, training and work also reflect

the political will to break the excessive

isolation of schools. But progress towards

changing the traditional full-time schooling
model has so far been rather slow. On the

one hand there are constraints stemming

from the internal rigidities, traditions and

vested interests typical of large educational

enterprises with heavy and complex bur¬
eaucratic structures of administration and

control. On the other, resistance to cooper¬

ative schemes in the world of employment

has been exacerbated by the combined

impact of large cohorts and the deteriora¬

tion of the labour market. Lack of opportu¬

nities for work experience and for job

training outside the school milieu have
forced educational authorities to continue

developing full-time programmes and to

provide for practical experience within the

school setting.

The greatest difficulties encountered in

trying to ensure more openness and rele¬
vance of instruction have to do with the

variety of functions which upper secondary

institutions are expected to fulfil. No one

seriously questions the need for reform in

response to the changing demands of the

surrounding community. But there is by no
means a consensus as to the extent and

direction which this change should take.

Rather, there is growing concern that

excessive emphasis on relevance and

responsiveness to short-term economic
needs will distract schools from their

essential task of teaching the basic disci¬

plines and communication skills. Moreover

while everybody recognises the prime

responsibility of schools in helping young

people in their transition to adulthood and

working life, it is clear that schools cannot

do the job alone and that limits must be set

to their responsibilities. It would be incon¬

gruous and self-defeating to expect the

schools to substitute for family, commun¬

ity, or workplace in preparing for adult life,

particularly as one of their main recognised
missions is to teach what other institutions

or life experiences cannot or do not usually

provide.

Continuity
and Change

by David Istance1

Education must be responsive to changing social and economic
conditions and contribute to them. But, at the same time, the schools

must be protected against the fluctuating swings of educational fashion
and safeguard their long-term mission, even when buffeted by short-term
pressures. Thus educational policy has a responsibility to help solve the
unemployment problem, but this should not mean re-writing curricula or
re-ordering priorities around the sole criterion of immediate employment
"relevance".2

The need to find a balance between

long term aims and immediate pres¬
sures, between continuity and

change is apparent in all sectors of
education. In each, greater community
involvement in education is called for as are

new links between general education and

vocational preparation and greater aware¬

ness of technological developments.

Schools and colleges must open their doors
wider to a clientele which has traditionally

been regarded as external to the institu

tions of education. Yet they should not be

diverted from their principal educational

task to prepare all young people for adult

life. A good example of the dangers are to
be found in higher education where whole

areas of knowledge, particularly the "soft"

1. Education and Training Division, OECD's
Directorate for Social Affairs, Manpower and

Education.

2. Education in Changing Social, Economic

and Technological Conditions will be published

shortly.
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subjects like the social sciences and the

humanities, as well as the vital sector of

research, might be pared unduly because
their relevance to employment is perceived
as less than immediate. Yet the social

implications of technological change
cannot be understood or the longer periods
of non-work and leisure time be used

creatively without the perceptions that
derive from the human sciences, the arts,

and the humanities. The learning needs of
contemporary societies cannot be reduced

to narrow specialisms.

The extensive demands now being made
on education and the forces pulling in
many, sometimes conflicting, directions,

can be seen in terms of the two contrasting
perspectives - continuity and change.

Continuity

Changing socio-economic conditions
have not altered the fact that basic school

education for all young people must be of
the highest quality and that, in order to

achieve this, the teaching force must be of

the highest professional standard. And,

into the critical post-compulsory level of
education and training, the formal upper
secondary school or college remains the

principal learning setting for young people
above school-leaving age in the majority of
OECD countries, despite flourishing new
initiatives and innovations, many of them
outside the formal system.

Another long-standing objective is to
realise greater equity in education, giving
special priority to low-achievers and disad¬

vantaged groups. This remains a principal
educational objective since socio-economic

inequalities of income and occupation have

proven to be extremely resilient to change,
and education systems in all countries are

still an integral part of the process of social

selection. Furthermore, despite the pro¬
gress made in combatting socio-economic
inequalities, there is education's "iron law"

whereby privileged groups adopt strategies
to safeguard that privilege. These can be

explicit actually moving house and neigh¬
bourhood, to maintain the social exclusivity
of their children's schooling or they can
be less conscious, as happens when the

pressures of diploma inflation upgrades
sought-after educational courses and cer¬

tificates so as to put them out of reach of

the less privileged once they have gained
access to lower levels.

Despite the extensive and deep-seated

social pressures that operate to maintain

selectivity - or because of them educa¬

tion policy must strive to achieve greater

equality of opportunity and to combat the

plight of the low-achiever, especially since

the current labour market situation exacer¬

bates critically the disadvantage of low
achievement.

How can the situation be reversed? The

solution must come from concerted action,

adopting radical educational policies that

coverall school levels and settings. Under-
achievement should be identified and

tackled as early as possible. In basic

schooling, new approaches as well as new

curricular and pedagogical practices are

needed so that each child can acquire a

sound basis of knowledge and skills and,

above all the appetite for further learning. If
this can be put into practice, it is certain to

involve close co-operation with the com¬

munity and will place great demands on

teachers, often requiring special teacher

training. But better basic schooling will be

less effective if it is not supported by
further education throughout the life cycle,

starting with "second-chance" opportuni¬
ties to obtain secondary-level qualifications

in the post-compulsory sector, and con¬

tinuing with professional training and

retraining and preparation for the many
activities (leisure, self-care, community
activity, political participation) that are

further removed from the job market.
Policies for recurrent education are thus

central to the pursuit of the perennial

Continuity the transmission of cultural values ...

12
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objectives of education individual fulfil¬
ment and meeting societal needs.

Change

While certain major educational trends

and aims reflect the need for continuity,

change is the striking feature of today's
world, in education as elsewhere. First

there has been demographic change which

means that educational systems have had,

and will have, to confront rapidly falling

pupil numbers, mainly at primary level, but

increasingly at the secondary and, in many

cases, at post-secondary levels as well. As

the chart shows, the overall decline in

school-age populations between 1 970 and

the end of the 1 980s (a period which can

be predicted with considerable accuracy

since the children are already born) will be
large enough to cut primary and secondary

school populations by a fifth to a quarter in

many OECD countries: in Germany where

the reduction of births has been largest, the

fall is between 30-40 per cent. Changes in

the family (high divorce rates and growing

numbers of single-parent families) reinforce
the need for a stable school environ¬

ment.

"Our common enemies as educators are stag¬
nation and mediocrity".

Bertel Haarder

"It has been rather overlooked that young
people themselves are the direct customers of
education. The economy and society in general
benefit from the education system only if and
to the extent that young people are satisfied
customers. "

Ivor Richard,

Member of the Commission

of the European Communities

with Responsibility for
Employment, Social Affairs,

and Education

"All too often, education is used as an excuse
for the failures of economic policies... Every¬
thing can be taught at schools, but schools
are not the best place to teach everything. "

José Maria Maravall

"It is not enough to redeploy resources - we
need additional resources. If we are not pre¬
paredfor this, we only pay lip service when we
say that we should let everybody go to his or
her maximum ability. "

Hugh Hudson,
Chairman of the Commonwealth

Tertiary Education Commission,
Australia

"In a developed economy, one can consider
education apart from the economy. In a less
developed economy, one cannot. "

José Augusto Seabra,
Minister of Education,

Portugal

Change has also taken place in educa¬

tional expenditures. Education's share of

the growing affluence and resources of

Member countries grew during the 1 960s
and into the 1970s. Since then, it has

declined in real terms in several OECD

countries, though to some extent the fall is

counterbalanced by increased expenditure

on non-formal education and training. A

striking decline has occurred almost every¬

where in capital spending - new buildings

and facilities with potentially serious

long-term consequences. With the high

and largely fixed current costs of such
items as teachers' salaries, the prospects

for new investments are not generally

bright.

No brief discussion can do justice to the

scale and complexity of social change. But
neither should such a discussion omit

mention of the economic and social posi¬

tion of women over the last two decades,

with consequent effects on education. Nor

can it ignore the scale of post-war migra¬

tion most OECD countries can now justly
be labelled "multi-cultural". Aside from

women and migrants, a whole range of

other sectors of the populations of OECD
countries cultural minorities, those in

special regions, the handicapped have

become increasingly vocal in defining their

own needs and in seeking to rectify the

educational disadvantage they suffer.

The situation of women is better known

than that of cultural minorities. Education

systems have accommodated, indeed fos¬

tered, a greater degree of linguistic and

cultural diversity than ever before. But

these efforts are likely to be inadequate

unless complemented by more far-reaching

social and community intervention, partic¬

ularly as a growing proportion of young

migrants are born in the host country and

hence suffer no special linguistic handicap.

Policies for multi-culturalism are important,

but the perplexing question that arises is
how much cultural differences can be

actively promoted without creating conflict

with the aim, shared by all OECD countries,

of maintaining social cohesion and pursuing

greater equality of educational opportun¬

ity.

These problems are exacerbated by pre¬

sent budgetary constraints, but there are

also many ways of using the available

resources more efficiently. Educational

building and facilities can be adapted to

broader community uses; new information

technologies can increase efficiency in

schools and colleges and save on teaching

resources; teacher training can be geared

to greater flexibility for the redeployment of

staff within the education system.

In the longer term, however, it is ques¬

tionable whether ambitious reforms, quali¬

tative improvements and demanding new

roles for education and training can be

achieved merely through greater effi¬

ciency.

Contemporary pressures and challenges

facing education seem to call for more

education, not less, fresh thinking and

clarity of purpose rather than simply "more
of the same". The need for basic education

of the highest quality, the importance of

innovative and diverse initiatives in post-

compulsory and higher education and the

centrality of recurrent education all imply
that Member countries should move from a

society in which the educational system is
isolated and timebound to one which is

truly a "learning society".

and change. More countries have become multicultural
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The Semiconductor Industry
by Dimitri Ypsilanti 1

anufacturing and service indus¬

tries worldwide are increasingly
becoming "electronics-intensive".

The process began in the early 1 950s with
the commercialisation and diffusion of

semiconductor devices, continued in the

early 1960s with the development of

integrated circuits (ICs) and is expected to

accelerate in the next decade. Integrated
circuits have been referred to as the "crude

oil" of the 1980s and 1990s. They will
provide the building blocks for still more
advanced electronic components, enable

efficient electronic devices to replace trans¬
istors, servo-mechanical and other devices

and give rise to new electronics-based
industries.

The semiconductor industry demon¬
strates how manufacturing growth and

productivity can depend on technological
change and how strong a role competition
can play in product and process innovation.

The industry has not simply responded to
demand but has developed new products
and promoted their use, sometimes,

because of its high rate of innovation,

moving too rapidly for the user industries to

keep up. Continually falling real prices have
stimulated demand (Chart A traces the

decline in price per bit), and many parts of
the industry have developed a synergistic
relationship with user industries, particu¬
larly in computers and telecommunica¬
tions.

Many governments have felt the need to

help develop a domestic industry in order to
be at the leading edge of semiconductor-
intensive growth industries downstream.

Thus the importance they attach to the
semiconductor industry far exceeds its

direct contribution to employment or to
value added in manufacturing. (Semicon¬
ductor production in fact contributes less

than 0.1 per cent of the value added in

manufacturing in the OECD area.) Govern¬
ments are also concerned with the interna¬

tional imbalance in semiconductor produc¬
tion and the resulting trade imbalances.
Since they consider microelectronic tech¬

nology the strategic key to growth and
modernisation of their economies, promo¬
tion of this technology has become an

important goal from a political and military
as well as an economic point of view.

End-Use Markets

Semiconductor devices feed into a wide

range of markets military, industrial.

commercial and consumer. Many new pro¬
ducts have become available because of

the computing power of integrated circuits
(and especially microprocessors) while a
large number of applications which were

previously uneconomic have opened up
because of the decline in semiconductor

prices and their increased cost-effective¬

ness. Other products which have reached

the maturity stage of their life-cycles have
been able to develop new characteristics,

hence new growth opportunities, through
developments in integrated-circuit techno¬

logy. In the United States, in the early
stages of the industry's development, the

main driving force was provided by military
and space requirements. As early as 1 962,
however, the military/space sector had
ceased to be the major semiconductor

market, though still accounting for about a
third of total semiconductor sales

throughout the 1960s. The role of the

military and of space has continued to

decline, and the subsequent microelec¬
tronics revolution in the U.S. has been

based on the expansion of civil and com¬

mercial markets. The computer market

dominates the sales of integrated circuits

as shown in Table 1 ; the surge in demand
for these circuits over the last 1 8 months is

mainly due to the growth of demand for

microcomputers and personal computers.
The telecommunications market has also

been important.

In contrast to the United States, the

driving force behind the semiconductor

industry in Japan has been consumer elec¬

tronic products. Intense competition by
Japanese consumer electronics producers
for market share has stimulated innovation

and led to a proliferation of products. By
1982, this sector accounted for 51 per
cent of end-use consumption of Japanese
integrated circuits, less than in the mid-
1 970s but still far more than in other

countries.

1. Information, Computers and Communica¬

tions Policy Division, OECD's Directorate for

OECD's Science, Technology and Industry.
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In Western Europe, where about 70

per cent of the demand for integrated
circuits is accounted for by the United

Kingdom, Germany and France, the end-

use has been more evenly distributed

across major sectors (see Table 1 ),

reflecting to some extent the fact that the

European manufacturers do not in general
have a leading position in any of the three
sectors.

In addition to differences in patterns of
use, there are differences in the absolute

size of the market. In 1982, use of inte¬

grated circuits by the United States com¬

puter industry alone was larger than that of

integrated circuits for all purposes in Japan

and nearly one and a half times larger than

total Western European use. And commu¬

nications -the largest user of integrated

circuits in Western Europe is still far less

than U.S. use for military and space
alone.

Production and Trade

Worldwide production of semiconduc¬

tors increased from about $400 million in

1 959 to $1 .7 billion in 1 969, about $5.4

billion by 1 974 and, despite the 1 974-75

recession, to nearly $1 5 billion by 1 979. In
1983, the value of production, including
captive production2, was approximately
$20 billion, and estimates of the value of

worldwide semiconductor production for

1984 are in the $27-$30 billion range.
These data, however impressive, signifi¬

cantly underestimate the real volume of

growth because of the large drop in unit

price that has taken place.

How world production and consumption

of integrated circuits is divided up between
countries or areas is shown in Table 2. If

the production figures were in terms of the

home base of the producing firm, the share
of the United States would be close to 70

per cent because of extensive offshore

investments by American companies, par¬

ticularly in South-east Asia, but also in

Western Europe.

In 1983, the five main OECD producing
countries accounted for 90 per cent of

OECD's exports of integrated circuits,
valued at $4.3 billion: Japan 41 percent,

the United States 24 per cent, Germany 1 2

per cent, the United Kingdom 9 per cent,

and France 4 per cent. By far the largest
share of exports from OECD countries enter
into intra-OECD trade. Both the U.S. and

Japan, however, export a large share of

their integrated circuits to South-east

Asian countries (34 percent and 41

per cent respectively). A significant propor¬
tion of U.S. exports to this area are sent for

assembly and reimportation into the U.S. In

1 982, 75 per cent of of the value of U.S.

semiconductor imports were devices which

had been shipped to offshore facilities for

assembly or further processing and reim-

ported as finished devices.

The United States

In its early stages, the world semicon¬

ductor industry was completely dominated

by U.S. firms. While government procure-

1. INTEGRATED-CIRCUIT MARKET BY END-USE SECTOR: 1982

End-use

in OECD area1

Area's share

of each end use

%

$ million
%

United

States
Japan

Western

Europe
Total

Computers
Communications

Office automation/other
industrial

Consumer products

Government /military

3 736

2 176

1 970

2 614

1 340

32

18

17

22

11

78

70

41

31

92

9

12

34

50

0

13

18

25

19

8

100

100

100

100

100

Total 11 836 100

Of which 61 22 17 100

1. Data for OECD includes only the U.S., Japan, and Western Europe.
Note : Data includes captive consumption i.e. production used by the manufacturing firm.
Source: Electronics Industries' Association of Japan for the U.S. and Japan; Dataquest for
Western Europe.

2. SHARES OF INTEGRATED CIRCUIT PRODUCTION AND CONSUMPTION,

1982 (%)

United

States
Japan

Western

Europe
Other

World production

World consumption

50

49

30

26

17

20

3

5

ment aided the growth of the industry

through demand pull and through R and D,
antitrust constraints, which excluded

Western Electric and IBM from selling
semiconductors on the open market, had a

significant effect on industry concentration

and thus on competition, by leaving room
for smaller firms to enter the industry. As a
result of this competition, coupled with low

barriers to entry, over 30 new firms

emerged in the U.S. over the 1 966 to 1 972

period, many of them created through the

spin-off of skilled personnel from a single
company Fairchild.

From 1 955 to 1 975, the lifecycle of the
semiconductor industry in the U.S. fol¬

lowed a pattern common to many new
high-tech sectors. With few barriers to

entry or expansion, many of the small firms

that entered grew in size and market share

as they introduced new products and

processes. This growth process led to

considerable turnover in market ranking,
stimulated innovation and product devel¬
opment and led to cost reductions. Since

the mid-1 970s, however, barriers to entry
have increased because parts of the

industry have reached maturity and pro¬

ducts have become more complex and
costly to develop.

In order to close the technological gap,
to overcome disadvantages which were

viewed as arising from the strong mili¬
tary/space demand pull in the U.S. indus¬
try, and to provide time for their industries

to build up, several European countries and

Japan protected these industries with

trade and other barriers, which often com¬

pelled American firms to change their
strategies. Although some of these barriers

have since been eliminated (or modified),

they nevertheless helped determine the

present structure and geographical distri¬

bution of international production.

In Japan, American firms encountered

difficulties in setting up wholly owned

subsidiaries (this policy was changed at the
beginning of 1975) so, in lieu of direct

production there, most U.S. companies

resorted to the sale of technology and to

liberal licensing policies.

Fewer barriers existed in Europe than in

Japan, but American companies were con¬

cerned that a persistent EEC tariff, along

with procurement and other non-tariff bar¬

riers would slow their access to end-use

markets. And, as a result, they tended to

locate in European markets in some

cases encouraged by the government.

There were also, of course, good marketing

reasons in many cases for firms to locate in

Europe.

2. The term captive production (or consump¬
tion) refers to devices produced for internal

company use and not sold on the open market.

Some estimates indicate that captive produc¬

tion of integrated circuits is about 20 per cent

of worldwide production.
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THE TECHNOLOGY OF THE CHIP

Semiconductors consist of transistors and other active

components which can be designed to amplify, switch or

modulate an electric input signal in a circuit. These devices are

manufactured from materials which have semiconducting pro¬

perties - mainly silicon, but increasingly gallium arsenide. Three
categories of semiconductor devices can be distinguished:

discrete components (such as transistors, rectifiers and diodes),
integrated circuits and special-purpose components.

Semiconductors can also be classified according to the

technology used in their manufacture - bipolar or metal oxide

semiconductors or according to the scale of integration on a

chip i.e. the number of circuits or transistors on it (see Chart B).

The chip is a small piece of semiconducting material; it is the

reduction in the size of the chip and the increase in the number of
its circuits that has led to the use of the term microelectron¬

ics.

Integrated circuits are the largest and fastest growing product

group in the semiconductor industry. The first integrated circuits

were marketed in 1962. Two main types can be identified

microprocessors and memories. A microprocessor is a circuit

which includes on a single chip all the functions contained in the

processing unit of a computer. Memories are circuits which store
information and are divided into "random-access" memories

(RAMs) and "read-only" memories (ROMs). In RAMs, individual
locations (addresses) can be accessed in an arbitrary order. Their

capacity is measured in terms of binary digits (bits) of data
storage; the first 1 6-bit RAM was introduced in 1 966 and, since

then, the RAM bit density has quadrupled every two and a half to

three years. In 1 9 74, the first kilobit (IK or 1,024 bits) RAM was

introduced and now, 10 years later, the industry is already

producing 256K RAMs in commercial quantities. The next stage
is the one megabit RAM, which is considered a commercial

possibility for the near future.

Read-only memories (ROMs) are memories whose contents

can be read but not modified. They are mainly used for storing

so-called firmware, which is written on ROM only once during

manufacture and retained permanently. New variations are now

entering the market, such as erasable and electrically erasable,

reprogrammable ROM circuits (E-PROMs and EE-PROMs)
leading to increased specialisation in this market.

Memories represented close to 30 per cent of U.S. semicon¬

ductor shipments in the U.S. in 1 983 but only 15 per cent of
Western European and 1 4 per cent of Japanese markets. This

reflects the weight of the American computer industry in

semiconductor usage; by 1987, memories are expected to

account for over a third of apparent semiconductor consumption

in the U.S. Microprocessors consititute 1 7 per cent of semicon¬

ductor shipments in the U.S. at present (compared to 12

per cent in Japan and 9 per cent in Western Europe).

Chart B depicts the evolution in the scale of integration of the

dynamic random access memory circuits (16K, 64K etc.) and
their minimum line width, illustrating the high rate of innovation

in the industry. Miniaturisation, which has led to an increasing

number of transistors being integrated on a single chip, began in

the early 1960s with small-scale integration (30 to 80
transistors per chip), large-scale integration in the early 1970s

(3,000 to 8,000 transistors) and very large-scale integration

(30,000 to 100,000 transistors) starting in the mid-1970s.

Now that the industry is entering the period of ultra

large-scale integration (approximately 1 million transistors per

chip) the question is often posed whether there is a limit to

progress in the industry. Laws of physics pose some funda¬

mental limits which may be approached in the early 1 990s but

are unlikely to be reached by that time. Rather, the intensity of

R and D, the level of funding and developments in the various

technologies influencing the semiconductor industry, augur well

for a continuation of the rapid pace of change which has

characterised this industry.

Japan

In contrast to the United States, Japan's

industry has always been based on the

large integrated electronic companies. The

major producers of semiconductors were

also the major consumers, both of their

own products and imports, and the major

exporters as well. The five main Japanese

producers (Fujitsu, Hitachi, Toshiba, Mitsu¬

bishi and NEC) were jointly involved in the

Very Large Scale Integrated (VLSI) project,

sponsored by the Ministry of International

Trade and Industry over the years 1 976 to

1979, and designed to bring domestic

product and process technology up to the
level of that in the United States. Even

before this programme came to fruition,

however, Japanese producers were accel¬

erating their rate of production and con¬

sumption and strengthening their exports,

particularly to the United States; in con¬

trast, import penetration of the Japanese

market has always been low, despite the

clear technological lead of the U.S. industry

in the early to mid-1970s.

The rapid growth of the Japanese

industry and its emergence as a major

contender for markets played an important

role in changing the structural characteris¬

tics of the world industry. Over the period

1970 to 1982, production of integrated

circuits in Japan grew at an annual rate of

25.6 per cent. In 1983, production

increased by 32 per cent over the previous

year, reaching $4.5 billion. Export growth
of integrated circuits to the United States

rose by 50 percent a year from 1975 to

1983 and even faster to the European

Community 71 per cent. The signifi¬

cant growth of Japanese production is
reflected in the fact that four of the world's

top ten integrated-circuit producers are

now Japanese.

Western Europe

In Europe too, the development of the

semiconductor industry has been based

mainly on large integrated companies (e.g.

Philips, Siemens), through joint ventures

with U.S. enterprises and the setting up of

production facilities in Europe by non Euro¬

pean (mainly U.S.) firms. Because of the
number of countries involved, it is difficult

to generalize as to why the European

semiconductor industry lagged behind that

of the U.S. and Japan, particularly in

integrated circuits. But unlike the American

industry, there was no influx of new

domestic entrants, partly because of the

limited availability of venture capital, partly

because of the close ties between govern¬

ment and industry, which made it difficult

for new firms to gain access to procure¬

ment markets and funding. Unlike Japan,

many of the larger integrated companies

also seem to have been unable to adjust

their production structures and strategies
to accommodate microelectronics.

The barriers facing Japanese and Euro¬

pean firms were different from those facing

United States' firms in the early stages of

the industry. European and Japanese com¬

panies were faced with the strong techno¬

logical lead and proven manufacturing

record of U.S. firms which had a significant

portion of the market share. At the time

when European and Japanese firms were

considering entering semiconductor pro¬

duction (in the early to mid-1960s) these

firms were also faced with the higher

barriers to entry which had begun to affect

the U.S. industry. However the product and

process technology transfers provided by
U.S. firms to non-U. S. manufacturers also
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played an important role in assisting the

entry of these firms and reduced their

R and D requirements.

The barriers which the semiconductor

industry began to face in the mid-1970s

included lack of adequate skilled man¬

power, production "teething" problems,

particularly as to yields, lack of a market

reputation and inadequate supplier-user

links. In addition, the increasing complexity

of the devices has meant that they need

more sophisticated (and expensive) capital

equipment and especially testing equip¬

ment. There has also been increasing pro¬
duct and price competition in the market.

This implied higher R and D costs, not only
because of miniaturisation and device com¬

plexity, but because, given the high rate of

innovation in the industry, a strong R and D

effort is required to remain competitive

whether by innovating or duplicating com¬

petitors' products.

Worldwide Integration

Three distinct phases of international

technology transfer in the semiconductor

industry can be identified:

The domination of the industry by Amer¬
ican firms which were involved in direct

investment overseas and some licensing

agreements.

The emergence of Japanese competition

and the increasing drive by European firms

to obtain technology.

The increasing internationalisation of the

industry through direct investment and

international cross-licensing between firms

at a similar technological level. (In earlier
years the pattern had been for firms with a

weak technological base to receive licenses

from technologically advanced firms).

Because of the extensive direct invest¬

ment on the part of U.S. firms in Western

Europe during the 1960s, a significant
share of European semiconductor produc¬
tion (50 per cent in 1 983), especially inte¬
grated circuits, are produced by U.S.-
owned installations. During the late
1960s, there was also a surge in direct
investment in assembly operations by U.S.
firms in developing countries, notably
South-east Asia; this investment, which

has slowed considerably since the mid-

1 970s, was in the main a response to the
need to reduce costs so as to meet the

competition.

A wave of direct investment by European
companies in the U.S. began in the mid-
to-late-1 970s and reached a peak in 1 977

as they bought up existing semiconductor

companies. Subsequently, there have been

very few such acquisitions, though there

have been major investment and expansion

programmes in the companies acquired.

Since the latter part of the 1970s,
Japanese semiconductor firms have ad¬

opted a strategy of investing directly in the

United States and, more recently, in
Europe. Three assembly facilities for inte¬

grated circuits were set up in the United

States between 1978 and 1981 (NEC,

Hitachi and Fujitsu). Mitsubishi followed in

1 983 while Toshiba has acquired a manu¬

facturing facility. In Europe during 1 980-
82, Japanese producers set up four manu¬

facturing or assembly plants: Hitachi and

Toshiba in Germany, Fujitsu in Ireland, and

NEC in the United Kingdom.

While a large proportion of the joint
ventures of the late 1970s and early 80s
were between U.S. companies, there was

also interweaving between American,

Japanese and European firms, partly to
gain access to markets but mainly to
develop new products. A common form of

inter-firm technology transfer has been

through "second sourcing", which allows

one firm to make an exact copy of another

firm's product. Second sourcing is useful,
especially for small firms whose innova¬

tions may be more acceptable if manufac¬

tured by large companies. It also allows

firms to keep up with the rapidly changing
technology without incurring large R and D
expenditures and can be used to set

standards by broadening markets for a
particular product. European firms have

concluded such agreements with U.S.

manufacturers so as to keep up with recent

technological developments and to offer

their customers a range of tested and tried
products.

One of the newer forms of inter-firm

technological agreement is the customer-
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supplier relationship in which a consumer of

electronic components offers to buy them

exclusively from a single company,

obtaining in return the right to produce that

firm's products; such agreements are often

necessary in order to share the high pro¬

duct-development costs of "systems-

dimension" components. The increased

use of customer-supplier agreements in

recent years reflects the realisation on the

part of larger firms that the independence

of innovative firms should be maintained;

this factor is particularly important in the

U.S. where firms producing integrated cir¬

cuits are not usually vertically integrated

and contrasts with earlier practice when
smaller firms involved in takeovers were

integrated into the purchasing firm's struc¬
ture.

Few intra-European technological co¬

operation agreements exist in the semicon¬

ductor industry. Because of the relative

technological backwardness of Europe in

semiconductors, it has seemed more log¬

ical to acquire technology through agree¬

ments with leaders in the sector, that is,

mainly with U.S. firms. The important

question is whether the agreements

between European firms and their U.S. or

Japanese partners will allow European

firms to remain or become serious compet¬

itors, given the rapid rate of innovation in

the industry. Such agreements are often a

stopgap. European industry still has a

relatively weak record in exploiting prom¬

ising innovations, particularly in standard

products, and in co-operating to increase
the effectiveness of research. The EEC's

ESPRIT programme and recent agreements

such as those between Philips and Siemens

will undoubtedly help to change European

attitudes in this regard. Both of these are

financed in part by government.

In spite of the increasing co-operation

among semiconductor-producing firms in

the OECD area, there is keen competition in
the field even between firms which co¬

operate. It is disquieting however that in

many cases agreements between firms

have proven necessary at the international
level to overcome obstacles to direct trade

or to reduce trade frictions. This reflects a

certain weakness in the international

trading system.

The Role of Public Support

Domestic government policies have

played a significant role in the evolution and
structure of the international semicon¬

ductor industry. First, there has been the

question of defence capacity. Second,
there is the core-technology approach. In

the latter case, the degree of government

involvement may depend on whether the

country already has a significant presence
in the industry or is trying to initiate or

maintain one. The differences in govern

ment-industry links which have evolved

reflect basic differences in the underlying

philosophy of countries.

The United States

While the U.S. Government contributed

greatly to the early development of the

American semiconductor industry through

its military and space programmes, direct

industrial policies have not been used, and

various administrations (especially during
the 1 970s) have been reluctant to respond

to pressures exerted by the industry,

whether on its domestic aspects or with

regard to increasing foreign import pene¬
tration.

An important contribution to technolog¬

ical progress in the industry has been the

Defence Department's Very-High-Speed

Integrated Circuit Program (VHSIC), a
five year project for Phase 1 . Although

conceived specifically for military pur¬

poses, it should also strengthen the tech¬

nological capability of private firms and

help the industry to maintain its lead in the

supply of complex electronic components.

The main goal of Phase 2 of this project,
scheduled to start in fiscal 1985 is to

achieve submicron features on circuits (see

Chart B) and to increase computational

throughput by a significant factor. (See

Table 3 for research expenditures.)

Japan

The Japanese Government has played a
more direct role than the United States

in promoting its indigenous electronic

components industry. Up to the end

GOVERNMENT R&D ASSISTANCE

Date Project
us$

million
Comments

Australia 1983-84 CSIRO Research1 0.6

Canada 1981 Gallium-Arsenide Devices 1.7

US 1978-84 VHSIC Phase 1 and 341.4

1978-82 non-VHSIC R&D2 200.5

1985-89 VHSIC Phase 2 340.3

Japan 1975-81 LSI ICs for computer, telecommuni¬
cations and microwave3

180.0

1976-79 VLSI4 121.2 Repayment required
1980-91 Optoelectronics 77.5 Consignment payment

(no refunding)
1982-90 Supercomputer 92.3

1982-89 New Function elements 100.4

EC 1983-84 Esprit Pilot Project5 11.4

1982-85 Microelectronics Programme 32.0 EC share

1984-89 Esprit 744.0 EC share

France 1982-86 2nd Components Plan 487.0

Germany 1974-78 BMFT Electronic Components6 157.0 R&D assistance to in¬

dustry and institutions
1981-82 BMFT Electronic Components 110.0

1981-84 VDI R&D7 0.9

1984-88 Submicron Technology 196.0

UK 1983-88 Advanced Information Technology
Programme

308.5

Finland 1982-85 C-MOS Progress Technology8 7.0 Funds for equipment
and salaries

Sweden 1980-85 National Board for Technical Devel¬

opment

47.3 Grants to technical

schools

Note : Data are not strictly comparable in that assistance can be in the form of loans or grants,

assistance may be directly to firms or to universities and technical institutions, some projects are

also part of larger programmes and include other elements which may be only of indirect relevance to
IC R&D (e.g. software, CAD, computer architecture). Levels of funding for projects after 1983 are
subject to change. Data are also incomplete in that details of all countries' R&D programmes are not
known.

1. CSIRO : Commonwealth Scientific and Industrial Research Organisation.

2. VHSIC : Very-High-Speed-lntegrated-Circuits Program.
3. LSI : Large-Scale Integration.
4. VLSI : Very Large-Scale Integration.
5. ESPRIT : European Strategic Programme for Research and Development in Information

Technologies.

6. BMFT : German Ministry of Technology and Research.
7. VDI : Association of German Engineers' Technology Centre.

8. C-MOS : Complementary Metal-Oxide Semiconductors.
Source : OECD.
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B. SCALE OF INTEGRATION AND
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of 1 974, the domestic Japanese semicon¬

ductor market was protected by closing it

to foreign investment and through direct
trade measures. For over a decade, U.S.

producers had to enter indirectly through
technology licensing (also controlled by the
Government) and second-source agree¬

ments.

Following a series of modest pro¬

grammes in the 1 960s and early 1 970s, a
joint research activity was begun in 1975
by the leading Japanese computer pro¬
ducers under the guidance of the Ministry
of International Trade and Industry (MITI)

and in conjunction with Nippon Telegraph
and Telephone (NTT). Under this pro¬

gramme for very large scale integration
(VLSI), five companies provided re¬
searchers and funding. Government fi¬

nancing of the project is refundable when
technologies, developed and commercial¬
ised, become profitable.

The VLSI project focused the attention
of Japanese firms on the need to upgrade
their technical ability, to diversify out of

integrated circuits for consumer products
into integrated circuits for high-growth
sectors such as computers and telecom¬

munications and to upgrade process tech¬

nology. In fact, a significant portion of the
VLSI budget was spent on purchasing
advanced semiconductor manufacturing

and testing equipment from U.S. manufac

turers. As a result of the VLSI project,

Japanese firms registered around 1,000
patents. MITI has recently initiated three
more R and D schemes (see Table 3), all

with important emphasis on integrated
circuits.

Western Europe

As in Japan, individual European govern¬
ments have tended to use direct invest¬

ment, government procurement and
R and D assistance to foster the develop¬

ment of their semiconductor industries.

In the United Kingdom, the two main

policy initiatives were aimed at stimulating
the microelectronics producing industry

(the Microelectronics Industry Support Pro¬

gramme) and at encouraging the use of
microelectronics in industry and the devel¬

opment of new microelectronic-based pro¬
ducts (Microelectronics Application Pro¬

ject). A recent initiative in the U.K. is the
Advanced Information Technology Pro¬

gramme which, though wide ranging, will
have important implications for integrated-

circuit technology.

In Germany, the Ministry of Research
and Technology in 1 974 began a four-year

programme which was eventually ex¬
tended and became the Microelectronics

Programme in 1 981 . It aimed at strength¬
ening the country's position in semicon¬
ductor production by supporting R and D.
At the beginning of 1982, the Research
Ministry announced another programme to
assist the development of marketable pro¬

ducts incorporating microelectronics. A
recent initiative of the Research Ministry

focuses on developing submicron techno¬

logy for integrated circuits. Funding for
electronic component R and D has been

highly concentrated: for the period 1974-
1983 it has been estimated that Siemens

received about 25 to 30 per cent of the

funds, AEG-Telefunken 10 to 15 per cent

and Valvo (a subsidiary of Philips) 10

per cent.

France, like Japan, has taken a broad

approach in encouraging the integrated-
circuit industry, emphasizing its interlin-

kages with key segments of the electronics
industry as a whole. Assistance to the
semiconductor industry in France began
with the "Plan Calcul" (1967 to 1971)

which aimed at increasing self-sufficiency

in the computer industry. As in Japan and

Britain, integrated circuit technology was
viewed as a primary requirement for

achieving this goal. The main vehicle of the
plan was a firm created through a govern¬
ment-assisted merger which however
failed in 1977.

Increased recognition of the importance

of semiconductor technology, the increas¬

ingly large requirements of the PTT for its
rapidly developing telecommunications
system, and the weakness of the French
integrated circuit industry led the govern¬
ment to formulate a Components Plan in

1978. The plan's expenditure over five

years did not differ significantly from the
amounts spent in other major countries:

the emphasis however was different in that

a large part of the funds were allocated to
setting up production facilities. A second
Components Plan was adopted in 1 982 for
a four year period.

In 1981 the new government trans¬

ferred to state ownership the major French-

owned semiconductor producers: CGE,

Matra, Saint-Gobain and Thomson-Brandt,

and production was concentrated on fewer
"poles", in line with the French policy of
emphasizing scale economies and central¬
ised production structures. Thomson was

the main beneficiary.

The European Community has recently

taken an important step to fill the gaps left

by national programmes and to ensure
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better co-ordination and information flows

between Member states as well as to try to
develop a "European" programme to
increase the industry's innovation and

competitiveness. This programme, aimed

at precompetitive research, is designated
the European Strategic Programme for
Research and Development in Information

Technologies (ESPRIT). Its objective is to
provide European industry with the techno¬

logy base it needs to become competitive
with the U.S. and Japan within the next
decade and to promote increased co¬

operation in research and development
among electronic companies in Common

Market countries and between companies,
universities and research laboratories. The

emphasis of research will be on high-speed
and very large-scale integrated circuits.

All major OECD governments consider

semiconductor technology as a strategic
key to the growth, development and mod¬

ernisation of their economies. Most gov¬
ernments believe that the importance of

microelectronic technology cannot be
divorced from the ability to produce inte¬
grated circuit devices and to be able to

contribute to product and process innova¬

tion in the industry. The avoidance of

technological overdependence as a goal
often leads governments to view interven¬

tion as unavoidable, particularly when
countries are not at the "leading edge" of
the industry but need to catch up. Thus the

basic issue for governments in determining
the most appropriate means of support
should be to find the most effective means

of achieving objectives while limiting the
international spillover effects. But this issue

is in fact often neglected by governments
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Philips of the Netherlands and Germany's Siemens, backed by their governments, have joined in the
development of advanced superchips. Above: Siemens' Very Large Scale Integration Centre in
Villach, Austria

when drawing up programme initiatives. It
needs to be recognized that it is difficult to

contain spillover in a sector such as

microelectronics which relies on volume

production and product specialisation
and therefore on export trade.

The semiconductor industry is currently
dominated by differing concerns in the
three OECD regions involved. While the
United States is now concerned at the

prospect of losing its technological lead,
faced with the Japanese thrust, the Euro¬

peans are waking up to the dangers of
technological domination by both the U.S.
and Japanese industries. Whatever the

support strategies pursued, whether public

procurement, R and D or investment assis¬

tance, governments need to avoid compet¬
itive increases in intervention to match that

of other countries.

It may be that, over time, international

frictions in the semiconductor industry will
be muted by the increasing degree of
international co-operation and the ties
between firms in different countries. This

greater internationalisation of the industry
may tend to diminish the importance given
by governments to domestic ownership
and overdependence and to place greater
emphasis on ensuring that the domestic
climate is conducive to the continued

growth of the microelectronics industry.

THE SPECIAL CASE OF RANDOM ACCESS MEMORIES I
The product area in which Japanese producers have increased

their share of the U.S. market most markedly in the last few
years is random access memories (RAMs), especially dynamic
RAMs (DRAMs). U. S. producers became alarmed not only at the
level of imports of Japanese 64K DRAMs into the American

market but also at their price. Some American producers assume
that, since Japanese companies have achieved dominance in

64K RAMs, they will exercise even greater control over the
256K RAM market which started to be produced in commercial
quantities this year.

Japan 's sales of 64K RAMs outnumbered U. S. shipments two
to one from the outset, in 1 979, and their relative share peaked
in 1 981 when they were nearly three times greater than those of
U.S. producers (9.3 million units as against 3.5 million units).
Additional American manufacturers entered the market in 1 982,
though, and the gap closed, with the U.S. shipping 34 million
units to Japan's 62 million. (However, if U.S. captive production
is included, total output was nearer 50 million units in 1982.)
After meeting only 33 per cent of domestic demand in 1981,
American-owned firms accounted for 50 percent of the U.S.
market for 64K RAMs by 1 982. Partly to diffuse US-Japan trade
imbalance problems, an increasing number of Japanese manu

facturers are establishing plants in the U.S. and will produce 64K
RAMs locally.

A particular concern of the American industry has been the
drop in unit price of64K RAMs. In 1 980, industry analysts were
expecting prices to settle at around $50, whereas they actually
plummeted to $10 in 1981 -82. By mid- 1982, prices had
stabilised at around $5.50 to $7 per device but then slipped
further to only $3. 50 to $5 at the end of 1 982. The fall in price
squeezed, if not entirely eliminated, the profit margins of
American producers.

The pricing policy of Japanese firms designed to gain market
share was often cited as the main reason for low prices; it
should, however, be noted that prices in the Japanese market
were significantly below U. S. market prices. Falling prices per se
were not the problem for U.S. producers but rather the rate at

which they were falling. Whereas, it has become fairly normal in
the industry, when new products are introduced and prices are
high, for firms to reap profits before the product becomes a
standardized component, in the case of 64K RAMs this did not

occur. Furthermore the rapid decline in the price of 64K RAMs

meant that the price of competing products, mainly 1 6K RAMs,
fell too.
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Competition in
the Professions

Professions such as medicine, law

and architecture have usually been

subject to a mixture of government

regulation and self-administered codes of
conduct. These rules and regulations con¬

trol key aspects of professional activity,

such as the entry of new members, adver¬

tising, fee scales and institutional struc¬
ture, so that, for the most part, these

aspects of professions are not subject to

the free play of market forces.

However, while these practices may

restrict competition, they have generally

been justified by professionals as neces¬

sary to promote and preserve the quality
and integrity of professional services. Prac¬
tices which in other economic sectors

would have been an infringement of com¬

petition laws have been permitted in the
professions because they have been con¬
sidered to be of benefit to the public and, in

particular, to protect consumers against
unqualified practitioners. Nevertheless, the
authorities responsible for the administra¬

tion of competition law in many OECD
countries have taken steps or have con¬

sidered doing so - to rescind or modify
some of the regulations that govern profes¬
sional practice, on the grounds that they
are excessively restrictive and serve the
interests of the professions rather than

those of the public. These practices are

In many OECD countries,

the age-old traditions and
privileges of the professions

are being challenged in a bid
to eliminate restrictive practices

and to ensure

better value for money

for the consumer.

There is a growing feeling

that the principles and

regulations governing the
practice of the professions

conflict with policies aimed

at promoting competitive
markets.

deemed to have contributed to the escal¬

ating costs of professional services and to
have prevented consumers from having a
sufficiently broad choice of price and
quality of the services they desire.
Although the OECD has focused its atten¬
tion on three key professions medicine,
law and architecture many of the con¬

cerns it has raised apply to other occupa¬

tional activities classed as professions (see
inset below).1

Government Regulations

Restrictive practices have been per¬

mitted either through laws and regulations

or through rules issued by professional
associations (whether private or public)
acting on behalf of the authorities. They
are, in other words, authorised directly or

indirectly by governments, which are
assumed to act in the best interests of their

public. In general, government agencies act
to register and license professional practi¬
tioners, while professional bodies them¬

selves regulate the conduct of their mem¬

bers through rules or codes of conduct

dealing with such areas as fees and the
right to advertise.

Although in most countries the profes¬
sions are generally considered to be cov¬

ered by existing competition laws, there
are numerous exemptions. The rules of

professional associations for example, are
often not subject to the law unless they
exceed their mandate or grant of authority

from the government. In Germany, for
instance, a Chamber of Architects was

found guilty of violating the cartel laws by
encouraging its members not to charge

prices lower than the maximum permitted
in the statutory scale of fees.

7. Competition Policy and the Professions,
OECD, to be published shortly.

WHAT IS

A PROFESSION?

There is general agreement in OECD
countries about the nature of those

occupations that can be classified as
professions. They are characterised by
the provision of intellectual or special¬
ised skills on a personal, direct, basis

and practitioners must have undergone
extensive preparatory training. Mem¬

bers of professions normally belong to
associations which lay down codes of

practice and oversee the conduct of their
members' affairs. The exercise of pro¬

fessional activities is also normally sub¬

ject to government regulations under

pinning the self-regulatory supervision
of professional bodies.

In most countries, the professions are

largely in the private sector, with practi¬
tioners operating either on their own or
in partnerships rather than in corporate
entitites. In some countries, though,

medical services in particular are pro¬

vided by the public sector.

The number and range of activities

categorised as professions vary signifi¬
cantly from one country to another.
France, for instance, classes over 100
occupations as professions. However,
there is a certain measure of common

ground, with almost all countries
including doctors, dentists, lawyers,
architects, engineers, accountants and

veterinarians in their definition ofprofes¬

sions.

The professions are nevertheless by
no means a homogeneous group, each

one having its own particular character¬
istics. The OECD's examination of res¬

trictive practices in the professions has
concentrated on medicine, the law and

architecture, the first two being activi¬

ties subject to considerable government
and independent regulation where there

is growing public debate about the cost
and efficiency of the services provided,
while the third - architecture - presents

certain contrasts to the other two in

terms of its regulatory system and

practices.
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In the United States, individual profes¬
sionals and professional bodies are subject
to competition law except to the extent

that restrictive practices are authorised by
state or local government policies, and only
then if such practices are actively super¬
vised by the state. However, this so-called

"state action" exemption offers only very
limited immunity, as has been held in a

series of recent cases concerning lawyers'
rights to advertise and establish minimum-
fee schedules.

In the United Kingdom, the professions

are exempt from restrictive practices legis¬
lation but not from the law on monopolies.
The Monopolies Commission has indeed

investigated a number of aspects of profes¬
sional practice in the past decade, espe¬
cially restrictions on advertising in several
professions. It concluded that almost all of

the practices referred to it operated against
the public interest, the only exception being
rules against advertising by barristers. A

1 983 report by the Office of Fair Trading on
the monopoly enjoyed by opticians and

doctors in the provision of eyeglasses
similarly concluded that rules banning
advertising had led to higher prices and
lower efficiency and that the market should

be opened up to non-registered suppliers,
subject to certain safeguards, to promote
competition. A bill to this effect has since

been introduced into the British Parlia¬

ment.

The Japanese government too has
examined the practices of a number of

professions, which are generally subject to
the Antimonopoly Act. The main target has
been the medical profession, and the Fair
Trade Commission has introduced "Anti-

monopoly Act Guidelines for the Activities

of Doctors' Associations". In France it is

the legal profession that has encountered

problems with the Competition Commis¬
sion, which has ruled that the Bar Council

was restricting competition between law¬

yers by recommending average and min¬
imum fees.

Entry Requirements

Entry requirements are a common re¬

striction in the professions. Although
designed to maintain an appropriate level

of competence, they also serve, directly or
indirectly, to limit the number of practition¬
ers. In most professions, candidates are

not only required to have attained a min¬

imum educational standard but must then

complete a period of intensive training and
pass a series of examinations to obtain a

license to practise.

Several reasons are advanced for re¬

stricting entry in this way. It ensures that

professional services are of a high stan¬
dard, which is especially important to the

extent that consumers find it difficult to

judge the quality of services and where the

critical nature of the services makes it

imperative to maintain standards and pre¬
serve public confidence. On the other hand,
by limiting the number of professionals,
especially if unfairly administered, restric¬

tive entry, barriers can be used to limit

competition excessively. By controlling
entry, practitioners may exercise market

power to set high prices and earn monopoly
profits.

Even so, entry barriers into the profes¬
sions have only recently come under scru¬
tiny by competition authorities. In some

countries, the authorities have sought to
establish whether the licensing process
effectively guarantees the competence of
new practitioners or whether it is a device

for unfairly limiting the number of entrants

to professions. Where entry is controlled
by confining the right to practice to those

who have a licence, it is important to
determine whether all those who success¬

fully complete the required training can
obtain a licence or whether the number of

licences is limited. Another important ele¬
ment is whether the setting of admission
standards and the granting of licences are
the responsibility of members of the pro¬
fession or of government agencies.

In medicine, admission is extensively
regulated. In almost all countries, candi¬

dates must undertake a long and intensive
training, pass examinations and obtain the

necessary qualifications. Several years of
classroom education are often followed by
a period of supervised training and practice.
In all Member countries, it is illegal to
practice most forms of medicine without a

licence. Moreover, the number of new

entrants is often controlled by quotas or
may be limited by the availability of places
in teaching hospitals and medical schools.

In some countries, the number of practi¬
tioners in a given geographic area is res¬

tricted and access to available places is
controlled by professional bodies. In the

United States, physicians are licensed by
individual states, although reciprocity
arrangements exist between many of
them.

Typically, a medical licence authorises

all forms of practice, even though doctors
tend to specialise in one area. In the United

States, though, there are 23 specialty
boards whose function is to provide cred¬
entials, certify physicians in specific fields
and administer examinations. At the same

time, there are some medical services

which can be performed by competent
people who are not licensed physicians,
and such activities are carefully regu¬
lated.

Studies in the United States have shown

that entry restrictions do tend to result in

higher fees and reveal, in particular, that

salaries are considerably greater in those
states where medical licensing boards are

appointed by members of the profession

than in those where they are appointed by
the government.

Access to the legal profession also

depends on obtaining a recognised degree
and securing a licence to practise in most
OECD countries. A period of practical
experience is frequently necessary be¬
tween the completion of formal training
and the acquisition of a licence. The avail¬

ability of places at law school acts as a limit

on the number of entrants to the profession
in many countries, as does the authority of
professional bodies to set pass standards

for examinations. The geographical area in
which a lawyer may practise is also circum¬
scribed in many countries; in the United

States, for example, similar licensing requi¬
rements exist for lawyers as for physicians,
and attorneys have to obtain a licence in

each state in which they wish to prac¬
tise.

Like doctors and lawyers, architects in
most countries must complete an extensive

training and then obtain a licence to prac¬
tise. But in most respects, entry restric¬
tions are less severe in this profession and,

in most countries, architects do not enjoy a
monopoly in the supply of their services;
consumers can obtain similar services from

non-certified practitioners. Unlicensed per¬
sons are not, of course, entitled to call

themselves architects and must not mis¬

lead the public as to their credentials.

Architects are generally not required to be
members of a professional association.

One significant respect in which licensing
procedures act as a constraint on practi¬
tioners who are already qualified members

of the profession is the right to practise in
other countries. Lawyers and architects in

particular are increasingly engaged in busi¬
ness dealings and projects that cross

national boundaries, but entry conditions
may not allow for foreign professionals

licensed in other countries to practise, even
on a temporary basis, let alone for them to

obtain licenses to operate full-time. Such

entry restrictions may form part of govern¬
mental immigration policies or be designed
to protect domestic practitioners from for¬

eign competition. They may also restrict
the flow of trade and services.

Although it is generally recognised that
citizenship perse is not an objective mea¬
surement of competence and should not be

a criterion for admission to professional
practice, foreign professionals are often

restricted in their freedom to practise in

other countries. In most cases, foreign
professionals are required to pass the
examinations and acquire a licence in each

country in which they want to practice.
Among EEC countries, these barriers have

been reduced to some extent; a series of
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directives has enhanced the freedom of

movement for professionals between

Member countries, especially in the case of

doctors, dentists and veterinarians who

have been accorded the right of establish¬

ment, together with recognition of qualifi¬
cations obtained in their home country, in
all other member countries of the Commu¬

nity. Measures have also been taken to
liberalise procedures to allow lawyers to

practise on a temporary basis in other EEC
countries.

Public versus Private Services

In some professions, public employees

and private practitioners may compete

with each other in the provision of services.

This is especially true in medicine, where

the public sector provides the bulk of

services in most countries. On the whole,

however, it appears that there is little

effective competition between the public

and private sectors, and the availability of

alternative services does not give rise to

any particular problems.

The problem does not really arise in the

law, although in a few countries there is

some competition between private attor¬

neys and public legal aid offices which

provide counselling to low-income con¬

sumers. This is particularly true of Ger¬

many, where competition between the

private and public sectors characterises not

only these two professions but also archi¬
tecture.

In France, public provision of architec¬

tural services is very limited, although an

increasing number of architects now work

for the government or local authorities, and

new laws were passed in 1 981 to spell out

the conditions under which they may work

on private projects.

Restrictions on Advertising

In contrast to other sectors of national

economies, the professions in most coun¬

tries have traditionally been subject to tight

restrictions on the extent to which they can
advertise their services. These strictures

are greatest as regards doctors and

lawyers and are less limiting in the case of

architects. Advertising restrictions have

been justified as necessary both to pre¬

serve the dignity of the profession and to

ensure that consumers choose professional

services on the basis of quality rather than
cost.

The authorities have begun to challenge
these time-honoured assumptions in sev¬
eral OECD countries, and moves have been

made to relax restrictions on advertising.

Market research suggests that consumers
currently lack sufficient information about

the availability and cost of professional

services. When it comes to legal services,

for instance, the most common consumer

complaint appears to concern overcharg¬

ing. In some countries, lawyers are now

allowed to advertise not only their avail¬

ability and the services they offer but also
their fees. Many OECD countries now

permit medical practioners to advertise

their availability while, for architects, the

situation varies widely from country to

country, some allowing considerable
freedom to advertise, others imposing

almost total bans.

Fees

The fees charged for professional ser¬

vices are not usually fixed by individual

practitioners but are laid down for each

profession as a whole, either by a govern¬

ment agency (as in the case of medicine) or
by professional bodies (for lawyers and
architects). As the cost of professional

services has risen, though, collective fee-

setting practices have been questioned by

competition authorities. The justification

for continuing to maintain collective fee

scales in the professions is being re¬

examined in the light of the fact that

collective price fixing is now strictly prohi¬
bited in most other economic activities.

Competition authorities contend that man¬

datory fee scales result in higher prices and

preserve inefficient service providers.

In the medical profession, the use of fee

scales is complicated by the fact that, in

most countries, medical services are gen¬

erally reimbursed under public or private

health-insurance schemes. This may result

in dual fee scales, one for insured and

another for uninsured services. In some

countries, private practitioners may set
their own fees. The use of fee schedules

has been challenged in a few countries. In

Denmark, for example, officials have
endeavoured to secure a reduction in fees

and an end of minimum fee schedules.

Governments are, on the whole, less

involved in the setting of lawyers' fees

which are normally laid down by profes¬

sional associations. Contingency fees (de¬
pendent on the outcome of the case) are

not common and are banned altogether in

some countries. One country in which the

government is directly involved is Ger¬

many, where legal fees are regulated by

law. In the United Kingdom, on the other

hand, no fee scales are published, even by

professional bodies, but individuals dis¬

satisfied with their lawyers' charges can

obtain an independent assessment by
court officers of what is fair and reason¬

able. In France, where fee scales are

considered to be subject to competition

law, the Competition Commission has

recently contested the minimum fee
recommendations of the Paris Bar Council.

And in the United States, the use of fee

schedules by American attorneys has been

severely limited by a number of recent
court decisions.

Percentage fees are widely used in the

payment of architectural services, though

in many countries professional bodies draw

up fee scales. The authorities in some

countries, such as Germany and Japan,

have taken steps to prevent architects from

establishing fee scales, however, while in

the United Kingdom, the Monopolies and

Mergers Commission concluded that the

ad valorem scale issued by the Royal Insti¬

tute of British Architects operated against

the public interest: it reduced incentives to

minimise costs, resulted in higher fees than

would otherwise occur, and meant that

fees often bore little relation to costs.

Business Structure

In most countries, professional practi¬

tioners are required to operate individually

or in partnership with other professionals

and have traditionally been prevented from

forming corporations. They have also been

prohibited from practising in association

with unlicensed practitioners. In some

countries, though, notably the United

States, these restrictions have been

relaxed on the grounds that they constitute

a potential restraint on the creation of new,

and possibly more cost-efficient, modes of

operation for professional practice.

Regulations vary considerably from one

country to another. In Japan, for instance,

attorneys are only permitted to work from

one office, but doctors are allowed to form

corporations. In Europe, professionals are

generally allowed to form partnerships but

are not permitted to establish companies

(although this restriction does not apply to

doctors and architects in Norway and

Finland).

Assessment

There are strong reasons to extend the

principles of free competition to the market

for professional services. However, in the

application of competition policy to these

sectors and the elimination of overly re¬

strictive practices, care must be taken to

preserve the quality and integrity of profes¬

sional services. Regulatory policies must be

tailored to the requirements of each profes¬
sion and must take account of all relevant

interests.

Whatever the benefits of qualitative

entry restrictions, they should not be
abused in order to limit the number of

professional practitioners so as to promote

the economic interests of the professions

at the expense of the public. Entry require¬

ments should be based on objective criteria

relating to the qualifications of the appli-
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cant to avoid the possibility of their being
applied in an unfair, subjective or discrimi¬

natory manner.

The market for professional services

could also be opened up by limiting the
monopoly of qualified practitioners so as to

permit simple and routine services to be

provided by competent para-professionals.

One way would be for fully qualified
entrants to be licensed by the relevant
professional body but for others to be

permitted to provide those professional

services without using the title. This could

expose certified practitioners to competi¬

tion, as is the case in architecture in many

countries at the moment. Another ap¬
proach might be for the skills or functions

that are reserved to licensed practitioners

to be more narrowly defined to enable

para-professionals to provide cheaper
alternative services of a routine nature.

Steps have been taken in this direction by a
number of countries recently, resulting in a
growing use of medical assistants and

para-legals.

Easing advertising restrictions could also

have positive effects by stimulating com¬

petition. Existing legislation prohibiting
deceptive or misleading advertising already
authorises governments to monitor the

accuracy of advertising and to prosecute

offenders. In those countries where profes¬
sionals have been allowed to advertise

their availability and fees, consumer access

to services has been improved, fees have

been reduced, efficiency has been en¬

hanced and entry by new professionals has
been facilitated. The less well-informed

members of the general public stand to

benefit considerably from the advertising of
professional services, especially in the legal
field.

Some countries have also taken action

against collective fee scales on the basis

that there is no reason to distinguish
price-setting mechanisms in the profes¬
sions from those in other sectors where

collective price fixing is prohibited under

competition laws. To the extent that fee

scales continue to be used, it seems

preferable for government agencies to

authorise and supervise them to protect
the public interest. Increased price com¬
petition in law and architecture could have

a positive impact on efficiency and innova¬

tion as well as keep costs down. In

medicine, though, fee scales are often

useful for facilitating the operation of reim¬

bursement of medical services under public
or private insurance plans.

Finally, efficiency may also be improved

by relaxing the restrictions on the type of
business structure that may be adopted by
professional practitioners. More innovative

operating structures could be particularly
suitable for the provision of routine, stan¬

dardised services at low cost.

Financial Innovation

and Monetary Policy
by T.R.G. Bingham 1

Major changes in economic and financial conditions have substantially
altered the formulation and implementation of monetary policy in OECD
Member countries. One of the most significant changes has been the
"marketisation" of banking. Two or three decades ago, the impact on
bank interest rates of shifts in the demand for and supply of money and
credit on bank interest rates was much weaker than it is today. In many
cases the financial markets that couldprovide a touchstone for the pricing
of bank credit and bank deposits simply did not exist or, if they did, were
a mere shadow of what they are today. In the intervening decades,
financial markets have grown rapidly. This has not entailed a decline in the

role of banks in overall financial intermediation. But it has meant that they
perform their role on terms that are increasingly conditioned by events in
the financial marketplace.

The main reasons for the evolution of

banking in Member countries are
several:

The increase in inflation during the

1970s had a direct impact on banking
operations and the conduct of monetary
policy, which became increasingly geared
to restraining the increase in prices. It also

led to a decline in holdings of non-interest

bearing assets (currency) and long-term
fixed-rate financial contracts.

Slower and more volatile economic

growth in the 1970s was bound up with

changes in investment, saving and net
sectoral financial positions. Households

have tended to consolidate their position as

the main surplus sector. This surplus has
been needed to finance growing public-
sector deficits since 1 973, as government
financial positions have moved further and

further into the red. Governments' growing
reliance on foreign borrowings to finance
external deficits coincided with the devel¬

opment of international financial markets.

After the first oil crisis in 1973-74,

there were greater variations in the current

account balances of Member countries,

making for a corresponding increase in the
size of financial flows to and from abroad.

This was in part a reflection of the pivotal
role played by the commercial banks in

recycling the revenues of the oil-producing
nations.

Technological change has contributed
to marketisation because it has been and

still is reducing transactions costs and the

cost of processing information about bank
customers.

The significance of regulation as a

cause of marketisation of banking varies
across countries. In some cases it has been

important because regulations that pro¬
vided little incentive for financial innovation

in the conditions prevailing in the 1960s

came to do so as the other forces gained

momentum. In other cases it played a less
important or even negligible role because

regulations were modified in step with the

evolution of the financial system or

because the authorities did not rely on
methods that restricted bank decisions

concerning the services they offered or the
prices they set.

Marketisation has altered the nature of

banking and, in the process, the transmis¬

sion of monetary policy. Instead of using
(excess) reserves simply to satisfy liquidity
needs, banks now often bid actively for
deposits and have become more integrated
with the rest of the financial system. Since

the Euromarkets are not subject to many
administrative controls and give free rein to

market forces, the process began at inter¬
national level. Growing competition both

amongst banks and between banks and

other financial institutions then encouraged
marketisation within national financial mar¬

kets. Competition has affected both tradi¬

tional banking services and new financial

facilities, and has increasingly centred on

7 . At present Adjoint Professor at the Bank of

Finland and OECD Consultant to the Expert
Group on Banking for which he has written a

report entitled Banking and Monetary Policy to
be published shortly.
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Fierce competition for deposits

interest rates rather than non-price factors,

as in the past. Another feature of market¬

isation has been substantial growth in the

share of foreign items in bank balance

sheets since 1960, as foreign items are

usually at market rates.

Although marketisation has altered fun¬

damentally the environment in which mon¬

etary policy is conducted, there are certain

natural limits to the process. Repayment of

financial contracts always takes place in
the future. Since the future cannot be

known with certainty, features such as risk,

asymmetric and imperfect information, and

the possibility of deceit or deception mean

that financial relations will never be gov¬

erned by price and price alone.

Transformation and

Money Creation

Banks differ from other financial institu¬

tions in the sense that they do not merely
intermediate finance but also transform it.

As a consequence of marketisation, one

type of transformation - the conversion of

n(&,~ l'Jt m 14/, **/>. r&.

short-term deposits into long-term credit
at fixed rates of interest has declined in

importance. Because banks' funding costs

(the interest they pay on deposits) are
much more volatile, they are now eager to

make adjustments in their lending terms.
This has involved an increase in the share of

short-term fixed-rate assets or the greater

use of variable-rate lending conventions.

What that means for monetary policy is

that actions affecting bank funding costs

are reflected more quickly in the price of

credit than in the supply.

This change is significant for monetary

policy because maturity transformation at
fixed rates of interest is an essential under¬

pinning of the traditional credit and mone¬

tary expansion process. When banks are

able to safely expect that their deposits will

not all be drawn simultaneously, they are

willing to extend longer-term credit, often

at fixed rates. In the process, they contri¬

bute to the creation of money and credit.

As active management of liabililties

becomes more widespread, banks can no

longer be so certain that deposits will

remain with them or that they can rely on

reserve holdings as their main source of

liquidity. This means that new definitions of

money and credit are needed, that the

value and stability of the money and credit

multiplier must be reassessed or that a

new, more articulated conception of bank

behaviour should be used in the analysis of

the money creation process.

The empirical evidence on how marketis¬

ation affects policy transmission through
interest rates is ambivalent. There are,

however, arguments that the marketisa¬

tion of banking means that interest rates

must now vary more than in the past to

achieve the same effect. When policy

transmission is not buttressed by short-

term availability arising from the structure

of bank portfolios or administrative restric¬

tion, large changes in interest rates may be

necessary because short-term elasticities

are generally felt to be lower than longer-
term ones. Moreover the rise in tax burdens

over the past few decades may make
ultimate borrowers and lenders less sensi¬

tive to high interest rates in countries in

which interest payments are deductible
from taxation.

On the other hand, the improved func¬

tioning of financial markets and the greater

use of variable rate techniques mean that

changes in interest rates are transmitted

more rapidly to a larger number of agents,

thus making reaction quicker. The greater

flexibility of exchange rates means that

changes in one financial price the interest

rate may more easily be reflected in

another the exchange rate, and in this

way affect economic activity. Finally, since

interest rate volatility increases the risk

borne by borrowers, banks may be hesitant
to extend further credit for reasons of

prudence. Risk-related availability effects

come to take the place of administratively

imposed credit ceilings, so that policy

actions are not transmitted solely by the

pure price impact of changes in interest
rates.

Marketisation has also influenced the

nature of the relationship between the twin

central bank goals of maintaining the sta¬

bility of the financial system and the

achievement of monetary policy goals.

Ultimately, goals are complementary be¬

cause financial stability facilitates the con¬

duct of macroeconomic monetary policy
and because the achievement of macro-

economic goals promote financial stability.
Nonetheless, under certain circumstances

a short-term tension can arise. Earlier it

arose in some countries because draconian

policy measures tended to reduce bank

profitability in the short run. This was

because the banks engaged in maturity
transformation at fixed interest rates or

because administrative controls were im¬

posed on bank interest rates or port¬
folios.
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Today the short run tension may arise

because banks have passed on the interest

rate risk to their customers. The high rates

needed to restrain activity can lead ulti¬

mate agents to renegotiate, to reschedule

or even to default. The problems of the

customers thus devolve upon the banks,

and the immunisation from risk that they

sought to achieve through variable rate

practices turns out to be ephemeral.

Assessing Policy Options

Government policy planning has under¬
gone some significant changes in recent

decades, to a large extent in response to

the changes in the financial environment

described above. Monetary policy has been
increasingly used to achieve domestic

goals such as price stability in larger

countries where exchange rate flexibility is

greater and financial markets are relatively
well developed. In smaller countries, mon¬

etary policy is still often used to achieve

external goals, though by adhering to the

exchange rate of a country following a

rigorous monetary policy, price stability
goals can be achieved.

Differences in weights attached to dif¬

ferent policy goals are predominantly of

short-term emphasis. In the longer run,
external and internal goals cannot be sep¬

arated. The growing integration and inter-

nationalisation of financial markets gener¬
ated a greater need to co-ordinate mone¬

tary policies with foreign exchange, fiscal

and other economic policies. Certain gen¬
eral trends can be identified in OECD

countries as a whole, especially to the

extent that interest rates are coming to be
treated more as policy instruments in the

short run while monetary aggregates are

increasingly used as intermediate targets.

The planning of monetary policy has also

evolved. Multi-stage planning procedures
have been adopted, and longer horizons are

used. The authorities are now less prone to
attempt to maintain close control over

intermediate indicators in the short-term.

While the use of monetary targets has

attracted considerable attention, this ap¬

proach is not that different from the tradi¬

tional one of monitoring a large number of

diagnostic indicators. Indeed, the differ¬

ence between the two approaches has

declined in the last few years as many of
the countries using targets have come to

use them somewhat more conditionally
than in the 1970s. One reason for the

greater conditionality has been financial

innovation, which has caused difficulties in

the definition and controllability of mone¬
tary aggretates in recent years.

Interest rates

The changes in attitude towards the role

of exchange rates and interest rates is one

of the most significant developments in

monetary policy in the OECD area. The

growing sophistication of the financial

system made it increasingly futile to use
administrative controls to maintain interest

rates at some predetermined level. It is true

that market-oriented methods could have

been used to keep interest rates low, but

this would have entailed rapid growth of
monetary and credit aggregates and thus

accommodated or even generated infla¬
tion. Attention therefore shifted to the

quantity rather than the cost of money, and
interest rates came to be viewed as an

instrument rather than an objective. This

tendency was encouraged by the growth in

public sector deficits which could not be

financed by printing money without jeopar¬
dising price stability.

Exchange rates

Exchange rates now play a pivotal role in

many countries as targets or constraints
and as a transmission channel. In the

United States, the exchange rate has not

been an objective of monetary policy since

the advent of floating rates in the 1970s.

Other OECD countries fall into two catego¬
ries. The first consists of those that are

willing to allow some movement in

exchange rates, but act in the short run as

though there were limits beyond which the
movements would become a matter of

great concern. These countries include

Japan, Germany, the United Kingdom,

Switzerland and Canada. The second group

consists of smaller countries, with highly

exposed economies, which regard it as

desirable to minimise currency variations

vis-à-vis their principal trading partners.

Interest rate flexibility seems to be more

easily tolerated in a greater range of

countries than variations in exchange rates.

When exchange rates move, the values of
all assets and liabilities denominated in

foreign currency, whether long-term or
short-term, are affected, while interest-

rate movements tend to have a greater

impact on the short end of the market.

Moreover, exchange-rate changes have a
wider and more differential impact than

interest-rate movements, affecting com¬
petitiveness, factor prices, the distribution
of wealth and income between the

domestic and foreign sectors and the rate

of inflation. Not only do large fluctuations in

exchange rates hamper adjustment in the

real domestic economy, but they are often

seen to boost inflation by racheting up

prices and inducing unsustainable swings in
the distribution of income.

Portfolio regulations

Portfolio regulations, including minimum

reserve requirements, are one of the oldest

monetary policy instruments, but their use

now seems to be on the decline. Virtually

all countries still have administrative provi¬

sions applying to bank portfolios, the most

common being requirements to hold min¬

imum reserves. By and large, there has been

a tendency to shift away rom require¬

ments permitting a broad range of assets

to be held towards ones satisfied solely by

claims on the central bank. In addition,

because of the greater scope for circum¬

vention afforded by the growth of financial
markets, the authorities have tended to

extend reserve requirements to an even

wider range of institutions and to reduce

the incentive to innovate by paying interest

on deposits or keeping reserve ratios at
moderate levels.

Credit ceilings

Credit ceilings are another device that

was earlier used by most OECD countries,

with the notable exception of Canada,

Germany and the United States. One

reason for its popularity is the variety of

ways in which it can be applied. In the early
1 980s, however, this instrument lost some

of its relevance as a result of marketisation

and the reduced demand for credit at

prevailing interest rates.

Central bank's role

Central bank credit facilities also serve a

number of purposes ranging from the
purely technical to the modulation of the

overall level of liquidity. Their relative

importance as a policy instrument has in no

way declined, for a number of reasons.

First, the marketisation of banking and
finance means that there is less of a

differential impact when the terms on

central bank credit to the banking system

are adjusted. Secondly, more rigorous

assets and liabilities management on the

part of the banks has meant that the "moral

costs" of discount borrowing from the

central bank is less onerous in many

countries. Thirdly, the shift to flexible

exchange rates has reduced the liquidity of

foreign currency assets. Since central

banks are no longer obliged to buy and sell
foreign exchange at given rates within a

narrow spread, banks need alternative

sources of liquidity.

Despite the development of financial

markets, there are only a few countries

where the central bank can control liquidity

mainly through operations in a secondary
market in domestic assets in which both

banks and non-bank institutions are active.

However, in a number of countries greater

control can now be exercised through the

primary market or through market-related

repurchase transactions. In some of the

smaller OECD countries, swap transactions

in the foreign exchange market have

become an important means of liquidity
control.
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Country Problems and Strategies

SWITZERLAND

Despite the general health aned

buoyancy of its economy, Switzer¬
land has had to deal with its share

of industrial adjustment problems. In the

past 1 0 or 20 years, a major restructuring

of the Swiss economy has taken place, as

the rapid development of new technologies

has forced industries to adapt and adjust.

Manufacturing industry's share of GDP has
shrunk more in Switzerland than in most

other European countries, although it

remains higher than in Europe as a whole,

and employment in industry has been in
continuous decline for the past 20 years.

On the other hand, the tertiary sector has

proved to be particularly dynamic, offset¬

ting the decline in manufacturing by its

impact not only on employment and

activity but also on foreign trade. While

Switzerland is more dependent than most

European countries on its manufacturing
sector, there has been a structural shift

towards the service sector, which has

occurred with little disruption since full

employment has been maintained. The

decline in manufacturing activity has been
absolute as well as relative, but it was

concentrated in the four years from 1973

to 1976, when Switzerland underwent a

very severe recession. During that period,

many foreign workers returned to their
native countries, and the labour force

contracted appreciably as a result, which

helped maintain full employment.

The performance of the Swiss economy

has facilitated the restructuring of its man¬

ufacturing industry, with inflation and

unemployment staying low and the current

account of the balance of payments sliding

into deficit only once since 1 966 (in 1 980),
despite a regularly negative trade balance.

The size and strength of the banking and
financial services sector has also been a

direct benefit to Swiss industry.

Switzerland's industrial development
centred on four sectors to start with:

textiles, which gave birth to the two

mainstays of Swiss manufacturing industry

today machinery and chemicals; watch¬

making; food processing, which was a

natural downstream evolution from Alpine

dairy farming; and hydroelectricity, which

gave Switzerland an indigenous source of

energy and gave rise to the development of

a powerful electrical engineering industry.

Generally speaking, the output of Swiss

industry doubled from 1960 to 1973 and

then stagnated between 1973 and 1980.

The fastest growth throughout the 20-year

period was recorded by the chemical indus¬

try, which was also the only sector to show

significant growth after 1973. While both

exports and imports of chemicals increased

more rapidly than output, the former

expanded more in absolute terms, creating

a large trade surplus. Other sectors to have

fared reasonably well since 1973 include

food and drink, tobacco, leather, rubber

and plastics. On the other hand, the per¬

formance of primary metals, non-metallic

minerals, printing and watches and clocks

has been particularly weak. Only in the
case of clocks and watches were trade

factors the main cause.

Switzerland has traditionally specialised

in industries with a high degree of technical

sophistication. R&D spending is among

the highest in the OECD area, accounting

for 2.3 per cent of GNP during the 1 970s.
The bulk of this R&D effort is devoted to

civil applications and 75 per cent is indus¬

try-financed. Today Switzerland is one of

the OECD's leading countries in high-tech

sectors. Nevertheless, the country seems

to be in a less strong position than 20 years

ago in terms of its take-up of advanced

technologies. In new industries like elec¬

tronics, computers, telecommunications

and aerospace, Switzerland is lagging far

behind other OECD countries and suffering

substantial deficits; yet these are the sec¬

tors where output and demand are growing

most rapidly. At the same time, though,
Switzerland has lost out in some sectors

where it has traditionally excelled; the

outstanding example is watchmaking,

where its share of world production

slumped from 40 per cent in 1 970 to only

1 5 per cent in 1981. Employment in

watchmaking has been cut by half in 10

years, from 76,400 in 1974 to 32,760

in 1 983. Not until 1 984, after 1 0 years of

steady decline, did the Swiss watch

industry shows signs of recovery; after a

major restructuring effort and with radically

different marketing policies and price and

product ranges (the Swatch and other

low-priced watches) it increased its

exports, by 3.7 per cent, in the first half
of 1984 for the first time since 1978.

Switzerland remains a world leader in

machine tools, but there is evidence to

suggest that this success is not due to

The Swatch has helped Switzerland's watch industry
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The Swiss economy emerged in mid-
1983 from the recessionary phase it
had entered two years earlier. It con¬

tinued to pick up in the second half
of 1983 and the first half of 1 984. For

1984 as a whole, real GDP growth
could be around 2.5 per cent against
0. 7 per cent in 1 983. The trade bal¬

ance worsened appreciably, but the
trend in services and transfers meant

that the current account still remained

substantially in surplus. The pick-up in
activity checked the decline in employ¬
ment only very gradually and served to

stabilise unemployment which is still

very low compared with the other

OECD countries. Last, the pace of price
rises slowed from 6 per cent year-
over-year in the first half of 1982 to

close to 2 per cent in the second half

of 1 983. In 1 984, prices are expected
to rise by some 3 per cent, with nominal

wages growing roughly commensu-

rately.

The short-term outturns of the Swiss

economy seem encouraging compared
to those of most other OECD countries.

There are grounds for thinking that,
in 1 985, activity could be as buoyant as
in 1984 (with GDP growth running at
around 2 to 2.5 per cent). This growth
is not expected to give rise to infla¬

tionary pressures. The surplus on cur¬
rent account could well amount to near

SF 8 billion in 1 984 and in 1 985. The

maintenance of Switzerland's broad

economic policy orientations an ac¬

commodating fiscal policy and prudent
monetary policy would serve to foster

this sort of balanced growth.

performance in the numerically controlled

machine-tool market. Although some

Swiss manufacturers were pioneers in the

development of this technology, many
firms were late in entering the market, and

30 per cent of the present-day producers

of numerically controlled machines have

been marketing these products since

before 1970. The industry has been held

back by the high cost and technical com¬

plexity of numerically controlled machines

and by the fact that export demand for

conventional products has remained high.

Few firms have specialized in producing the
computerised controls, and there has been

a shortage of suitable software. However,

there has been rapid diffusion and use of

this technology in Swiss industry, largely
because of a sharp growth in domestic

demand for this type of machine tool.

On the whole, it can be said that Swiss

industry has been relatively quick in

adopting technologies which rationalise

and improve production operations (such

as the introduction of photo-typesetting in

printing) but has been slower to respond to
"revolutionary" technologies (such as the
use of electronics in watches).

A large part of Swiss industry is in the
midst of a process of structural adjust¬
ment. The machinery industry, for

instance, is having to manage shifts in
export demand patterns and cope with the

internal problems arising from a modernis¬

ation of production methods. Where shop-
floor workers used to outnumber office

workers by 63 per cent to 37 per cent

in 1973, the ratio was down to 56.6 per

cent and 43.4 per cent respectively
by 1 983, and forecasts for 1 993 point to a
ratio almost the reverse of that in 1973.

Government traditionally plays only a
minor role in directing and assisting indus¬

try, but since 1978 it has introduced a

series of measures designed to facilitate

industry's adjustment to the new techno¬

logies. Some macroeconomic measures

were introduced, including monetary ac¬

tions (such as lowering the exchange rate),
fiscal incentives and programmes of public

procurement to support the hardest-hit

industries. In addition, "impulse" pro¬

grammes were set up, that is to say

measures to encourage research and

expand technical training in an effort to

counter the dearth of skilled manpower.

Moreover, Switzerland already has an

exceptionally comprehensive vocational

training system, and actions have also

been taken to give technically trained

youngsters complementary knowledge of

new technologies, such as computer
science.

YUGOSLA VIA

Swiss industry has tended to be diver¬

sified and specialised in high-value pro¬
ducts rather than in the mass production of

high-volume goods like steel or autonomo-

biles. Hence, structural problems have
been more limited and contained than if

entire industries had been hit at once. Thus

structural change has not had a major

impact on either the Swiss people or its
economic institutions, nor has it had a

significant effect on the contry's macro-
economic performance. The decline in

manufacturing has been offset by the
expansion of the service sector, especially
in the banking and financial field, which

have, in fact, made a substantial contribu¬

tion to the country's healthy balance-
of-payments surplus.

This analysis shows the need for Swit¬

zerland to reactivate its innovative capabil¬

ities. This is necessary if traditional indus¬

tries are to be revitalised and new growth

industries (software, telematics etc.) are to

be developed.

Over the past 30 years or so, the

Yugoslav economy has been trans¬

formed from a predominantly
agrarian one into a largely urban industrial

one. In the process, living standards and

the quality of life have improved substan¬

tially, but rigidities have become built into

the economic system, and large underlying
imbalances have emerged.

Yugoslavia's economic problems wor¬

sened in the second half of the 1970s,

leading to the adoption of restrictive poli¬
cies as from 1980. These were based

primarily on the limitation of domestic

demand growth and included stringent
import controls. They were successful in
turning round the current external account

from a large deficit in 1 979 ($31/2 billion) to
a small surplus in 1 983 ($250 million).

However, they failed to cure the most

serious endemic disease of the Yugoslav
economy - inflation; the rate of consumer

price increases, after a temporary pause
in 1 982, accelerated to 60 per cent

in 1 983, at a time when the average rate in
the OECD area fell to 5V4 per cent. While
unemployment (at 1 0 per cent of the non-

agricultural labour force) is a problem,

fighting inflation remains a top priority.

The main policy plank is the Long-Term
Programme of Economic Stabilisation,

drafted in 1 982 and adopted in 1 983, with

its associated medium-term and long-term
economic plans (for 1986-1990

and 1 986-2000 respectively). The first

aim of the stabilisation programme was to
correct the major short-run imbalances in

the economy, an objective planners hope to
attain in the three years to 1986. This

entailed revising downwards the ambitious

objectives of the 1981-1985 medium-

term plan. As well as bringing down
inflation and maintaining the improvement

in the external position, a key target is to
reduce the volume of external debt, which
doubled between 1978 and 1981 to over

$20 billion (more than a quarter of GNP). In
the second stage of the programme,
from 1986 to 1990, the aim is to restore

balanced and relatively fast economic

growth as the process of structural change
is completed. In the final phase, from 1 99 1

to 2000, some long-term objectives
should be attained, such as a significant

rise in living standards and energy self-
sufficiency.

These medium and long-term objectives
are dependent not only on the future

development of the world economy but

also on the elimination of domestic rigidi¬
ties in the institutional and economic pro¬
cess. This is an essential prerequisite for
more efficient resource allocation and sus-
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Trainees in Yugoslavia's textile industry

tained non-inflationary growth. There is a
risk, however, that in view of the deep-

rooted nature of some of the current

imbalances in the economy and far-

reaching reforms needed in the system of
economic management, the rate of struc¬

tural change may fall short of that required
to meet the targets in the stabilisation

programme.

The main problems lie in Yugoslavia's
decentralised economic structure, which

gives almost total autonomy to individual
republics and provinces in economic man¬

agement within the framework of the
federal planning process. In particular, bar¬
riers to the free and efficient operation of

market forces have been a serious problem.

Local autonomy has resulted in the frag¬
mentation of a market already limited to

23 million people into smaller segments;

this means that the productive structure

has not developed the appropriate degree

of specialisation among its individual units
that the smooth and efficient economic

functioning of a federal union presupposes,

with the result that costs are higher on
account of reduced economies of scale.

The tendency towards regional segmen¬
tation increased in the 1 970s, when trade

between regions declined while trade
within regions expanded. There are also
many examples of similar products being
exported to foreign countries by one region
and imported by another. The transfer of

responsibility for price fixing and controls
to local levels has also led to the prices of

most goods and services varying from one
republic to another and sometimes from

region to region within the same republic.
These variations partly reflect the com¬

peting attempts of regional governments to
redistribute national income in their favour

by bidding up prices under their control,
and that cannot but fuel inflation.

The structural distortion of the produc¬

tive structure is evident in both agriculture

and industry. On the agricultural front, the

country has a relatively strong resource

base, but primary production remains well

below its potential. As a result, domestic

needs are not always met and the surplus

generated for export is insufficient. One of
the root causes of this poor performance is

the emphasis laid on regional self-suffi¬

ciency, which has reduced cropping effi¬

ciency and distorted investment patterns.
Other contributory factors are the limita¬

tion on the size of land-holdings and

inappropriate pricing policies for certain

products.

In industry, serious structural weak¬

nesses persist. Exports are still a residual

consideration in many industries, with the

result that they are extremely diversified,

consisting of a large number of articles
supplied in small quantities. Instead of the

product of comparative advantage and

international specialisation, exports are

usually a spill-over from production for the
domestic market. The exceptions are ship¬

building, wood products and footwear,
where sales abroad constitute a significant

proportion of total output. Moreover,

existing capacity is generally insufficient in

energy and basic industries (such as elec¬
tricity production, coal, some non-ferrous
metals and building materials), but exces¬

sive in processing industries on the whole.

A recently built power station cannot

operate at full capacity because of a

shortage of coal. On the other hand,

Yugoslavia's oil refining capacity amounts

to over 30 million tons/year, while its
annual consumption of oil products does

not exceed 15 or 1 6 million tons. A large

ferro-nickel mine and smelter in Mace¬

donia, whose capacity was three to five
times domestic demand, was shut down

in 1984. There are 23 sugar-mills in the

country, all operating at 50 per cent or less

of capacity for want of sufficient supplies of
sugar beet. Slaughter-houses and meat

processing companies also operate at only

50 per cent of capacity.

Major structural changes in the compo¬

sition of industrial output will be needed in

the coming years if current bottlenecks are

to be alleviated (they have been intensified

in recent years by import restrictions) and if
the balance of payments is to be restruc¬

tured into a configuration that is sustain¬
able in the medium term. Substantial

investment is needed in sectors considered

of strategic importance to future develop¬
ment.

Increased competition and greater effi¬

ciency in industry will also be necessary to

reduce inflationary pressures. The govern¬

ment has set itself the target of cutting

inflation to an annual rate of 10 per cent

by 1990. With foreign competition weak
(since imports of final consumer goods

from convertible currency countries ac¬

count for only 6V2 per cent of total

imports), domestic competition needs to be
reinforced. Market forces should be

allowed to operate at a national level,
which implies that the system of competi¬

tive pricing by individual regional authori¬
ties should be terminated by handing back

responsibility for price regulation to the

federal government. Another measure

needed to improve the availability and
allocation of funds for investment is the

restoration of positive real interest rates

a development currently underway.

Following the recovery of economic

growth to an estimated 2 per cent in 1 984,
1 985 is expected to be a year of consoli¬

dation for the Yugoslav economy, in prepa¬
ration for the next phase of its long

adjustment process. But with prospects for

rapidly unwinding the existing inflationary
spiral not very promising, the fight against

inflation must retain utmost priority. The

inflation rate has hovered at around 55 per

cent since mid-1983, so inflationary

expectations persist. Given the interaction
between price and income determination,

exchange rate and interest rate policies and

the general impediments to the operation
of market forces, risks of continued high

inflation cannot be excluded. Inflation will

only be contained through more moderate

growth in nominal incomes and through
tackling structural imbalances at their
source. That will require - among other

things a reversal of the tendency towards

regional segmentation and efforts to pro¬
mote the free flow of capital, goods and

services within the national economy.
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A central aim of the OECD medium-

term strategy has been to spark off a
recovery of investment that would both

expand demand and increase supply,
thereby creating a recovery that has the
best chance of proving sustainable. The
economies of the OECD area are moving
into 1985 at a higher level of activity and
at a brisker pace than was generally
foreseen nine or even six months ago.

The overall prospects for output and
inflation now appear as good as, or better
than, at any time since the watershed
year of 1973. There is reason to hope that
most economies have emerged, or are
emerging, from the period of apparently
chronic stagflation. This widespread
improvement in economic performance
owes much to the measures which coun¬

tries have adopted in order to rein in
inflation, correct major imbalances, and
enhance the flexibility of their econom¬
ies.

Risks and Uncertainties

At the same time, some obvious prob¬
lems remain, and the next phase of the
strategy is hedged with uncertainties.
With the exceptions of the United States
and Japan, together with a few smaller
countries, high unemployment rates have
become entrenched, and show no sign of
falling. Even now, low inflation rates
cannot be taken for granted, while for
most countries actual stability of prices is
still a remote or uncertain prospect.
While the most likely evolution of
the U.S. economy is a favourable one, in
which moderate growth is combined with
continuing high levels of employment
and a further edging down of inflation,
there are possible elements of instability
which arise from the continuing large
current account and fiscal deficits. On

the international scene, the debt situa¬

tion continues to be a matter of concern,
while world trade remains subject to a
wide variety of interventionist measures,
many of which have strong distorting
effects. More immediately, there are
actual or potential problems of adjust¬
ment, arising in part from the marked
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1. GROWTH OF REAL GDP/GNP IN THE OECD AREA"
Percentage changes from previous period, seasonally adjusted at annual rates

From From previous
1982 Average

1972 previous half-year

in

total

to

1982
year 1984 1985 1986

1983 1984 1985 I II I // I

United States 40.3 2.2 3.7 63/4 3 8.3 33/4 VA 3 3

Japan 14.0 4.3 3.0 53/4 5 6.3 5'/4 5 Va 5 4'/?.

Germany 8.7 2.0 1.3 2'/2 23/4 1.7 4'/4 2 Vh ??A
France 7.1 2.7 0.7 1% 2 2.1 IK ?. 2'/4 7
United Kingdom 6.4 1.5 3.2 2 3 1.8 Vi 4'/4 3 23/4

Italy 4.6 2.6 -1.2 3 2'/2 3.4 Vh 2'/4 VA 2
Canada 3.8 2.8 3.3 4W VA 3.4 yh Vh VA 2

Total above countries 84.9 2.5 2.8 5 3'/4 5.8 yh 3 ya 3
Other OECD countries* 15.1 2.4 1.5 3 Vh 3.3 2% Vh 2 2

Total OECD 100.0 2.5 2.6 4% 3 5.4 Vh 3 3 23/4

Four major European coun
tries 26.7 2.2 1.2 2'/4 m 2.1 m ?,'/? Vh Vh

Total OECD less the United

States 59.7 2.8 1.8 3'/2 3V4 3.5 ya 3'/4 1 VA

Industrial production:
Major seven countries - 2.8 4.1 8'/2 4 8.1 6 3'/4 yn yh
Total OECD - 2.8 3.6 8 4 7.7 5 3/4 3'/4 VA yh

Other OECD Countries

1982

Share in

total

OECD

Average
1972-

1982

From previous
year

1983 1984 1985

Austria 0.9 2.6 2.1 VA 3

Belgium 1.1 2.2 0.4 VA Vh
Denmark 0.7 1.8 2.0 3 3A 2%
Finland 0.7 3.1 2.9 4'/4 AVi
Greece 0.5 3.1 0.3 2'/4 m

Iceland 0 3.4 -5.5 -Vh

Ireland 0.2 4.0 0.6 3 H Vh

Luxembourg 0 1.7 -1.3 Vt VU
Netherlands 1.8 1.9 0.4 Vh VA

Norway 0.7 4.0 3.2 3'/4 l'/4

Portugal 0.3 3.8 -0.1 -2'h 1

Spain 2.4 2.6 2.3 2'/4 Vh
Sweden 1.3 1.6 2.5 3'/4 2'/4
Switzerland 1.3 0.6 0.7 2'h Vh
Turkey 0.7 5.1 3.2 yh 5

Total smaller Euro

pean countries 12.8 2.4 1.6 Vh Vh

Australia 2.1 2.8 0.6 6'/4 Vh
New Zealand 0.3 1.6 3.8 Vh -Vi

Total of above coun

tries 15.1 2.4 1.5 3 Vh

OECD Europe 39.5 2.2 1.3 2'/4 Vh
EEC 31.2 2.2 1.1 Vh Vh

a) Aggregates were computed on the basis of 1982
GNP/GDP values expressed in 1982 US dollars.

b) Half-yearly data must he interpreted with care sincefor
eleven of these countries, amounting to over 50 per cent of the total
GDP of the smaller countries, half-yearly growth rates were
obtained by a purely mechanical interpolation.

divergences in the pace of economic
change as between different countries.

These problems are deep-rooted, and
none is likely to disappear quickly. They
raise challenges for policy, and provide a
focus for considering what the continued
adherence to a medium-term strategy
might imply in the period ahead.

The ingredients of the immediate
scene are:

Growth through 1984 is, at 43/4 per cent
(table 1), the fastest since 1976 but it is

unevenly spread, with Europe in partic¬
ular growing fairly modestly. With
domestic demand not expected to
strengthen outside the United States,
GNP growth is forecast to weaken
slightly in most OECD countries, from a
3!/2 per cent annual rate in the second
half of 1 984 to 3 per cent in the first half
of 1986 for the area as a whole.

The forces which have been shaping
the OECD area recovery over the past
1 8 months are expected on balance to
continue exerting a positive influence on



demand over the next 18 months, but
with different absolute and relative

strength. As signalled by the leading
indicators since the beginning of the
second quarter, a marked slowdown in
activity took place in the second half of
1984. U.S. real GNP growth could be
below 4 per cent at an annual rate in the
second half of 1984, and fall to around

2'/2 to 3 per cent rates thereafter.

Demand in other countries would be

adversely affected by this slowdown in
the US. Continuing high interest rates
and tight fiscal policies are also expected
to damp demand growth outside the
United States. Real income increases are

forecast to be modest, and household

savings ratios are expected to stabilise or
rise. As a result, private consumption is
projected to be unusually weak for this
stage of a recovery. Investment is
expected to rise faster than consump¬
tion,but nevertheless slower than in pre¬
vious recoveries. The rate of growth of
domestic demand is therefore expected to
stabilise around 2Vi per cent outside the
United States from mid- 1984. With the

contribution to growth from net exports
falling as United States import growth
slackens, real GNP growth elsewhere
may decelerate slightly, from a V/i per
cent rate in the first half of 1984 to

between 2% and 3 per cent rates by mid-
1986.

Inflation, at 5 per cent, is the lowest
since 1972 and, with international com¬

modity and oil markets weak, is likely to
be containable at this rate over the next

1 8 months for the large countries (ta¬
ble 2). A significant deceleration is
occurring in the smaller countries taken
as a group, and this may continue. But
there are important differences between
individual smaller countries, with infla¬
tion in four of them taken together likely
to be 20 per cent or above in 1986.

Employment

Employment has risen by 5 million,
but around 80 per cent of this has been in
the United States; and the same applies
to the 4 to 5 million net new jobs likely to
be created between now and mid- 1986.

The slow growth of output expected in
Europe implies that employment may
rise only slightly - three quarters of a
million net new jobs between 1983 and
mid- 1 986 - and unemployment rates are
expected to continue edging up, to reach
perhaps 1 1 3/4 per cent of the labour force
by mid- 1 986 (table 3). This would repre¬
sent nearly 20 million people, of whom
perhaps 9 million would be under
twenty-five years of age. The unemploy¬
ment rate for this age-group might then

be 25 per cent. Continuing wage moder¬
ation in the majority of countries should
work in the direction of improving the
conditions for employment growth, but
this is not projected to have a marked
effect within the period. The labour force
in Japan is expected to expand at rates of
1 to 1 Vi per cent per year as an increasing
proportion of women seek employment.
With productivity gains settling down to
a 3'/2 to 4 per cent rate, and GNP growth
averaging one to two percentage points
more than that, unemployment in Japan
is projected to stabilize at its present rate
of 2!/2 per cent, or 1 Vi million people.

The average rate of OECD unemploy¬
ment may be around 8V2 per cent in 1 985

and early 1986. On these projections the
number of unemployed persons would
reach 32 million in the first half of 1986

(20'/4 million in Europe), or 1 million
more than in the first half of 1984.

Fiscal and Monetary Policies

The most striking feature of the cur¬
rent fiscal policy climate remains the
continuing disparity between the expan¬
sionary fiscal stance of the United States
and the general move towards fiscal
restraint in the other OECD countries.

The overall fiscal stance for the OECD

area seems likely to be little changed
in 1985 from that in 1984, although the

2. PRIVATE CONSUMPTION DEFLATORS IN OECD AREA"

Percentage changes from previous period, seasonally adjusted at annual rates

Average
1972

to

1982

From

previous

From previous
half-year

year 1984 1985 1986

1983 1984 1985 I // I // I

United States

Japan
Germany
France

United Kingdom
Italy
Canada

Total of above countries

Other OECD countries''

7.6

8.1

5.2

10.7

13.7

17.2

9.5

8.3

10.0

3.7

1.6

2.9

9.4

5.1

14.9

5.8

4.5

10.0

yA

VA

Vh

VA

5

11

4V4

4

11

yh

VA

2

6>/2

5'/4

8'/4

4

4

9'/4

3.0

2.4

2.2

6.7

5.3

11.8

4.0

3.8

11.5

33/4

Vh

1 1/2

63/4

5

m

yh

4

10 Vi

VA

VA

Vh

6'/2

5'/2

8'/4

4'/4

4

9

3'/4

3

2

53/4

5

8

33/4

33/4

83/4

3

3

2»/4

5'/2

4'/2

73/4

3'/2

3'/2

9

Total OECD 8.6 5.3 5 43/4 5.0 5 5 4'/2 4'/2

Four major European coun¬
tries

Total OECD less the United

States

- 7.3

6.6

6

6'/4

ya

53/4

6.0

6.5

5'/4

53/4

5'/2

5%

5

5'/2

43/4

5'/2

Other OECD Countries6

Average
1972 1983 1984 1985

to 1982

Austria 6.5 3.1 53/4 4

Belgium' 7.6 6.9 6'/2 5

Denmark 10.6 6.7 6'/4 4'/2

Finland' 11.9 9.1 7 6'/4

Greece 17.1 20.2 18'/2 \VA

Iceland' 42.6 81.4 2916

Ireland 15.6 9.7 8'/2 7

Luxembourg 7.4 8.4 6V2 5'/2

Netherlands 7.2 2.9 y/t VA

Norway 9.4 8.6 6'/4 5J/4

Portugal 20.3 25.5 31 24

Spain' 16.5 12.3 11 13A

Sweden 10.4 10.3 VA 5%

Switzerland1 5.0 3.0 2Vt Vh

Turkey 39.9 29.9 50 35

Total smaller Euro

pean countries 10.0 10.2 IP/4 10

Australia 11.4 9.7 6% 4%

New Zealand' 13.9 5.1 8 9'/2

OECD Europe 9.8 8.3 8 7

EEC 9.6 7.3 6'/4 5'/2

a) Aggregates were computed on the basis of 1982 values
expressed in 1 982 US dollars.

b) Half-yearly data must be interpreted with care sincefor
eleven of these countries, amounting to over 50 per cent ofthe total
GDP of the smaller countries, half-yearly growth rates were
obtained by purely mechanical interpolations.

c) Consumer price index instead of national accounts
implicit private consumption deflator.

projected strengthening of economic
activity should lead to some modest
reduction in actual budget deficits from
the high levels still prevailing in most
countries.

The structural component of the
budget deficit is estimated to have
remained unchanged between 1979
and 1983 for the OECD area. This

implies that cyclical factors accounted
for the whole of the 2'/2 per cent increase
in actual deficits. For 1984 and 1985, the

structural component of the deficit is
projected to increase slightly, reflecting
expected expansionary changes of
1 3A per cent of GNP in the United States
over the two years, offset by a tendency
towards structural surplus of about 3/4 per
cent of GNP in the six other major
countries. These projections suggest a
continuation of the trend of the previous
five years and imply, from 1979 to 1985,
a move towards structural deficit of the

order VA per cent of GNP in the United
States, off-setting a move towards struc-
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3. UNEMPLOYMENT IN THE OECD AREA

National definitions

1984 1985 1986
1983 1984 1985

I // I // I

Unemployment rates
United States 9.6 Vh 1 1.1 71/4 IVi 7 1

Japan 2.6 23/4 2'/2 2.7 23/4 2Vi 2 V2 2Vi

Germany 8.2 Vh 81/4 8.2 V/l m VA 8 Va
France 8.2 9 Va 10'/2 9.0 93/4 10 V* 103/4 11

United Kingdom*2 11.5 l VA ll3/4 11.5 ll3/4 11 3/4 ll3/4 IP/4

Italy 9.7 10 10'/2 10.0 10'/4 10 V2 10'/2 10%
Canada 11.9 ivh 11 Vl 11.4 11 Vi 11 1/2 11 Vi nvi

Total of above countries 8.2 m IVi 7.5 IVi IVi IVi IVi

Other OECD countries 11.9 12'/2 123/4 12.3 121/2 123/4 123/4 13

OECD Europe 10.5 11 11 '/2 10.9 11 V* 11 Vi IU/2 ll3/4

Total OECD 9.0 V/l 8'/2 8.5 V/l V/2 8'/2 V/i

Unemployment levels
(millions)

North America 12.1 10 93/4 10.1 93/4 93/4 9Vi 9»/2

OECD Europe 17.9 19 193/4 18.7 19'/4 193/4 20 20 Va
Total OECD 32.4 3U/4 313/4 31.1 31'/4 313/4 313/4 32

Break in series from April 1 983: recorded rale reduced by 0. 6 point.

those for 1984, seem accommodating in
the light of the prospective slowdown in
the expansion of the economy. Other
OECD countries have, for a considerable
time, faced a dilemma in their short-run

conduct of monetary policy due to high
interest rates in the United States. The

fight against inflation had led to concern
in many countries about exchange rate
depreciation, and external considerations
might have entailed higher interest rates
than thought desirable given weak levels
of economic activity. Further reductions
in interest rates in the United States,
particularly if associated with a tendency
for the dollar to fall in an orderly and
gradual way would accordingly create
room for monetary relaxation in other
countries. Even if events in the United

States do not turn out in that way, there
may be scope for some easing of interest
rates, in the context of existing monetary
targets, in those OECD countries where
sound progress has been made in curbing
inflation. An exception is Japan, where
despite the virtual elimination of infla-

Other OECD Countries

1983 1984 1985

Australia 9.9 9'/4 8 3/4

Austria 4.1 4 !/4 4

Belgium 13.2 13'/4 13 %

Denmark 10.5 10'/4 9%

Finland 6.1 6 5'/2

Greece 7.2 7% 8

Iceland 1.1 l'/4

Ireland 14.1 153/4 16'/2

Luxembourg 3.2 l'/2 Vh
Netherlands 15.0 15% 15Î/2

New Zealand 6.4 6 Vh

Norway 3.3 3'/4 3

Portugal 10.8 11 Vi 12

Spain 17.8 20 21'/2

Sweden 3.4 3'/4 3'/4

Switzerland 0.9 1 Va

Turkey 15.8 16'/4 16!/2

Total of above 11.9 121/2 123/4

4. CURRENT BALANCES OF OECD COUNTRIES

$ billion; seasonally adjusted, at annual rates

tural surplus of the order of 2Va per cent
of GNP for the six other major coun¬
tries.

The major policy issues are: first, the
extent to which governments should con¬
tinue to pursue fiscal 'consolidation'
objectives now that actual budget defi¬
cits have started to decline; and, second,
the size of the general government sector,
in terms of the levels of public expendi¬
ture and taxation, at which any budget
balance should be achieved. Both issues

were particularly relevant for the U.S.,
which is somewhat atypical, having
reduced taxes in the face of growing
expenditure. For those countries fol¬
lowing policies of fiscal restraint, recent
experience provides examples of the two
alternative approaches: reducing the
budget deficit by cutting expenditure
(Germany and the United Kingdom) and

1982 1983 1984 1985

1983 1984 1985 1986

II I 11 I II I

United States

Canada

Japan
France

Germany
Italy
United Kingdom

Total of above

countries

Other OECD

countries

-9.2

2.2

6.9

-12.1

3.6

-5.5

9.1

-5.1

-22.5

-41.6

1.4

20.8

-4.4

4.1

0.8

4.4

-14.6

-10.2

-993A

1

32'/4

-Vt

Vh

-1

-Vh

-67

-3%

-130V2

<A

40

2

7'/2

-1%

-Va

-823/4

-3'/2

-58.1

-0.4

22.2

0.2

2.0

-0.1

4.2

-30.0

-8.3

-88.1

1.0

33.7

-1.7

1.2

0.7

0.6

-52.6

-2.8

-1 1 1 Va

1

31

1

3'/2

-2}h

-3'/2

-81

-4'/2

-124'/4

Va

37

2

6

-2'/4

-Va

-81 Vi

-4

-136'/2

'A

423/4

VA

83/4

-1

-Va

-84

-3

-143

-Vi

473/4

Vh

11

-Vi

-3/4

-83%

-33/4

Total OECD -27.5 -24.8 -70'/2 -86'/4 -38.3 -55.4 -85'/2 -85 Vi -87 -871/2

EEC -9.7 3.6 -1 m 3.2 0.6 -3 63/4 12'/2 14%

Other OECD Countries

1982 1983 1984 1985

Australia -8.1 -5.4 -m -9

Austria 0.7 0.2 0 0

Belgium-
Luxembourg -2.5 -0.6 -Vi 1

Denmark -2.2 -1.2 -VA -Vh

Finland -0.8 -1.0 -Vl -Vi

Greece -1.9 -1.9 -2 -2

Iceland -0.3 -0.1 0 0

Ireland -1.9 -1.1 -'A -%

Netherlands 3.6 3.6 AVi 5 'A

New Zealand -1.7 -1.2 -VA -l'/4

Norway 0.7 2.2 3 Vh

Portugal -3.2 -1.6 -Vi -y4

Spain -4.2 -2.8 V/i 2'/4
Sweden -3.6 -1.0 0 0
Switzerland 3.9 3.5 3'/2 3'/4

Turkey -1.2 -2.1 -2 -VA

Total -22.5 -10.2 -3% -Vh

increasing revenue more rapidly than
expenditure (Japan).

U.S. tentative monetary targets
for 1985, although marginally below

tion, concern about the effect of a weak

yen on protectionist pressures in major
trading partners constrains such freedom
of maniuvre.

International Monetary Developments

At this stage, assessment of the likely
medium-term sustainability of the pre¬
sent dollar is necessarily inconclusive.
Given, therefore, that the possibility of
substantial downward pressure on the
dollar cannot be excluded, it may be of
interest to review the broad magnitudes
of the likely effects of such a develop¬
ment on current balances, inflation and
activity.

To illustrate these, the OECD has

simulated the effects of a 20 per cent
depreciation of the U.S. and Canadian
dollars (an effective depreciation of
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For the area as a whole and over the next 1 8 months, inflation is likely to be containable at its present rate of 5 per cent - the lowest since 1972
there may be 32 million unemployed in the first half of 1 986 - one million more than two years earlier

but

about 1 7 per cent for the United States
and some 7 per cent for Canada) taking
place in the first half of 1985. In the
absence of policy changes, there are three
important forces at work: an initial
terms-of-trade change worsening infla¬
tion and the current balance of a depre¬
ciating country; a more lagged response
of real net exports which ultimately will
more than offset the initial terms of trade

loss, but not necessarily in the first year
following the depreciation; and a feed-
through of net exports into higher GNP
which could reduce the current balance

improvement to some extent .

The OECD simulation suggests that,
in 1985, these forces might add up to
little change in US GNP, a small
increase in the price level (perhaps half a
point) and a worsening of the current
account of some $10 billion. The first

year effects on other countries were likely
to be correspondingly small. Over the
medium term, say after four years, the
level of U.S. GNP might be 1 percentage
point higher, the price level 2 to 3 points
higher and the current balance some $ 1 5
to $20 billion better. The main counter¬

part might be seen in Japan where, over
the medium term, GNP could be some

3 points lower, the price level some
4 points lower, but where the current
account may change little.

Foreign Trade and Current Balances

The reported OECD area current
account deficit may stop increasing

in 1984 as the period of deficit reduction
by the LDCs draws to an end (table 4).

The growth of world trade, around
9 per cent in 1984, may moderate to just
over 6 per cent in 1985, as the projected
acceleration in the growth of imports of
non-OECD countries would be insuffi¬

cient to offset an expected marked slow¬
down in the growth of trade between
OECD countries, which is expected to
occur as the growth of area GDP
slackens significantly. The decline in the
growth of trade may continue into 1986.
A notable feature of this forecast is that

the non-oil LDCs are projected to have
completed their adjustment to the lower
levels of capital inflows. After 3 consecu¬
tive years when the growth of their
exports exceeded that of their imports by
an average of 6 to 7 percentage points per
annum, their import volumes are pro¬
jected to rise as fast as those of their
exports in 1985 (at some 6 per cent).

The concentration of import growth in
North America over the past year has
meant that the growth of export markets
facing different countries has differed
substantially. For manufactured pro¬
ducts, the growth in markets has been
more marked for North America and

Pacific Basin countries in the OECD

area, and for major groups of developing
countries, than for European countries.
Moreover as the dollar appreciated, the
competitive position of countries other
than the United States has improved,
leading to a lowering of the US share of

world exports (though the second half
of 1984 may have seen a slight recovery
in the U.S. share).

The first two years of the recovery
have seen a growth of OECD imports of
manufactured goods of 23 per cent - al¬
most the same as growth in the first two
years of the previous cycle - and yet
economic growth has been only 7 per
cent against 9 per cent in the previous
recovery phase. This might represent a
temporary phenomenon, but the pro¬
jected growth of OECD manufactured
imports for 1984 made in the last Eco¬
nomic Outlook had been revised upwards
by as much as 5 points, while the forecast
for GNP growth had been raised by only
a quarter point.

The major difficulty has been in pro¬
jecting the growth of U.S. imports, where
traditional relationships appear to be
under-predicting. These relationships
may underestimate the impact of very
large changes in competitive position on
a country's trade. If so, it may be that, in
present circumstances, effective price
elasticities of imports have increased in
the United States while those in Euro¬

pean countries - where changes in com¬
petitive position have been more in line
with past experience - have not. If so, the
large appreciation of the dollar may have
raised the growth of world trade
volumes.
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F62.00 £6.20 US$12.00 DM28.00
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