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It is with the greatest regret that we report
the death of Marc Delemme, art director of
the OECD Observer. After a visit to Tokyo
where he had supervised the construction of
OECD's pavilion for the Tsukuba exhibit,
he was killed in a automobile accident on

17 March. His artistic and conceptual tal¬
ents will be sadly missed.



OECD Ministers
Discuss Seven Issues

The Council of the OECD met on 1 1th and 12th April at
Ministerial level. The meeting was chaired by The
Rt. Hon. Joe Clark, Secretary of State for External

Affairs of Canada and The Hon. Michael Wilson, Minister of
Finance for Canada. The Vice-Chairmen were Mr. Fer¬

nando Moran Lopez, Minister of Foreign Affairs of Spain and
Mr. Miguel Boyer Salvador, Minister of the Economy and
Finance of Spain and Mr. Svenn Stray, Minister for Foreign
Affairs of Norway.

OECD this year celebrates its 25th anniversary. Since it was
founded it has played an important role in fostering interna¬
tional co-operation between its members and more widely. The
present meeting, the first Council at Ministerial level with
Jean-Claude Paye as Secretary-General, represents a further
step along this road. The following text records the agreements
reached.

There has been a marked improvement in the general
economic situation in the past two years. Recovery is proceeding
broadly. Inflation has been substantially reduced. Business
profits have increased strongly, as has investment in a number
of countries. The significant increase in world trade has
generally benefitted both developing and developed countries.
This increase has been led thus far by strong growth in the
United States. Prospects are good that this country will achieve
more moderate but sustainable growth. In Japan the expansion
of output will stay vigorous. The progress achieved in most
European countries toward re-establishing a better equilibrium
has improved prospects for continuing growth.

Nevertheless urgent problems remain, and the policy actions
to address them were discussed. The following interrelated
concerns were highlighted:

Persisting high levels of unemployment, particularly in a
number of European countries, remain a cause for major
concern. This concern is all the more acute since unemployment
is increasingly concentrated on the young and on the long-term
unemployed.

The international financial and monetary situation remains
uncertain - exemplified by persistent high real interest rates,
growing imbalances in current account positions within the
OECD area, exchange rate instability and continuing strains
arising from the debt situation of some developing countries.

World trade has increased but so have pressures for trade
protection. Trade-related tensions persist. Progress towards
strengthening the open multilateral trading system has been
insufficient and uneven.

Some developing countries have made significant progress
toward achieving better growth. Many, however, still struggle
with major domestic and external problems. The gravity of the
situation in Sub-Saharan Africa is a particular preoccupa¬
tion.

Prospects for a durable recovery would be reinforced to the
extent that these concerns can be alleviated, thus strengthening
the confidence upon which investment and economic dynamism
depend. It is first of all necessary for governments to pursue
domestic policies to improve the performance of their econom¬
ies. There is also a collective responsibility to pursue policies

that, taken together, will promote greater convergence of
economic performance around a sustainable non-inflationary
growth path, and to strengthen the open multilateral system.
The following paragraphs represent a co-operative approach to
this end.

Overall Economic Policy Priorities

The broad economic strategy that has been pursued in the
OECD over the past several years is paving the way for durable
growth without inflation, and thus provides the basis for higher
employment. It stresses medium-term objectives rather than
short-term considerations. It recognises the importance of
consistency and continuity in economic policies, and places
particular emphasis on strengthening the capacity of economies
to adjust and innovate by making markets work better. This
thrust will be maintained.

By building on the progress achieved, and by taking full
account of the international repercussions of policies, a co¬
operative approach will both promote better international
balance and improve domestic performance. Essential elements
of such an approach include the need for all OECD members to:
resist protectionist pressures; control government spending and
where necessary reduce budget deficits; reduce structural
rigidities as an important way of enlarging employment oppor¬
tunities; and reduce major imbalances in international trade in
goods and services. The following priorities for action by
individual countries were seen as adding up to a better
international climate while addressing domestic needs:

Continuing budget deficits projected for the United States,
while smaller than the OECD country average in relation to
GNP, are large in absolute size and are leading to a rapid
build-up of government indebtedness and a correspondingly
rising burden of debt-interest payments. Correcting this trend
would contribute to ensuring the sustainability of the expansion
in the United States and hence elsewhere. Accordingly, the
United States considers it an essential priority that rapid and
decisive agreement be reached on measures that will bring
about expenditure trends leading to the elimination of large
deficits.

The strong dollar, resulting from a variety of factors, has
contributed to strong pressures for protection in the United
States, by eroding the price competitiveness of US producers.
For both domestic and international reasons, the United States

government considers it an essential priority that these pres¬
sures be resisted.

The Japanese economy has consistently performed well.
Mirroring to a considerable extent the United States position on
international transactions, Japan is experiencing a large and
growing surplus on trade in goods and services, accompanied by
large capital outflows. Regarding this surplus and in order to
reduce it and thereby contribute to a better international
climate, Japan considers it an essential priority that the
deregulation of its domestic financial markets be continued,
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that investment to and from Japan be promoted, that further
access to its markets be facilitated, and that increased imports
into Japan be encouraged.

The situations of other OECD countries differ to some extent

from each other, as do their priorities and possibilities for action.
But, in general, the expansion and full exploitation of the
potential for durable non-inflationary growth are needed to
reduce unemployment. They are also needed as a contribution
to better balance and sustainability of the world recovery and to
a more stable international monetary environment. Thus, these
countries consider it an essential priority that the whole range of
policies be used and that the following actions be implemented
in ways consistent with country situations and institutions:

1 . The adaptability of economies and the job-creating nature
of growth must be strengthened; continued moderation in
aggregate labour cost growth remains important in this
respect. As further elaborated below, measures to improve
incentives and increase opportunities by reducing rigidities in
product, labour, and capital markets have a high priority for
all countries. Reducing trade barriers in all sectors is an
essential element of this approach.
2. Reduction of budget deficits remains necessary for many
countries, and urgent for some. This may involve a broad¬
ening of the tax base. More generally, budget policies should
continue to aim at improving the quality of public expendi¬
ture and at restraining the overall level of expenditure,
coupled with action to lower taxes.
3. To the extent that dynamism on the supply side improves
further, inflationary domestic imbalances are curbed, and
exchange rate induced inflationary risks abate, real demand
will strengthen. When appropriate, governments individually
and collectively should support this in a framework of prudent
monetary and fiscal policies. This support would be particu¬
larly important in the context of a weakening of external
demand.

Priorities in Structural Adaptation

The restoration of high levels of employment is a central
policy objective which requires increased dynamism and adap¬
tability of OECD economies, while strengthening the consensus
for such a course by ensuring that structural change does not
bear unduly on weak and low-income groups. It was agreed that
coherent actions across the whole range of social and economic
policies would contribute to this goal in the medium term, and
could increase confidence even in the short term. The Organ¬
isation is deepening its review and appraisal of adjustment
policies in accordance with last year's decision. The Secretary-
General will undertake preparation of a study of Member
country experiences drawing on available research in this area;
he will in the near future inform the Council at permanent level
of plans for initiating this analysis. He will deliver a progress
report at the next meeting of the Council at Ministerial level.
There are also implications for action by the community at
large, including employers and trade unions. Pursuit of con¬
sensus arrangements between the social partners may be helpful
in some countries. The following are priority areas for action:

Further strengthening the environment for the creation of
new firms, investment, innovation, and entrepreneurship - in
particular as regards small and medium-sized enterprises.
Improved policies as regards regulation, education and training,
competition, financial markets and taxation, have a major role.
The reduction of subsidies which impede adjustment is likewise
important.

Further improving the functioning of labour markets by
efforts of governments, labour and management: by reducing
governmental obstacles that inhibit employment growth; fos¬
tering new approaches to collective bargaining that increase job

creation through enhanced flexibility and appropriate wage
formation, as well as fair distribution of economic welfare;
promoting occupational and geographic mobility and the
conditions that make it possible.

Moderating disincentive effects of current tax/benefit sys¬
tems while retaining appropriate levels of social transfers, and
improving the effectiveness of social services and their respon¬
siveness to changing needs.

In response to the crucial problems of unemployed youth and
the long-term unemployed, strengthening specific programmes
that aim to upgrade skills, and provide work experience. The
objective is to integrate those affected into the labour market,
while maintaining adequate income support and reducing,
wherever possible, artificial barriers limiting access to jobs.

Ministers welcomed the report by the Organisation on the
Costs and Benefits of Protection (see page 18). It has provided
further substantial evidence that protection has yielded few, if
any, benefits but imposed very substantial costs, chiefly on the
protecting country. Not only are restrictive trade measures an
inefficient means of sustaining employment, they also delay
much-needed adjustment.

Foreign Exchange Markets

The improved functioning of the exchange rate system
depends primarily on the pursuit of appropriate economic
policies in all OECD countries. The actions identified in the two
sections above are also expected to strengthen the basis for
greater exchange-market stability. Co-ordinated intervention in
exchange markets can at times be useful to counter disorderly
exchange markets and reduce the volatility of market percep¬
tions. Ministers reaffirmed the importance they attach to the
work undertaken by the Group of Ten, and expressed the hope
that this would be completed rapidly.

Trade Policies

Ministers reaffirmed their commitment to the open multila¬
teral trading system and their determination to strengthen it by
further liberalisation. A new round of trade negotiations in
GATT would contribute significantly to achieving this objec¬
tive. There was therefore agreement that such a round of
negotiations should begin as soon as possible (some felt this
should be in early 1986). Ministers agreed to propose to the
Contracting Parties that a preparatory meeting of senior
officials should take place in GATT before the end of the
summer to reach a broad consensus on subject matter and
modalities for such negotiations. Active participation of a
significant number of developed and developing countries in
such negotiations is considered essential. The various actions
recorded in this Communiqué insofar as they lead to a better
international economic, financial, monetary and investment
environment, will contribute to the success of this process.

The avoidance of any resurgence of protectionist measures is
of vital importance to sustained economic recovery and to the
preservation of the multilateral trading system. This is equally
important to ensure the necessary climate of confidence for any
new and wide-ranging initiative in the trade field. Ministers
therefore stress their resolve effectively to halt protectionism
and resist continuing protectionist pressures.

Moreover, against the background of uneven results so far,
they emphasize the importance of further tangible progress in
the Organisation's work aiming at a concerted programme of
action to relax and dismantle existing trade restrictions. An
important element of this programme is that all Member
countries will submit by mid-October proposals on all measures
which could be phased out progressively over a fixed period; a



report on results achieved will be presented to Ministers next
year.

In addition a number of specific trade issues - many of which
would be relevant for a new round of negotiations- were
addressed:

The importance of increasing trade possibilities for the
developing countries was stressed, particularly in view of the
heavy debt burdens faced by many of these countries. More
liberal and stable policies towards market access for products of
particular significance to developing countries are needed.
Developing countries should participate in the liberalisation
process in a manner commensurate with their stage of economic
development.

Measures aiming at strengthened transparency and discipline
in the field of tied aid credits and associated financing of exports
will continue to be pursued expeditiously. A study is to be
completed by 30th September 1985 so that new measures
aiming at a further increase in discipline and transparency could
be taken promptly. As a first step, there was agreement on
reinforced notification and consultation procedures as well as an
increase to 25 per cent of the minimum permissible grant
element for those transactions.

Serious tensions exist in the field of agricultural trade,
particularly with respect to the generation and disposal of
surpluses. Determined efforts will continue to be made to
identify and implement urgently the indispensable adjustments
in agricultural policies, and trade and financing practices,
which are required to reduce these tensions.

Initial conclusions from ongoing work show that access to
markets for high technology products and access to high
technology itself are both important. Open markets and free
access provide the same advantages in this domain as in all other
areas of trade.

Given the growing significance of trade in services, con¬
tinuing efforts toward their liberalisation are important.

The rapid growth of international computer communications
has become an important feature of the international economy.

The Governments of OECD Member countries therefore have

adopted a Declaration on Transborder Data Flows (see
inset page 6).

Recognising the recent rapid development of information and
communication technology and stressing the necessity of
examining its impact on the interdependence of the world
economy, Ministers welcomed the initiative of the Japanese
Government to sponsor a series of international conferences on
this theme.

Relations with Developing Countries

Economic and financial interdependence between developed
and developing countries is an increasingly important factor in
the functioning of the world economy. The diverse and often
difficult situations of the developing countries create needs and
opportunities for constructive, pragmatic cooperation. Im¬
proved trade access and concessional and non-concessional
flows will be important means to this end.

Many developing countries are making considerable efforts to
improve their own economic performance, through sometimes
painful domestic adjustment. Such efforts are to be welcomed
and encouraged. The responsibilities of the OECD countries for
assuring an international economic environment that facilitates
the success of these policies are fully recognised.

It is important to maintain and as far as possible increase the
flow of development assistance, improve its quality and effec¬
tiveness and strengthen co-ordination.

Special efforts are required to support the policy reform
endeavours being pursued by many of the poorer countries and
to assist them to resume economic growth and development.
The World Bank, the IMF, and the other multilateral institu¬
tions - notably those of the U.N. system - as well as bilateral
donors, have an essential contribution to make in assisting the
efforts of these countries, particularly by strengthening their
co-operation and the effectiveness of their action.

Direct investment can, under appropriate conditions, make

Top, left to right: the two Canadian
chairmen of OECD's Ministerial meeting,
Minister of Finance Michael Wilson;
Secretary ofStatefor External Affairs Joe
Clark; OECD's Secretary General Jean-
Claude Paye; Deputy Secretary-General
Jacob M. Myerson.
To left: Spanish Secretary of State for
Economic Affairs and Planning, Miguel
Angel Fernandez-Ordonez; Minister of the
Economy and Finance, Miguel Boyer.
To right: Norwegian Minister for Foreign
Affairs, Svenn Stray, and Ambassador
Jens Boyesen.



an important contribution to development. It not only provides
capital but also technological expertise. It should therefore be
encouraged.

Although the overall debt situation has been contained, there
remain difficult problems with social and political dimensions.
The problems of the low income countries require special
consideration. Continued world recovery, open trade, sustained
capital flows, moderate real interest rates, and resolute
domestic adjustment efforts are all essential to continued
progress in resolving debt and development problems. The
Interim and Development Committee meetings of 17th-
1 9th April will provide an opportunity to review these issues
with developing countries.

The development crisis in Sub-Saharan Africa is an interna¬
tional priority calling for increased assistance. Both govern¬
ments and the general public are responding to the immediate
needs of the famine-stricken countries. Effective policies for
longer-term development are critical and require continuing
support. A broad consensus has emerged that aid programmes
should focus on agricultural and rural development, food

security, institution-building and human resource development.
Emphasis should be given to the maintenance and rehabilitation
of existing productive facilities.

Energy Policy

Energy Policy remains an important element of economic
performance. The energy markets are currently easy but it
remains essential to continue long-term policies to diversify
supply and rationalise energy use as well as maintaining
readiness to handle any interruptions in oil supplies.

Environmental Problems

Environmental problems are of national and international
concern. Environment policies are important in their own right
and in relation to economic efficiency and growth. Ministers
looked to the meeting of the Environment Committee at
Ministerial level on 18th-20th June to make further progress in
this field.

TRANSBORDER DATA FLOW,

Ministers of the OECD Member countries, meeting on
11th April, 1985 adopted the attached Declaration on Transborder
Data Flows.

This Declaration represents thefirst international effort to address
economic issues raised by the information revolution. It addresses the
policy issues arising from transborder dataflows such as flows of
data and information related to trading activities, intracorporate
flows, computerised information services and scientific and techno¬
logical exchanges. Theseflows areplaying an increasingly important
role in the economies ofMember countries and in international trade
and services.

In adopting this Declaration, the governments of OECD Member
countries expressed their intention to promote access to data and
information, to develop common approaches for dealing with
transborder data flows issues. They agreed to undertake further
work on the main issues emerging from transborder dataflows.

Declaration

Rapid technological developments in the field of information,
computers and communications are leading to significant structural
changes in the economies of Member countries. Flows ofcomputer¬
ised data and information are an important consequence of techno¬
logical advances and are playing an increasing role in national
economies. With the growing economic interdependence ofMember
countries, these flows acquire an international dimension, known as
Transborder Data Flows. It is therefore appropriatefor the OECD to
pay attention to policy issues connected with these transborder data
flows.

This declaration is intended to make clear the general spirit in
which Member countries will address these issues.

In view of the above, the Governments of OECD member coun¬
tries:

Acknowledging that computerised data and information now
circulate, by and large, freely on an international scale;

Considering the OECD Guidelines on the Protection of Privacy
and Transborder Flows ofPersonal Data and the significantprogress
that has been achieved in the area ofprivacy protection at national
and international levels;

Recognising the diversity ofparticipants in transborder dataflows,
such as commercial and non-commercial organisations, individuals
and governments, and recognising the wide variety of computerised
data and information, traded or exchanged across national borders,
such as data and information related to trading activities, intra

corporateflows, computerised information services and scientific ana
technological exchanges;

Recognising the growing importance oftransborder dataflows and
the benefits that can be derived from transborder data flows; and
recognising that the ability ofMember countries to reap such benefits
may vary;

Recognising that investment and trade in this field cannot but
benefit from transparency and stability ofpolicies, regulations and
practices;

Recognising that national policies which affect transborder data
flows reflect a range of social and economic goals, and that
governments may adopt different means to achieve their policy
goals;

Aware of the social and economic benefits resultingfrom access to
a variety of sources of information and of efficient and effective
information services;

Recognising that Member countries have a common interest in
facilitating transborder dataflows, and in reconciling different policy
objectives in this field;

Having due regard to their national laws, do hereby declare their
intention to:

Promote access to data and information and related services, and
avoid the creation of unjustified barriers to the international
exchange of data and information;

Seek transparency in regulations andpolicies relating to informa¬
tion, computer and communications services affecting transborder
data flows;

Develop common approaches for dealing with issues related to
transborder dataflows and, when appropriate, develop harmonized
solutions;

Consider possible implications for other countries when dealing
with issues related to transborder data flows.

Bearing in mind the intention expressed above, and taking into
account the work being carried out in other international fora, the
Governments of OECD member countries.

Agree thatfurther work should be undertaken and that such work
should concentrate at the outset on issues emerging from the
following types of transborder data flows:

Flows of data accompanying international trade;
Marketed computer services and computerised information ser¬

vices; and

Intra-corporate dataflows.

The Governments of OECD member countries agreed to co¬
operate and consult with each other in carrying out this important
work, and in furthering the objectives of this Declaration.



Business and Trade Unions'

Views on Economic Policy

As is customary at the time of the Ministerial Meeting of OECD's Council, discussions are held by what is called
the Council's Bureau (ministers from the three presiding countries) with representatives of OECD's two
permanent advisory committees, representing business and industry on the one hand (BIAC) and the trade

unions on the other (TUAC). Following are summaries of the two presentations, both of which give priority to
the problem of unemployment.

INVESTMENT FOR GROWTH AND JOB CREATION

BIAC Statement

BIAC agrees with the May 1 984 Minis¬

terial on the necessity for economic policies

to promote non-inflationary growth and

increased employment.

The overly high unemployment in most

of our countries is a cancer to society. Only

employment outside the public sector can

solve the double problem of unemployment
and deficits.

Employment creation in the private

sector depends on innovation, profits and

labour market flexibility. This Statement

considers primarily the last two factors.

European industry makes far too little

profit to ensure full employment. In most

countries, the capital stock is too small to

make full employment possible.

Policy
Recommendations

1 . Greatly increased productive invest¬

ment has positive effects on both demand

and supply and is the only way to bring

down unemployment. Experiments with

consumption-led expansion have failed.

2. Our experience in business is that a
favourable outlook for demand and sales is

not sufficient for decisions to invest. It is

also required that the expected after-tax

return on equity exceed that of an invest¬

ment in a long-term, low-risk financial

asset such as a government bond.

3. The necessary decisions must be
taken in the corporations. Governments

can promote increases in business invest¬

ment by:

increased capital share in value added

reduced corporate tax and other taxes on

factors of production

reduced long-term interest rate

increased labour-market flexibility

4. Sustained non-inflationary growth in

tight labour markets requires an adequate

capital share of value added. A broad social

consensus on that point is necessary.

Legislation and government policies should

support such a balance of power in labour

markets as to reach an adequate capital
share.

5. In most OECD countries, no action

within the power of government would

have a larger immediate effect upon invest¬

ment and employment than a sharp, lasting

reduction of corporate income taxes.

6. The most important measure to bring
down interest rates is the establishment of

credible medium-term fiscal strategies to

reduce budget deficits and public spending
as a share of GDP. Interest rates will fall

long before public borrowings actually
decline.

7. A new GATT round is now urgently
needed. Free trade and more investment in

industrial countries is the engine of growth

for the entire world economy1.
8. Subsidies and regulation conserve

obsolete structures. Deregulation and
reduction of subsidies must be contin¬

ued.

9. With respect to the problem of LDC

debt, containment of the problem by nego¬
tiation between debtors and creditors is

not sufficient; greater efforts are required

to enable developing countries to meet

their debt-servicing requirements, in partic¬

ular by allowing their exports to share more

fully in the growth of world markets.

Investment and Profitability,
Job Creation

Despite marked improvement in the last

two years, the overall economic perfor¬

mance of OECD countries remains unsatis¬

factory. Declining employment in Europe as

well as low long-term productivity growth

in North America are the most prominent

symptoms of a common problem that

might be called under-investment, using

this term in a long-term rather than a

cyclical sense.

On both sides of the Atlantic, large

public sector deficits and borrowing requi¬

rements are an important cause of the high
real interest rates.

Insufficient investment is the common

denominator of unemployment and low

productivity growth. Whether seen from

the side of demand or of supply, more rapid

growth of the capital stock is essential. A

rise in investment spending will generate

sufficient aggregate demand to keep pro¬

duction and employment rising.

Stimulating consumption by fiscal or

monetary policy on the theory that invest¬

ment would follow is not an acceptable

alternative. It would raise consumption

more than investment and, in European

1. In addition to the above statement, BIAC

submitted to Ministers a statement on trade. It

says that, without letting up on efforts to

contain protectionist pressures or to roll back
recent measures that have eroded the open

trading system. Member countries of OECD

ought also to further liberalise trade and to
move forward towards a new round of trade

negotiations so as to permit a modernisation of

the GATT system.



countries, would soon have to be aban¬

doned in the face of accelerating inflation

and a deteriorating balance of payments. In
Europe, consumption-first strategies have

been tried repeatedly and found wanting.

A large increase in business investment

is therefore required. Our experience in
business is that decisions to invest are not

made if the expected return on equity after

taxes does not exceed the long-term bond
rate. A favourable outlook for demand and

sales is not sufficient.

This leads us to three conclusions:

a) The rate of return on equity and the

capital share of value added must be raised

to levels compatible with full employment,

i.e. well above government bond inter¬
est.

b) An important, lasting reduction of

corporate income taxes and other taxes on

factors of production in OECD countries is

now urgent. Taken together, a) and b) will
increase the after-tax return on equity.

c) Decisions to reduce budget deficits
must now be taken in order to reduce

long-term interest rates.

The Capital Share

Wage policies should be in the long-term

interest of wage earners. Wage modera¬

tion is the condition of rising employment

everywhere. It is the joint responsibility of

both social partners. This presupposes a

broad social consensus concerning the

legitimacy of a capital share of value added

that is adequate to ensure sufficient growth

of the capital stock for job creation. Legis¬

lation should support such a balance of

power in labour markets as to contribute to

maintaining an adequate capital share.

Beyond that, the government's role should

be limited to establishing a macroeconomic

climate conducive to wage moderation,
without direct or indirect intervention in

wage formation in the private sector.

In Europe, profitability has declined
trendwise for more than two decades.

Recently, the capital share of value added

has recovered from its low point (generally,
in 1981-82) and in several countries

approaches the level of the early 1970s.

Yet, the recovery is insufficient to establish

the necessary margin of after-tax return on

equity over the government bond yield.

Taxes

After-tax returns on total business

investment and on equity have recovered

much less than capital shares in value
added. In order to raise after-tax returns on

equity well above the long-term rate of

interest, taxes on corporate income and

other taxes on factors of production should

be reduced. This applies to payroll taxes,

social charges, energy taxes, business real

estate taxes, taxes on corporate wealth
and business franchise taxes. In some

cases, such taxes could be abolished.

In particular, a substantial reduction in

corporate income taxation combined with a

reduction in social charges on firms would

act as an important stimulus to investment.
To be consistent with the OECD-recom-

mended medium-term fiscal strategy, such

action would have to be accompanied by

steps to reduce the shares of public spend¬

ing, taxation and government borrowing in

the general economy.

Interest Rates

Budget deficits in OECD countries now

bear a large share of responsibility for the

high level of long-term interest rates, which

crowds out private investment. Establish¬
ment in all OECD countries of credible

strategies to reduce budget deficits would

lower long-term interest rates long before

deficits were actually reduced, in part
because the risk of future monetization of

government debt would be immediately

decreased. Experience in those OECD

countries that have already adopted such

strategies seems to bear this out.

The Investment Response

Investment has begun to respond to

increased capital shares, but the response
has been uneven and remains far below

what is needed to help ensure sufficient job

creation to equal the growth of the labour

force and to begin to reduce unemploy¬
ment.

Three principal factors are significant in

explaining the failure of investment to

respond more vigorously: high debt-to-

equity ratios, the uncertainty caused by

unstable exchange rates and, above all, the

high level of real long-term interest rates.

The after-tax return on equity is not yet

high enough compared to the long-term

interest rate. This is the most important
cause of the insufficient investment

response.

This situation must not cause policies,

adopted to enhance after-tax profitability

and to reduce long-term interest rates, to

be abandoned because the hoped-for

results in terms of investment, growth and

job creation are slow to appear. For there is

no more promising course of action.

Deregulation and Reduction
of Subsidies

Change is inherent in the process of

growth and should be embraced for the

new opportunities it brings. The origin of

subsidies and regulation is resistance to

change.

Experience shows that regulation and
subsidies have not increased overall

security or predictability. Instead, prob¬
lems and distortions increase over time.

Furthermore, indirect effects upon related

industries make the overall economy less
stable.

Deregulation and reduction of subsidies

will improve resource allocation and

increase real incomes, internationally as

well as domestically.

It is therefore urgent that subsidies

which delay adjustment to competition be

reduced in all countries. More generally,

the importance for job creation of greater

flexibility and a reduction of government

intervention in markets for goods, labour,

capital and services should not be underes¬
timated.

Increased Wage Flexibility

Wage flexibility should be increased.

Automatic and uniform wage increases in

particular due to indexing must be

avoided. The relative pay structure for

different occupations and industries should

reflect the fact that some are structurally

declining. Working time should be adjusted

to enable the fullest possible use of plant

and machinery. Rules governing recruit¬
ment and dismissal should be relaxed.

CO-OPERATION FOR JOB-GENERATING ECONOMIC GROWTH

TUAC Statement

Persistently high unemployment is an
acute problem for all industrialised demo¬

cracies, including those countries which

have recently experienced higher growth

rates. It has brought about increased pov¬

erty, social polarisation, deprivation, ine¬
quality, and division in countries which

have attained the highest living standards
in the world. As there is an increasing

degree of interdependence between the
OECD countries, and indeed in the whole

world economy, no country can solve the

problem alone. There is no simplistic and

automatic remedy to spreading joblessness

which has become the cancer of our

societies.

The solution must come through a joint

policy effort by all OECD countries for

economic and employment growth. The

whole register of policy tools at the gov¬

ernments' disposal must be utilised to this
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end. The policies of the OECD countries do

not have to be uniform: they have to be

coordinated and complementary, to bring

about the framework in which job-creating
economic growth becomes possible. This is

the right way to pursue the governments'

pledge in the OECD's founding Convention
to "achieve the highest sustainable eco¬

nomic growth and employment and a rising
standard of living in Member countries".

This is a pledge to working towards full
employment and improved general wel¬

fare. It also indicates the kind of society

which policies should aim at bringing
about. This result will not be attained by
strategies constructed upon permanent

high unemployment, uncertainty and com¬

petition between individuals and different

groups in society, and increased social

polarisation.

Our economies are confronted with large
scale structural change, above all due to

technological developments and rapid
shifts in world trade patterns. The prob¬

lems this creates were well explored at the

OECD Conference on Employment Growth

in the Context of Structural Change, in

February, 1 984. The conclusion should by
now have been that this is not the moment

to abandon an approach which has been

based on a certain degree of social cohe¬

sion and consensus. On the contrary, the
search for genuine cooperation should be

strengthened in each of the countries.

Forecasts which are based on un¬

changed policies give very little comfort in

preparing for the years ahead. They show

an over-all slowdown of economic growth,

and an adjustment to growth levels which

are not likely to permit any significant

reduction of unemployment. Life is getting
worse for a growing number of people

throughout the OECD area. Unemployment
continues to rise in Europe. One third of the

OECD area's unemployed live in the United

States. Uncertainties of future employment
are increasing in Japan, too, not least

because of rapid technological develop¬
ments.

There is uncertainty throughout the
labour markets in our societies. This is

aggravated by the impact of uncontrolled

structural change, actual and threatening
unemployment, widening income differen¬

tials, spreading poverty, and by govern¬
ments' and employers' attacks on the

social wage and on social security provi¬
sions. This leads to a situation where

labour markets are rigid with fear. They
become resistant, because the people who

feel structural change as a threat cannot

reasonably see what they can adjust to.
This situation has to be unlocked, but it is

possible only if there are negotiations on

how to manage the impact of structural

change. Assurances on stronger economic

growth are also needed, to overcome the

constraints due to a lack of real job
opportunities. Genuine, active labour mar¬

ket, employment and manpower policies

and measures have an important role to

play.

Each country needs a sufficient degree of
worker and business confidence so that its

measures for a real recovery will succeed.

Governments have to identify the contribu¬
tion their policies can make to a coordi¬

nated expansion of economic activity and

job opportunities. The countries' monetary

and fiscal policies should be adjusted to
resume growth and employment creation.
Ways have to be found to minimise the

adverse consequences of exchange rate
instability, high interest rates, trade imbal¬

ances, and insufficient demand on other

countries and on the OECD area as a

whole.

Facilities for such confidence-building
cooperation should be offered by the
OECD. In each of the countries, the social

partners have to be fully involved in the

negotiations on policies and measures to

back up economic and employment
growth.

No policy for a recovery can succeed if its

result is increased social polarisation and

fragmentation of the labour market. We

should not accept the emergence of a
"two-tier" labour market - with an in

creased number of people in a weaker, less

secure category of workers - as a perma¬
nent feature of our societies. More efforts

should be put into identifying structural

change and the ways of managing it,
instead of a one-sided emphasis on labour

market "flexibility" and reliance upon the

unregulated functioning of market forces.

The right way to promote structural change

is negotiation, underpinned by the recogni¬
tion that the policies which are based on

social equality and progress are economi¬

cally beneficial.

Competition in a stagnant, recessionary
economy may create for some the illusion

of opportunities. But the net effect is a

downward spiral in which adjustment
means only adjusting to one another's

competitiveness. If our economies go down

this road, they will not stop adjusting
downwards before they have been run into

the ground.

Inflation,

Investment, Profits

and Jobs

Inflation has been reduced in ways which

have imposed immense economic and

social costs. Inflation has to be contained,

and in many countries trade unions have

made a significant contribution to finding

solutions which are not socially divisive.

But given that governments promised that,

once inflation was under control, there

would be economic and employment
growth, if joint measures arenot taken for a

broad-based and sustained recovery, there

will be growing cynicism among workers

and their organisations about government
policies as a whole.

There has been much discussion about

the role of profits. TUAC has paid increased

attention to the role of profits and invest¬

ment policies in bringing about the much

needed jobs. Particularly in Europe, a

recovery in profitability has not been

accompanied by the expected recovery of

employment. There has been a strong
reduction in the growth of real labour costs

in Europe, and a rise in the profit share. But

all forecasts promise growing unemploy¬
ment.

High profitability and job creation have
not historically been a matter of low

wages. Wage moderation cannot be a

policy for creating jobs, as was also recog¬
nised by the Economic Outlook of the

OECD in December, 1984. If all countries

follow a policy of wage cuts, there will be a

downward spiral of wages and incomes.

Consequently, there will be neither com¬

petitive gains nor anything to show to
those who have been asked to make

sacrifices in the name of recovery.

The often heard assumption that profits

equal investments which again equal jobs is
not automatically true. The question of

profits has to be discussed from the fol¬

lowing angle: How are they generated?
How are they used? Under what conditions

can they be reinvested so that the result is

job-generating growth?

Much capital comes through institutional
investors who look for short-term profits. A

basic problem is the shortening of the
time-horizon for investments, and this

again is due to the absence of a secure,

long-term framework for economic growth.
In these circumstances, the market does

not adequately convert profits into produc¬

tive investments. Capital is placed unpro-

ductively in the financial markets, in pro¬

perty, or in company takeovers, and it

flows out of countries where profits are

generated. Increased profits must benefit

jobs in a way which is recognisable to the

society at large.

Investments have to be geared into and

generated in areas where they are needed

and where the employment effects are

significant. One priority area is investments

in the physical infrastructure, which imply a

mix of public and private investment. There

is broad agreement between trade unions

and the business community on the need to

promote infrastructure investments. Co¬

operation with trade unions and the busi¬

ness community will help governments to

identify how maximum use can be made of



the interaction between public and private

investments. Some areas already singled

out include transport and communications

and other components of the physical
infrastructure.

The Reduction of

Working Time

It is important to maximise whatever

employment potential there is in a nego¬

tiated shortening of working time. In coun¬

tries where labour productivity increases

go together with unemployment, the

reduction of working time can be an impor¬

tant means to improve employment pros¬

pects. This reduction (via a 35-hour week,
shorter working year, paid educational

leave, and reduced lifetime work) should

spread and consolidate the productivity

gains to the economy as a whole, through a

generalised improvement of living stan¬
dards.

Throughout the OECD area, the improve¬
ment of labour standards is a central

collective bargaining and legislative aim of
trade unions. Governments should con¬

tinue to discuss in the OECD and in other

international organisations the reduction of

working time. Their cooperation can be

strengthened by drawing on the resources

of the ILO and the GATT, in a process
which covers all labour standards. An

over-all improvement in labour standards

and a reduction in actual working time

contributes to social progress and the

potential for job creation. An elimination of

differences in working time and labour

standards between countries would help to
ease current trade tensions.

International Trade

A trade policy which is beneficial for all

partners must be seen in the context of the

broad policy framework which govern¬

ments succeed in creating, both nationally

and together. Efforts to "roll back" protec¬

tionism, to achieve a "standstill", or to

consolidate free trade rules through an

early new GATT liberalisation round will
not be successful, if the governments do

not back up and spread balanced growth

throughout the OECD area and the world

economy. Adjustment to change which is
due to shifts in trade patterns can best be
achieved when there is a coordinated

strategy for an increase in the level of
economic activity, investment and employ¬
ment.

World Debt and Development

No lasting solution to the international
debt crisis has been found, and it remains a

major element of uncertainty in the world

economy. In the real economy, the world

debt crisis is still being paid for by the
workers in debtor countries. This results in

an extension of poverty throughout the

population, and a postponement of or

setback in the development of these coun¬

tries. Fragile democratic institutions are

under strain, and austerity imposed by

governments and required by the interna¬

tional financial community is in many coun¬

tries achieved through heavy repression.

Workers have not been the cause of the

debt crisis, but trade unions are ready to

help to find more lasting solutions to it. This

requires their participation in the formula¬

tion of recovery programmes, and negotia¬

tions over the impact of policies, to ensure

that they are applied fairly and are not only

unilaterally imposed by governments, the

International Monetary Fund, and creditor

banks. Conditionality should be construc¬

tive, so that it would be oriented towards a

continuation of the countries' domestic

development effort and a reinforcement

and diversification of their export indus¬
tries.

More resources for official development

assistance will have to be generated, not

only to meet emergencies such as the

situation in large parts of the African

continent todaybut at the same time to

bring about essential socio-economic

infrastructure and food and agricultural

investments, through which self-sustaining

development can be achieved. Assistance

which is targeted to establishing proper
economic and social structures can

encourage international investment flows

and help to ensure that they further the

development effort.

In order to ensure that the activities of

multinational enterprises really contribute

to the development and diversification of

the economies in which they are esta¬

blished, it is necessary to strengthen the

observance of the Tripartite ILO Declara¬

tion on Multinational Enterprises and Social

Policy. Multinational enterprises with head¬

quarters and operations in OECD countries

should be made to comply with the OECD's

Guidelines for Multinational Enterprises,

and as a minimum requirement they should

respect at least the same standards in their

operations outside the OECD area.

The Protection

of the Environment

Environmental protection and improved

standards of health and safety and eco¬

nomic and employment growth are in no

way mutually exclusive. On the contrary,

increased environmental protection leads

to a net increase in employment. It has

direct and indirect employment effects in

production and other activities required.

The cost to individual enterprises of taking

adequate precaution will be smaller when

all have to comply with best practice. The

cost of neglecting the environment is

greater the longer this goes on. This cost

can be assumed in a way which contributes
to the basic aim of governments' policies:

economic and employment growth which
results in improved general welfare of our

countries and their population.

Immediate Issues for Action

This article has covered most of the main

concerns which trade unions have ex¬

pressed, through TUAC, to the OECD's
1985 Ministerial Council and the Meeting
of Heads of State and Government of the

leading industrialised countries in Bonn.
These are the points we have argued with

the persons chairing these meetings, and

with their colleagues. We have also said

that, in several instances, our views and

concerns appear to be parallel to those

expressed by the business and industry

community through BIAC.

In light of the above, a short list of key

items on which trade unions expect action

by the OECD governments is:

1 . Economic growth and a growth-

oriented policy is indispensable, but growth

alone cannot overcome mass unemploy¬
ment.

2. . With continuing weak demand, rising

profits do not guarantee better employ¬

ment. A one-sided, supply-side approach

will not solve the unemployment problem,

as it creates instability, uncertainty and

social polarisation.

3. A more balanced policy mix is needed
in countries which have overdone the

cutting of budget deficits, causing weak¬

ness in domestic demand, and are relying

almost exclusively on increased exports

(for instance Germany and Japan).
4. The right policy mix has to be found for

all countries, i.e. a meaningful balance

between supply and demand policy,

together with special employment and

labour market policies and measures.

5. The shortening of working time has to

be resolutely pursued through negotia¬

tions. Its employment potential has to be

maximised and general standards of living
increased.

6. The high rate of the dollar has not been

the only cause of tension in world trade.

Other reasons include discrepancies in
labour standards between countries which

have reached a comparable level of eco¬

nomic development and strength. In coun¬

tries where standards lag behind, a greater

part of productivity increases should be

used for their improvement.

7. Concentrated efforts are needed for

the protection of the environment and

health and safety, so that the pursuit of
economic growth does not mean greater
hazards for man and his environment.
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Space : Beginnings of a
New Competitive Industry

by Patrick Dubarle1

Because of the high start-up costs and the technical and economic risks
involved in space activity, only a handful of countries have taken part in

the first phase of the space era. In the early 1960s, only two the United
States and the USSR - used rockets to put satellites into orbit or sent

astronauts to the earth's periphery on scientific exploration missions.

Since then, the "club" of spatial powers has expanded. Many countries

now take part in national programmes and/or co-operative projects, for
example, the eleven Members of the European Space Agency (ESA) 2,
Canada, and Japan. At the same time more countries, particularly in the

Third World, have become users of space equipment. Thus a new

industry has come to the fore, nurtured by a broadening range of

applications telecommunications, remote sensing, and meteorology for

example 3.

Though still highly dependent on gov¬

ernmental programmes, the space

industry is now entering the phase

of commercialisation. Competition is inten¬

sifying on numerous markets, especially
that of launchers, and an international

trading system is emerging, mainly for

subsystems and their components and

related services. Despite the surge in com¬

petition, space, like other high-tech indus¬

tries, is characterised by close technolog¬

ical links and in-depth industrial co-opera¬
tion between firms and countries.

Space Programmes...

The space industry began as a natural
extension of the aeronautics industry: the

range of the flight craft was merely
extended from the stratosphere to interpla¬

netary space, and many features of the
space industry are those of the aircraft

industry its cyclical nature, its rapid rate

of innovation, its large investment in

R and D, its dependence on highly qualified

technicians and engineers. The link
between the two industries is reflected in

the organisation charts of the major aircraft
companies, most of which now have a

ballistics and space division, and the two

are lumped together into what is called the

aerospace sector.

In terms of sales, the space industry

expanded rapidly to reach a peak in 1965

with 22.5 per cent of world aerospace

sales (centrally planned economies ex¬
cluded). But due to cutbacks in the large

space programmes of NASA during the

Seventies, the proportion fell to only

11 per cent in 1981. However, the rapid

growth in demand for satellites, linked to
communications needs, suggests that this
downward trend has bottomed out.

Because of the greater reliance of some

segments of the space industry on market
forces, the aeronautics and space sectors

will become even more similar than in the

past. Also the service side of space will

come to resemble aviation transportation.

But there are differences too, especially in

the degree of maturity of the technologies

employed and in the dependence of the

two sectors on public investment.

...and Government

Involvement

In all countries producing rockets or

satellites, the growth of the space industry

has been directly linked to the size and

structure of the national budget. Govern¬

ments continue to play an important role

moreover as buyers and suppliers of equip¬

ment, as market regulators (they set the

rules of the game) and as a source of funds
for R and D and advanced research. But

there are many contrasts between coun¬
tries.

National efforts vary in size. In the United

States, the government devoted $15 bil¬
lion to space (including both military and

civilian programmes) in 1 983, much more

than Japan ($0.6 billion) or Europe (more
than$1 billion including $0.7 billion for the
ESA).

Government space budgets reflect both

national priorities and specialisation. In the

United States, the Space Shuttle accounts

for a substantial part of NASA's funds

(almost 55 per cent of total investment and

63 per cent of R and D expenditures

in 1 983). The European Space Agency
concentrates on the launcher ARIANE (to

which France makes the largest contribu¬

tion), SPACELAB (Germany is the largest
contributor) and on applied satellites. The

United Kingdom, and to a lesser extent

Canada, concentrate on telecommunica¬

tions satellites, and Japan is spending large

sums to develop a launcher that will rely

solely on domestic technologies by the

early 1 990s.

The way the money is spent reflects the

philosophy behind each country's techno¬

logical policy and the state of the art in the

industry. In the United States, for example,
the Government's aim is to restructure its

programme in a way that favours basic

over applied research. The latter is being

left by NASA to the private sector which is
considered better able to tailor its techno¬

logy to the market. Therefore, government

funding of applied research has been

reduced, especially in telecommunications,

remote-sensing and meteorology. France

and Japan on the other hand have adopted

policies designed above all to develop their

capability and industrial autonomy.

Launchers

Involvement of governments, in coun¬

tries having a space industry, has been

heaviest in launching satellites, space

modules and orbiting platforms. Given the

huge amount of funds involved (the cost of
the Space Shuttle in the U.S. has been
estimated at some $20 billion including the
cost of construction of the four orbiters)4,

1 . Division of Science and Technology Policy,

OECD's Science, Technology and Industry
Directorate.

2. The members of the ESA are Belgium,

Denmark, France, Germany, Ireland, Italy, the

Netherlands, Spain, Sweden, Switzerland, and

the United Kingdom. Austria and Norway are
associate members. Canada has a co-operation

agreement with the ESA.

3. The Space Products Industry: Trade-

Related Issues, to be published shortly.

4. The earlier Apollo programme however

cost $73 billion (1984 dollars).
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governments generally pay the entire cost

of research and development and a large

part of the expenditure for infrastructure

(site, related equipment). Moreover when

civilian rocket stages are derived from

missiles, much of the cost of building the

prototype and developing early models is

implicitly covered by defense budgets.

For a long time, only NASA could provide

civilian launching on world markets with its
conventional ATLAS and DELTA rockets

and, more recently, with the Space Shuttle.

The qualification of the European rocket

ARIANE in 1981 ended this monopoly in

the West. For several years, the USSR has

shown growing interest in the commercial¬
isation on world markets of its PROTON

rocket. China too has indicated that it will

try to sell launching services using its

rocket, Long March III, to other countries.

Since 1979, Japan has been launching
satellites with its own rockets, but their use

for export depends on the agreement of the

US licensers. Thus, though the club of
satellite rocket launchers is still a closed

one, competition is growing rapidly.

In recent years, this competition has

intensified as Western space agencies
(NASA, ESA and France's Centre National

d'Etudes Spatiales or CNES) have turned

their functions over to private parties. In

Europe, Arianespace, a semi-public com¬

pany created in 1 980, produces, manages
and markets the Ariane rocket on a com¬

mercial basis. In the United States, NASA

is gradually turning over its work with
expendable launch vehicles (ELV) to the

private sector. At the same time, private

companies are putting their own rockets

onto the market. Examples are Truax Engi¬
neering and Space Satellites Inc. which has
successfully tested the CONESTOGA

launcher in a sub orbital flight.

This segmentation of the rocket market

is a sign of its maturing. For several years

now, the various functions required for

launching constructing the rocket, selling
it, the launching itself, the management of

space missions etc. have been carried

out by different bodies. New firms are being

created, especially in the United States,
which sign agreements with manufacturers

and supply equipment and services as

intermediaries in putting satellites into
orbit.

As space vehicles begin to pay off, the

expansion of civilian markets will be more

and more tied to the growth of demand. In

this context, satellites will play the key
role.

The Satellite Connection

Telecommunications

Telecommunications account for the

lion's share (more than 80 per cent) of

world satellite launchings because of their

natural advantage over coaxial cables or

radio for long-distance communications.

Satellites provide a flexible and competitive

means of communicating between two

fixed points, between one point and several

others or between moving points. They can

also provide top quality transmission in

sparsely populated areas with few tele¬

phone lines and facilitate the quick flow of

large amounts of information.

The expansion of telephone service

during the 1 970s (by 6 per cent a year
worldwide and even more in the industrial¬

ised countries) created considerable poten¬

tial for telecommunications satellites, but

the market grew slowly at first.

Between 1 970 and 1 975, there were only
1 7 launches in the West and no more

than 20 over the next five years. During the

decade, the private sector played an ever

increasing role in the United States and

Canada, while in Europe demand continued

to be channelled through ESA or national

PTTs; only recently have private ventures,

such as Mercury and UNISAT in the United

Kingdom, CORONET in Luxembourg, come
to the fore.

The market has now entered a phase of

rapid growth, enough for capacity to at

least double every four years. In addition to

the 60-odd geostationary satellites now in

orbit (see map), 23 are expected to be

launched on average each year up to 1 990

without counting those of the Eastern

countries. This will represent an invest¬

ment, over the period 1983-1990, of
about $4 billion in launches, $4.5 billion in
satellites themselves and $8 billion in the
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earth stations needed to transmit and

receive messages to and from space. As

launchers become increasingly powerful,

satellites can be heavier and larger and so

will be able to carry more complex equip¬

ment and perform more services. In addi¬

tion to telephone links and the relay of radio
and television broadcasts, satellites will

increasingly handle the flow of all forms of

digital communication data transmission

between computers, facsimile transmis¬

sion and video conferencing, for example.

Such facilities are already in service on a

limited scale. Moreover, a wider variety of

services will be available, such as tele-

education and tele-care, which will provide
educational and health services to remote

areas.

International organisations provide the

bulk of the demand for global space tele¬

communications systems, especially IN¬
TELSAT5 and accounts for 80 per cent of
overseas telephone traffic. The demand for

INTELSAT circuits will probably continue to

grow by 1 5 per cent a year for several

years to come. At the moment, however,

INTELSAT has excess satellite capacity,

and some transponders6 are being leased
for purely domestic services. The organis¬

ation is also interested in the development
of new video networks and in the market

for mobile telecommunications, while since

October 1 983, it has been offering a new

range of business services called Intelsat
Business Services (IBS). This diversification

reflects the arrival of new competitors on
world markets: international business ser¬

vice networks are developing on a private

basis while domestic operators increas¬

ingly lease the transponders on communi¬

cations satellites to foreign customers so

as to increase usage of their orbiting

equipment. For more specific uses, how¬

ever, services are stil controlled entirely by

intergovernmental bodies. This is true of
maritime telecommunications, for in

stance, where INMARSAT provides an
international network of satellites that

transmit data, telephone and telex commu¬

nications to ships with appropriate termi¬
nals.

The United States

The largest domestic market for satellite

telecommunications is, of course, that of

the United States. Its capacity grew by a
factor of four in the 1 980 to 1 985 period

and has already overtaken INTELSAT in

size (see table page 14). In 1983, 19 civ-

5. INTELSAT groups 109 countries world¬
wide.

6. A transponder is an electronic system on a

satellite which amplifies the signal received

from earth and passes it on and changes

frequency (a necessary operation to avoid

interference). It also has a capacity to ensure
the simultaneous functioning of a certain
number of circuits for telephone or other forms

of communication.
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WORLD MARKET FOR SPACE TELECOMMUNICATIONS

(Number of transponders1 in orbit - 36 MHz)

7 972 1976 7 982 7984
7 990

Forecasts

Intelsat2

North American systems
Rest of world3

(of which Europe)

100

12

0

180

146

24

360

310

70

510

520

100

30

750

1 125

625

200

Total 112 350 740 1 130 2 500

7. See note 6 page 13.
2. See note 5 page 13.
3. USSR and China excluded.

Note: Reserve capacity included but military satellites and those which no longer function are
excluded.

Source: SEST/Euroconsult.

ilian and private telecommunications satel¬

lites were operational in the U.S., all of

them manufactured by RCA and Hughes

Aircraft. Four belonged to RCA, which uses
them itself, four to Western Union and four

to Comsat. SBS (owned by IBM and Aetna)
had three and Hughes two. In addition,

ATT was operating TELSTAR and Alascom
Inc. the AURORA 1 satellite.

With transponders in orbit and many

satellite services commercialised, the tradi¬

tional frontier between users and suppliers

is breaking down. Hardware manufacturers

are moving downstream into the leasing
business (Hughes with its new GALAXY

system, while Ford is developing its own

FORDSAT system.) Conversely, certain

users are developing their own systems.

At present, despite price reductions,

more than 40 per cent of the transponders

in orbit are not being used. Whether the

trend can be reversed depends on how

buoyant demand is, particularly for new
services such as satellite transmission of

data and teleconferencing. But these mar¬

kets are opening up only slowly, and the
SBS system intended to service this new

demand is still being used to a large extent
for voice and television transmission. The

same is true for the direct television broad¬

casting satellite (DBS), despite its strong
potential. Some companies (CBS, Western

Union) have even abandoned their projects
because of the high start-up costs and

expected competition from fibre optics.

Europe and Japan

In these countries, exploitation of space

communications by domestic satellites is

only beginning. France launched its first
commercial telecommunications satellite,

TELECOM 1 , built for telephone, corporate

communications services and television,

last summer. The defence communications

satellite system of the United Kingdom

(SKYNET) is now operational, and there are
plans to launch three additional UNISAT

satellites for direct television broadcasting.

Similar civilian projects are foreseen in

Germany and France, as of 1 986, while in

Japan the first operational telecommunica¬

tions satellites, CS2A and CS2B, built in

co-operation with Ford, were put into orbit
in 1983.

At a regional level, satellite telecommu¬

nications services are now offered by

EUTELSAT, set up in 1977 by 1 7 Euro¬

pean countries, and specially designed to

provide transmission facilities for Euro-

vision programmes to members of the

European Broadcasting Union. It is

expected to order four satellites in the next

ten years.

Meteorology...

Special-purpose satellites constitute a

smaller but relatively stable market.
Worldwide launches of weather fore¬

casting satellites are expected to continue

at their present rate of two a year. Space

meteorology is an area in which there is

considerable international co-operation;
over 1 20 countries receive direct broad¬

casts from American weather satellites,

and even more obtain satellite data through

the World Metereological Organisation
(WMO). In Europe, EUMETSAT has been

set up to oversee regional weather fore¬

casting.

...and remote sensing

For remote sensing, only the United

States has an operational system (LAND-
SAT). However, it does not generate
enough revenue to cover its costs at the

moment, despite the appreciable potential

demand for such data from mining and oil

companies, agriculture and government

departments with hydrological resources
to manage. The United States Government

has decided to transfer the management of
LANDSAT to the private sector and is

planning to provide a subsidy to cover the
period of transition and ensure the con¬

tinuity of service. Outside of the United

States, many countries have projects in this
field (Canada, Japan, the ESA countries),

France being the most advanced, with its
SPOT satellite which will be launched this

year.

Sending and Receiving
the Ground Infrastructure

A satellite communication system re¬

quires not only satellites in orbit (the space
segment) but earth stations (the earth

segment) which control satellite move¬
ments and transmit and receive data. Earth

stations fill a specific function domestic

or international communications, remote

sensing, search and rescue, meteorology or
telemetry, tracking and control. To
respond to these diverse needs, terminals

vary from large, complex installations, like

INTELSAT Standard A stations (capable of
carrying heavy intercontinental telephone,

data and video traffic, equipped with 30-
metre diameter steerable antennas and

costing many millions of dollars) to
0.9 meter dish antennas for home televi¬

sion reception that cost $700 or less.

Except for the guidance stations, which

are normally bought along with the first

satellite, earth stations are generally

ordered separately though they must, of

course, be technically compatible with the

satellite. A specialised industry has there¬

fore developed to supply this market,

which is more competitive and less com-

14



partmentalized than that of the satellites
themselves. The range of equipment has

encouraged firms to specialize in one or a
few product lines. Since technical stan¬
dards are laid down by the operators of

systems like INTELSAT or INMARSAT,
competition is based primarily on price and
delivery dates. In the case of the very large
earth stations and ship terminals, Ameri¬

can, Canadian, Japanese and European
manufacturers all have a share of the

international market and compete fiercely.

But other segments of the market are little
developed, for example, parabolic rooftop
antennas for direct broadcasting.

Investment in earth stations is often

greater than for space equipment because
the incoming signal is very weak, and
highly sensitive equipment is required. The
market for earth stations could therefore

total $10 billion over the current decade,

and the Third World could be an important

customer. Rising demand for small
antennas may offset the decline in large
stations caused by saturation of existing
demand and the introduction of relay satel¬

lites. Demand for DBS dishes is forecast to

rise to $2 billion a year in the United States

by 1990 and to $300 million in Japan.

Falling Costs

An important determinant of the space

industry's future will be the cost of
launching since that will determine the
financial viability of many space-techno¬

logy applications, not only materials pro¬
cessing in space (see inset page 1 7) but
also telecommunications satellite systems

for which at least 20 per cent of the

investment goes to launching. At present,
putting a kilo of equipment into low orbit
costs around $10,000, almost 1,000

times the average cost of transporting a
similar payload by airplane closed to
earth.

Launch prices are estimated on the basis
of several factors: the time necessary to

write off the initial investment, the number

of flights foreseen (which in turn depends
on demand expectations) and the projected
cost and desired rate of return on an

investment. In the space business, not all

fixed costs are recouped, due to the poli¬

tical dimension of government decisions to

establish operating capacity in space. In
the United States, for example, STS (the

transportation system which uses the
Space Shuttle) operations would be main¬
tained in the national interest even if

commercial domestic and foreign missions

were abandoned. In Europe, the decision to

build the ARIANE rocket was motivated by

the desire to acquire technological indepen¬

dence and to guarantee the availability of a
launcher. Thus R and D expenses and

non-recurring costs are excluded from the
cost base for pricing launching services.

B. PRICE OF LAUNCHING SERVICES1

(Satellite of Delta type-class)
Million $

50

40

30

20

10

0

1

1

1 1

Delta 3920

1 1 1

n,dHg*2-

Shuttle 	
CD

Q.

U

=1

"

Laurtch date 1 1 i 1 I

1982 1983 1984 1985 1986 1987 1988

7. This chart should be interpreted with

caution because of its sensitivity to changes in
US$.

Source: Trends in Satellite Communication,
A.D. Wheelon, World Telecommunication
Forum, Geneva, October 1 983.

In this context, the price for chartering

the Shuttle's cargo bay was fixed by NASA
for 1 982-85 at $38 million (1 982 dollars).

For the three years following 1985, the
same service will cost $71 million. For

Europe, after the flight qualification of
ARIANE in 1981, an initial production run

of six rockets was produced under the

aegis of ESA. Arianespace now manages
the launchings of ARIANE. Chart B gives an
idea of the cost of certain services offered

by expendable launch vehicles in the United
States and Europe and by the Space
Shuttle.

Technical advances in satellite design

and especially the greater thrust of the
rocket boosters have reduced constraints

on the satellites and increased their ability

to handle heavier and larger payloads. This

increased capacity has been used to step

up the transmission capacity of telecom¬
munications satellites and the performance

of observation satellites. The result is a

reduction in the unit costs of orbit capacity

(the cost per telephone circuit or TV
channel for example) while the market price

of space hardware has grown only moder¬
ately7. The technological changes in space
telecommunications -advances in micro¬

processors and other electronic circuits,
the introduction of multiplexing tech¬

niques, the use of higher frequencies, new
materials for amplifiers etc. - have also

helped lower costs. There are, however,

still significant differences in cost between
different countries and firms though these

are mainly due to differences in market size
and production runs rather than to techno¬

logical gaps.

The growing complexity of the space
segment has permitted earth stations to
become smaller and hence less costly.

Investment in earth stations have also been

reduced through innovations in amplifica¬

tion, guidance systems and beaming
devices.

For innovations which are still at the

experimental, precommercial stage like
materials-processing technology, the situ¬
ation is different (see inset). From a tech¬

nical point of view, it will be possible under
conditions of near weightlessness to create

very pure and very homogeneous new
alloys, types of glass, and semiconducting
crystals, as well as pharmaceutical pro¬
ducts, but the commercial feasibility of

such products has not yet been demon¬
strated. The critical factor is of course cost,

which may well be very high -
between $100,000 and $1 million per

kilo, according to estimates of the First

Boston Corporation.

Evolving Structures

Even if costs go down, space will still be
a "heavy" industry, subject to great tech¬
nical and financial risks and relying on the

assembly of a great variety of subsystems
and components. The logical consequence

is that firms have begun to co-operate so as

to take advantage of their strong suits and
to share risks. They have formed consortia
which include both prime contractors and
subcontractors, a structure that reflects

the separation of assembly and production
and is a text-book example of interdiscipli¬

nary collaboration since it involves aero¬
nautical engineers, electronic engineers,
chemists and others.

In the United States, subcontracting is

especially common in the production of
launchers, whether the Space Shuttle or

expendable launch vehicles. For example,
McDonnell Douglas is the designer and

prime contractor of the DELTA rocket, but
management has been given over to
the U.S. company Transpace Carrier Inc.

Engines and fuel are bought from Morton
Thiokol, TRW and Rocketdyne. In Europe,

where the market is smaller, and producers

are also smaller and more specialised,

subcontracting is even more common. In
the 1960s, the main European firms

formed consortia to carry out the pro¬

grammes first of ESRO (the European
Space Research Organisation) and then of
ESA. Alongside the consortia, joint ven¬
tures such as Eurosatellite and Satcom

International have been created, and co¬

operation agreements have been signed
with manufactures outside of Europe to

develop satellites for international organis¬
ations like INTELSAT and INMARSAT. In

7. As it becomes possible to repair and refuel
satellites in orbit and to retrieve them, as a

recent shuttle mission did, the profitability of

orbiting satellites will increase. Such opera¬
tions, however, will only be possible in low orbit

and not in geostationary orbit.
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Japan, consortia are less common, but

firms are usually associated with American

partners who furnish the technology and
certain subsystems and components.

This intensification of worldwide co¬

operation does not mean that competition
has lessened. On the mature markets, firms

prefer to compete on their own if they have
a certain size and technological autonomy.
The large U.S. firms set the pattern:
Hughes, for example, covers the whole

market range - platforms, payload and
earth stations- the aim being to enhance
its position as leading prime contractor for
satellites and hence maximize economies

of scale. It is now moving on into the
profitable service sector by renting out
satellite capacity. The strategy of other
American firms is to strengthen their spe¬
cialised product line. RCA, for example, is
well established in meteorological satel¬
lites and telecommunications and would

like to affirm its leading position in direct
broadcasting. General Electric and TRW

are particularly strong in surveillance and
remote sensing.

The oligopolistic character of competi¬
tion in the space markets (except for certain
services and components) is the result of

the substantia! barriers to entry which are
due in turn to the large start-up costs in R

and D, brainpower and production. For

launchers, these costs are so high that they
can only be borne by governments. When

markets are compartmentalized and pro¬
ducers operate within a limited demand

zone, the excessive costs caused by limited
production runs are another example of
barriers to newcomers. Moreover the

financing arrangements now required by
customers, local content and requirements
of various types of assistance increase the
seller's costs and limit market access. The

very high quality necessary for space pro¬
ducts works in the same direction since it is

hard to achieve without long and costly
experience.

All in all, it does not seem likely that the
space industry will become less concen¬

trated, though the trend may differ from
one segment to another. The number of

firms producing satellites is unlikely to
increase in the next few years because of
the excess capacity that already exists, the
captive nature of many markets, and the

procedures of international organisations
for awarding contracts which help to con¬
solidate acquired positions. Nor does it

seem likely that the oligopoly of manufac¬

turers of rockets fof heavy payloads will
widen. But new firms may enter the market

for putting light payloads into orbit, espe¬
cially in the United States. As to ground
stations, trends are even more divergent.
For the large stations, production is on the

decline and often very concentrated while
for medium-sized stations the trend is less

clear, though producers tend to specialize
in certain frequencies. But in the infant

industry of small antenna (for direct broad¬

casting for example), new producers are

expected to make their appearance.

Trade: Small Volume but

Good Prospects

Trade in finished space products is not

very large, probably smaller as a share of

production than the average for manufac¬
turing. Because of the compartmentalised
markets and1, in some cases, policies of

national preference, the growth of trade
will depend to a great extent on the
demand of Third-World countries and

international organisations. Even if the

latter base their choice on quality, price,
delivery dates and distribution channels,
they must also take into account their

capital structure, i.e. their shareholders,

usually public administrative bodies or pub¬
licly-owned companies. Thus there is a

certain international representation in the
awarding of contracts which can at times

lead to partially managed trade. In any
case, international subcontracting is still
limited (18 per cent for the INTELSAT VI

series with first launches in 1986). Aside

from these markets, the main arena for

international competition is the Third
World.

In future, the striving for technological
autonomy could limit the growth of trade
between developed countries. On the other

hand, the development of multilateral co¬

operation and the broadening of the supply
base could substantially expand trade. But
a prerequisite is to agree on international

production standards, especially for so¬
phisticated systems.

In recent years, trade has developed in
subsystems and components and also

some finished products, especially earth
stations (Japan has considerably increased
its trade surplus in these stations

since 1977.) Also many satellites have
been sold to international or foreign entities
by American firms and, to a lesser extent,

by Canadian and European producers.
Finally launching has now become ripe for
trade in services.

Penetration of the Private

Sector

The space industry is continuing to
develop rapidly in most countries, buoyed
by favourable growth forecasts. In Europe,
the industry is taking off, with the commer¬
cialisation of the ARIANE rocket and the

expansion of telecommunications projects.
In the United States, private investments in

commercial space projects are accelerat¬
ing, having grown from $10 million

in 1980 to almost $200 million in 1983.

Even if such prospects induce govern¬
ments to reduce public space spending, the
public research programmes need a second

wind. To overcome the budgetary con¬
straint, they have adopted several
approaches.

First they are putting more of their
programmes into international co-opera¬
tive projects. The most notable example is
the manned space station which NASA is

to build in the next phase of its programme,
now that the shuttle is operational. Other

countries have been invited to take part in
the scheme, the cost of which is put at
$7-9 billion. Japan and Canada have
expressed their willingness to participate
and the ESA countries, at their last minis¬

terial conference, agreed to start the first

phase of their COLUMBUS module project.
(This module could become an integral part
of the American space station.)

The authorities are also trying to
increase the private sector's share in the

management, development and financing
of space activities. One option is to transfer

certain public assets to private ownership.
In the United States for instance, the

LANDSAT system, is to be taken over by
Eosat, a joint venture of Hughes and RCA,
while civilian launching - but not the Shut¬
tle- should be fully privatised in 1 986

and 1987, when the NASA programmes
come to an end. As of now, the preparation

of each Space Shuttle flight and the
tracking and guidance of the vehicles are

carried out by a consortium of private
companies (headed by Lockheed Services).
In Europe, the same trend is evident:

semi-public companies (Arianespace
in 1 980 and Spot Image) have been set up
to manage and sell the ARIANE rocket's

launch services and to distribute the infor¬

mation to be provided by the future French
SPOT remote-sensing satellite.

A second option is for governments to

stimulate private investment. This policy,
called commercialisation, has been given a
boost in the United States since the Presi¬

dent declared it to have priority. An office
of commercial programmes has been set up
within NASA with two kinds of objec¬
tives.

Channeling federal funds to initiate pro¬
jects in industry. The incentive to be

reviewed by NASA could take many forms:
sponsoring of private projects, stimulating
private research through public funds, sup¬
porting joint research involving universities,
industry and government institutes and
enhancing the awareness of industries

outside of aerospace of the opportunities
for testing new technologies provided by
space experiments. The respective roles of
NASA and industry are to be made more
complementary.
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Promoting the services provided by the

Space Shuttle and NASA's ground infra¬
structure. An improvement in these ser¬

vices, now under study, might include

guaranteeing access, making the STS
available on a more regular basis for
commercial missions, better payload inte¬

gration in the Shuttle, standardizing the
interfaces between the equipment to be

transported and the Shuttle cargo bay,

improving proprietary rights on the results
of space experiments and providing finan¬

cial incentives by cutting flight charges

(prices would increase as progress is made
in space manufacturing). NASA has already

taken steps in this direction by setting up a

procedure for joint agreements (see
inset).

Governments are also trying to change

the environment in which space firms

operate so that it will be more responsive to
market forces and more conducive to risk

taking. Governments are trying especially
to ensure non-discriminatory fiscal treat¬

ment for investment in space and to

eliminate inappropriate regulations. The
United States set the example in 1 981 by

opening up its markets to international
carriers (in the case of telecommunications)

and by breaking up ATT's monopoly. A
similar operation is now under way in
Japan, while part of British Telecom's
capital was transferred from public to
private hands at the end of last year.

MATERIALS PROCESSING IN SPACE (MPS)

Because of the rapid technical advances

in the space industry, governments must

continually adapt their industrial and tech¬

nological policies. Further important

changes are now to be expected in trade

policies as domestic markets become

increasingly exposed to international com¬

petition. Even if, for the foreseeable future,

the public authorities continue to play an

important role in the financing, develop¬

ment and production of space equipment,

new dividing lines are likely to appear

between the public and private sectors.

Despite intensified competition, there is

also likely to be more co-operation since

the new types of research (treatment of
materials, new concepts of transport, living

in space) entail technical problems that will

be very costly to solve. This increase in

co-operation between countries and firms

is already evident in the first phase of
research on the United States space sta¬

tion, and in the latest European decisions

preparing for the heavy launch vehicle
ARIANE V and the COLUMBUS orbital

module. To a certain extent, the interest of

European countries in the French mini-

shuttle, HERMES, also shows the same

trend towards co-operation.

::

Space provides a unique set of con¬
ditions which are difficult to reconsti¬

tute on earth the absence of convec¬

tion currents or vibrations, a sterile

environment, an almost perfect vacuum

and of course very low gravity. These
conditions are very advantageous for
materials processing, especially the
production of ultra pure crystals, the
separation of substances and the
homogenisation of compounds.

Although the idea of using near
weightlessness to conduct experiments
on materials was thought of long ago,
most of the projects now under way are
still in the very early stages. The most
advanced is an experiment in electro¬
phoresis (a technique for separating
organic substances in an electric field
for the production of médecines) per¬
formed on board the Space Shuttle.
This project, which was started
in 1977, is being conducted by McDon¬
nell Douglas in conjunction with
Johnson and Johnson, both

U.S. firms (see photo above ).

Pharmaceuticals, glass products and
semi-conductors are the areas in which

MPS might be the most promising. The
most optimistic forecasts are for a
market of several billion dollars in

the 1 990s. However, so far, only one

space product has been marketed
tiny latex spheres manufactured on
behalf of the United States National

Bureau of Standards.

How profitable space production will
be depends on the value added which
might be contributed by space techno¬
logy, the comparative performance of
space and earth techniques and the
cost of launching.

Further research is necessary in this
uncertain area. Governments are in¬

creasing their R and D budgets but are
above all trying to stimulate private
sector initiatives. In the United States,

Joint Endeavor Agreements (JEA) and
Technology Exchange Agreements
have been developed to encourage pro¬
duction in a space environment. Com¬
panies signing the agreements are then
entitled to cut-rates for shuttle flights
and use of NASA 's expertise. They keep
the industrial property rights con¬
cerning data and results, provided that
the Agency is given access to them. The
JEAs signed so far include the agree¬
ments on electrophoresis (with McDon¬
nell Douglas), on organic crystals (with
3 M) and on gallium arsenide crystals
(with Microgravity Research Asso¬
ciates). NASA has also extended the

range of its agreements by concluding a
JEA with Fairchild Industries for the

development of the LEASECRAFT, a
retrievable multi-mission platform. The
Agency is also offering a canister ser¬
vice for 500 kg loads (gross weight) for
low-cost small-scale experiments.

In Europe, action is centred on devel¬
oping the equipment required for exper¬
imental activities in space. Germany
has built the free-flying SPAS platform
which made its first flight on the shuttle
in 1983. ESA started space micro-
gravity experiments on the first
SPACELAB mission. It is at present

financing the development of a EURECA
platform. Finally, the Japanese pro¬
gramme for the use of microgravity
should materialise at the end of the

decade with experiments in orbit.
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Costs and Benefits

of Protection

Over the last thirty years or more,

the international exchange of
goods and services has been a

dynamic source of economic growth and

structural flexibility. Throughout this per¬
iod, the open multilateral system of trade

and finance has adapted well to significant
shifts in global patterns of competitiveness
and the emergence of important new
actors on the international scene. How¬

ever, with the advent of prolonged slow
growth in the late 1 970s, the pressures for
protection increased, in particular for so-

called grey-zone measures. Despite the
recovery, these pressures still persist in

most of the OECD area, fuelled by con¬
tinued high unemployment, insufficient
competitiveness of specific sectors and, in

some countries, by currency apprecia¬
tion.

These problems, which have domestic

and international origins, cannot be reme¬
died by protective trade actions. Protec¬

tionist measures yield few benefits and

impose substantial costs, chiefly on the
protecting country but also on its trading
partners. Not only have trade-restrictive

measures proven to be an inefficient means

of sustaining employment, they usually
also delay much needed structural adjust¬
ment, making it more difficult to maintain

non-inflationary growth and to create new

viable jobs. Uncertainty about the future of
trade regimes depresses business confi¬

dence. By implication, it has adverse

effects on the efficiency of markets and the

readiness of enterprises to expand and
innovate, thereby affecting areas far
beyond the initial government intervention.

Trade protection has complex and perva¬
sive effects throughout the economy. Con¬
sequently, the outcome of such policies
frequently differs from the original inten¬
tions and objectives.

How Trade Barriers

Have Spread

The OECD countries' commitment to the

open multilateral trading system has
ensured that by far the largest portion of
manufactured trade encounters lower tariff

obstacles today than at any time in the
past. Subsequent to full implementation of

Concern about mounting
pressures on the open

multilateral trading system
led the 1982 OECD Council

at Ministerial Level to invite

the Secretary General to

carry out a study on the
costs and benefits of trade

and trade-related measures.

The main findings of this
study, brought to the

attention of OECD Ministers

in April 1985, are summarized
in this article. 1

the reductions agreed to in the Tokyo
Round, average most-favoured nation tar¬

iffs on industrial imports for the 1 7 major
countries will be at around 4.5 per cent.
The results of the Tokyo Round also
embody moves towards liberalisation of

some major non-tariff barriers. However, a

relatively small, but recently increasing,
number of sectors accounting for more
than a quarter of manufactured trade are

still subject to high nominal and effective
tariffs (see chart), to severe non-tariff

barriers and to distorting subsidisation.
Though the sectors traditionally most
affected by such measures include textiles,

clothing, footwear, steel and shipbuilding,
protection has more recently been
extended to previously less affected or
unaffected sectors such as automobiles,
consumer electronics and machine tools.

The lack of transparency of many of the
trade barriers recently put in place makes it
difficult to assess their extent or coverage,
and any such assessment must be treated

cautiously. On one plausible estimate, the
share of restricted products in total manu¬

factured imports increased over the period
1 980 to 1 983 from 6 per cent to 1 3 per
cent for the United States and from 1 1 to

1 5 per cent for the EEC. In 1 983, the

product groups subject to restriction

accounted for around 30 per cent of total

consumption of manufactured goods in the

countries covered, up from 20 per cent in
1 980. These results are drawn from a

report which adopts a relatively narrow
definition of non-tariff barriers; the

increases in non-tariff protection are even
more dramatic in some of the other

research reviewed.

Within the protected sectors, the scope
of protection has both deepened and
widened. Taking steel, automobiles, mo¬

torcycles, consumer electronic products,
textiles and footwear together, it has been
estimated that the absolute number of

non-tariff barriers quadrupled between

1968 and 1983. While less than one per
cent of OECD automobile trade (excluding
trade within the EEC) was affected by
discriminatory restrictions in 1973, this

share had risen to nearly 50 per cent a

decade later. Other estimates suggest that
the proportion of trade under non-liberal

treatment rose in recent years from 31 to

73 per cent in steel and from 53 to 61 per
cent in the textiles and clothing group.

Changes in the mix of policy instruments
used to control imports have increased the
extent of discrimination. There has been a

marked shift away from GATT Article XIX

safeguards, applied on a non-discrimina¬

tory basis, towards bilateral instruments

such as voluntary exports restraints (VERs)

and orderly market arrangements (OMAs).
From 1 980 to 1 983, the share of Japan's
and the Asian NICs' exports affected by
discriminatory restrictions rose from

1 5 per cent to over 30 per cent (see

table 1 page 20). At the same time, the

range of supplying countries subject to
such restrictions has also expanded. More¬

over, measures adopted to prevent trans¬

shipment very often impose heavy docu¬
mentation requirements and, subse¬

quently, additional costs on products from
unrestricted sources. As a result, the

spread of discrimination can undermine the

free flow of goods, even between those

countries which - at least in theory - are
not subject to restrictions.

7. The project was carried out by OECD's
Planning and Evaluation Unit consisting of
Wolfgang Michalski, Henry Ergas and Barrie
Stevens.

18



Protectionist Measures

Distort Trade Flows

It is frequently argued that the protec¬

tionist backlash has had a limited impact

since trade in manufactures, even in the

product groups most subject to restric¬

tions, continued to grow rapidly in the

1970s. Equally, the countries to whose

exports most of the discriminatory mea¬

sures apply, managed to increase their

share of OECD imports. However, the trade

performance of the more restricted product

categories deteriorated markedly in the

1 980s. It would seem that after being

largely ineffective in the 1970s (with the

possible exception of the Multi-Fibre

Agreement (MFA) protectionist mea¬

sures were gradually reinforced and even¬

tually began to bite.

In the 1970s, the impact of discrimina¬

tory restrictions on trade flows was limited

by pervasive trade diversion, as imports
from the more restricted sources were

replaced by imports from other suppliers.

Trade diversion has been greatest in indus¬

tries where there is a multiplicity of poten¬

tial sources of supply and where trade is

highly responsive to price and quantity

signals clothing and footwear, for

instance. However, growing diffusion of

technological and industrial capabilities,

improvements in worldwide marketing and

distribution channels and the great sensi¬

tivity of multinational enterprises to oppor¬

tunities for shifting the site of production

have also generated trade diversion in less

mobile activities such as steel and con¬

sumer electronics. The 1977 Orderly

Market Agreement for colour television
receivers between the United States and

Japan is a good illustration. Though, at the

time of the agreement, Japan accounted

for 90 per cent of US imports of complete

receivers, its share two years later was
down to 50 per cent, while that of the
Asian NICs had increased from 1 5 to

50 per cent.

In addition to changing the geographical

origin of imports, quantitative restrictions

have affected the nature of the products

traded. In particular, faced with a volume

limit on their exports, the more restricted

suppliers have been encouraged to move

up-market within the controlled group,
thus maximising the value of a fixed total

volume of exports. According to one esti¬

mate, the share of luxury cars in Japanese

automobile exports to the United States

increased by 1 3 percentage points as a

result of voluntary export restraint. There is
also considerable evidence of such shifts in

product composition occurring in the other
industries reviewed.

All these protection-induced changes in

the country and product composition of

trade have tended to undermine the objec¬

tives of import control. Governments have

therefore come under continuous pressure

from domestic producers to extend the

number of countries subject to the restric¬

tions and to specify more precisely the

product categories in which the restricted

producers can operate. Thus, during the

first Multi Fibre Agreement (1974-1977),

the United States had bilateral agreements

with 1 9 countries, but none of these agree¬

ments specified explicit limits on imports of

so-called "sensitive items". During the

second agreement (1978-1981), specific
limits on these items were introduced into

US bilateral agreements with seven coun¬

tries; and during the third agreement

(1982-1986), this number rose to 14.

Equally, for the EEC, the number of coun¬

tries covered by bilateral agreements
increased from 33 in MFA I to 43 in

MFA III, while the number of categories

specified went from 23 to 48, much of the

rise actually occurring in MFA II.

Trade Restrictions Drive

Prices Up

Discriminatory quantitative restrictions

have created upward pressure on prices in

protected markets: first, because the most
restricted sources tend to be those with the

lowest costs; and second, because these

restricted sources raise their export prices

to increase profits by capturing the eco¬
nomic rents from the restrictions. Particu¬

larly in industries where demand is at

least in the short term fairly inelastic,

these increases in import prices provide an

important "price umbrella" for domestic

producers. As restrictions have tightened

and the scope for offsetting effects dimin¬

ished, the upward pressure on prices may

have strengthened.

A study of the United Kingdom clothing

industry suggests that the average
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1. VALUE OF MANUFACTURED EXPORTS TO OECD COUNTRIES

SUBJECT TO TRADE RESTRICTIONS

$ billion

Country of Origin
Total Manufactured

Exports 1 980

Subject to Restrictions^

in 1980 in 1983

Japan
Korea

Taiwan

Hong Kong

Singapore

Total

61.7

10.1

12.0

11.8

3.6

99.2

7.0

2.3

2.0

3.4

0.2

14.9

(= 15%)

21.8

3.2

2.2

4.2

0.3

31.7

(= 32%)2

7. Product items subject to restrictions are:

Japan 1980: steel; television receivers to US; ships.

1 983: steel; one-third of television receiver exports to EEC; ships; automo¬

biles; motorcycles to US.
Korea 1980: one-half clothing and textile exports; one-third footwear exports;

television receivers to US.

1983: two-thirds clothing and textiles; one-half footwear to EEC; one-half
steel.

Taiwan as for Korea.

Hong-Kong - 1 980: two-thirds clothing and textiles.
1 983: four-fifths clothing and textiles.

Singapour 1 980: one-third clothing and textiles.
1983: two-thirds clothing and textiles.

2. To correct for the impact of restrictions on the composition of trade, this figure has been

calculated using 1 980 weights.

increase in UK clothing retail prices due to

the second MFA was on the order of 20 per

cent and for lower quality items such as

jeans 30 to 50 per cent. Prices for child¬

ren's wear a highly labour-intensive pro¬

duct doubled. These changes can have a

regressive impact on income distribution,

because clothing accounts for a larger

share of poorer households' consumption

expenditure. One estimate finds that pro¬

tecting the Canadian clothing industry
costs lower-income households four times

as much as it costs higher-income house¬
holds.

A recent report by the US International

Trade Commission illustrates the impact of

voluntary export restraint on US car prices.

It estimates that in 1 984 Japanese cars
were sold in the United States for $1 ,300

more, on average, than they would have in

the absence of the VER. The respective

increases for 1 981 , 1 982 and 1 983 were

on the order of $1 85, $359 and $831 per
car. Thus, in a period of buoyant demand,

US consumers paid increasingly higher

prices as a result of the shortfall in supply.

During the same period, increases in the

prices of domestically produced cars

ranged from approximately $78 in 1 981 to
almost $660 in 1984, much of this

increase apparently due to the VERs. Fur¬

thermore, the reduced availability and the

prevailing higher prices of new Japanese

cars led increasing numbers of consumers

to turn to the used car market and thereby

put upward pressure on the prices of used

domestic and Japanese cars.

Protection, notably by voluntary export

restraint, also provides large transfers to

foreign producers. It is estimated that

protection has increased the profit margin

on Japanese steel sales to the US market

by at least 10 per cent. This is around
$200 million a year - about equivalent to
half of Japan's annual expenditure (the
world's highest) on steel R and D. As

regards textiles and clothing, the United
Kingdom's restrictions under the MFA are
estimated to transfer twice as much

income to foreign exporters as to UK

producers. A plausible overall assessment
is that the annual transfer from OECD

consumers to Asian NIC exporters of textile

and clothing products is at least $2 billion.
This is equivalent to around 4 per cent of

the total value of NIC exports to the OECD

region.

Import Restrictions: An
Inefficient Means of

Sustaining Employment

With prolonged slow growth and high

unemployment in the late 1 970s, govern¬

ments have come under increasing pres¬

sure to attenuate the speed of structural

adjustment and the rate of job losses.

However, import restrictions appear to

have only a limited positive impact on

employment in the protected sectors. First,
even in the sectors most exposed to

international competition, trade flows are

usually a fairly minor determinant of

employment levels; second, because of

trade diversion, discriminatory restrictions

have a relatively limited impact on overall

import volumes; third, the scope for substi¬

tuting domestic output for imports may be

limited. Thus, the proportion of domestic

employment potentially protected by im¬

port restrictions is normally very small

compared to the changes induced by

shifting macro-economic circumstances.

On one estimate, the US-Japan automobile

VER increased US employment by no more

than 22,000 over the period April 1 981 to

end 1982. while the recession was cutting

labour input in the auto industry by more

than ten times this figure.

Protection is most likely to be effective in

maintaining employment in the few indus¬

tries which have structurally low productiv¬

ity, little scope for modernisation and

hence compete mainly with developing

countries: for example the clothing indus¬

try. It was estimated in 1 980 that Cana¬

dian restrictions on apparel imports pro-

The rise in prices due to protection in the clothing industry can affect income distribution

since it is an important item in the spending of low-income households.
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Quantitative restrictions lead suppliers to move up market -the share of luxury automobiles in Japanese exports to the US increased
as a result of voluntary export restriction.

tected 7.5 per cent of the industry's jobs.

Another study found that 1977 US tariffs

on apparel preserved nearly 90,000 jobs,

equivalent to 10 per cent of the industry's

employment. Finally, a 50 per cent

increase in allowable MFA imports of

apparel under Swedish VERs would, it was

concluded, reduce clothing employment by

6 per cent, twice as large a job loss as a

similar increase in textile imports would

entail. In most other industries, the

employment effect due to protectionist

measures is typically on the order of two or

three percentage points, though in the very

short term the impact may be larger.

Over a longer period, protection can

accelerate the substitution of capital for

labour and thereby reduce industrial

employment. This capital deepening, to¬

gether with relatively slow demand

growth, accounts for two-thirds or more of

the long-run decline in employment in the

textile industry in advanced OECD coun¬

tries, with changes in import penetration

being a rather minor factor. A recent UK

study estimates that, given the slow

growth of demand, productivity growth in

that country's textile industry will reduce

employment by nearly 40 per cent over the

period 1983-97. Abolishing the MFA

would, over the same period, involve a fall

in employment of only 7 per cent, equi¬

valent to 1 3,000 jobs. "Saving" each of
these jobs costs UK consumers about twice

as much annually as the yearly wage of a
textile worker.

Productivity was also increasing (partly
as a result of accelerated offshore assem¬

bly) when employment in the US colour
television industry declined despite pro¬
tection - from 29,000 in 1 977 to 26,000

in 1979 and 21,000 in 1981. It is esti¬

mated, however, that job losses between

1 979 and 1 981 would have been 1 ,000 to

1,500 greater, had import restrictions not
been in effect. On the conservative

assumption that the price of a $200 set
increased by only $5, saving each of these
jobs cost US consumers over $60,000 a

year.

Finally, job maintenance in the protected

industry may be offset by adverse macro-
economic effects. Protection-induced

changes in price and wage behaviour can

compromise the effectiveness of macro-

economic policy and necessitate a tighter

stance for monetary and fiscal policies.

Protection extensive enough to have a

major impact on imports and employment

in a wide range of industries is likely to lead

to currency appreciation which would, in

turn, reduce total exports, thus curtailing

employment in other sectors of the econ¬

omy. Since the jobs being protected typi¬

cally have lower skill requirements, they

make fewer demands on a country's
capacity to develop and diffuse new tech¬

nologies and hence impede its ability to
export. For Canada and Australia, econom¬

etric studies have found that persistent and

widespread protection of manufacturing
industry has imposed a "hidden tax" on the

more export-oriented activities. The small

number of lower-pay, lower-quality jobs

saved by protection are replacing other

jobs which, over the longer term, would

contribute more to overall productivity and
higher real incomes.

Protection Can Delay

Much-Needed Adjustment

By raising prices and increasing the

domestic producers' share in the home

market, import restrictions can increase the

resources available for industrial adjust

ment. The improved cash flow of the

domestic firms affected makes it possible

for them to invest in modernisation of plant

and equipment, to underwrite the costs

involved in adjusting capacity to demand,

to pay exit costs from no longer viable

market segments, and/or to diversify into
more promising areas of activity. More¬

over, protection can encourage foreign

producers to engage in joint ventures with

domestic firms. But at the same time,

protection normally reduces competitive

pressures and, given the substantial costs

adjustment entails, can perpetuate tech¬

nical and economic inefficiency.

In fragmented, labour-intensive indus¬

tries, such as clothing and footwear, there

is limited scope for profit-enhancing pro¬
duct differentiation or substitution of

capital for labour. As a result, protection
does little to establish durable market

segmentation or to reduce the cost differ¬

ential between OECD producers and major

developing country exporters. In the

clothing industry, for example, advanced

technology is being introduced into ancil¬

lary operations such as cutting and grad¬

ing, but stitching operations, which
account for 80 per cent of value added, are
- and in the medium term will remain

highly labour intensive. At this stage of

production, cost differentials between

developed countries and the leading devel¬

oping country exporters are on the order of
5 or 6 to 1 . But even under such circum¬

stances, the argument that protectionist

measures only facilitate a run-down in
these activities is clearly contrary to the

evidence. In effect, because entry barriers

are low, whatever economic rents are

created by protection simply attract new

resources, not only labour and capital, but

also entrepreneurship. 	».
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In oligopolistic industries, competition
depends chiefly on product differentiation,
economies of scale, technology, marketing
and service. Under such conditions the

scope for regaining competitive advantage

may be greater. Indeed, several cases
come to mind in which protection, coupled

with adjustment programmes, has encour¬
aged firms to use the resources made
available for restructuring. Prominent ex¬

amples are the car industry in the United
States and certain parts of the steel

industry in the European Community. Fre¬

quently, however, factors are at work
which impede adjustment. If price and

quantity signals from the marketplace are
distorted, import controls can make it

difficult for firms to assess their long-term

costs and set investment plans accord¬

ingly. If there is widespread excess
capacity and modernisation investments
would involve construction of large-scale

new plant as in the case, for example, in the

steel industry - the risk of reinvesting in the

activity may outweigh the potential bene¬
fits. Firms may also face political or insti¬

tutional constraints on their restructuring

choices if conditions are attached, e.g. if

assistance is granted to firms, providing

they maintain employment.

In the longer term, changing industry

behaviour in oligopolistic sectors can

reduce the extent to which domestic pro¬

ducers benefit from protection-created

rents and can narrow their adjustment

options. If there is widespread excess

capacity, and if major differences exist
between firms' cost levels and strategic

objectives, collusion on prices and output

may be difficult to maintain, so that com¬
petition among existing domestic firms

may erode profit margins. Furthermore,

even in activities with substantial entry

barriers, persistent rents from protection

may encourage new entrants, including

foreign companies in restricted countries

which seek to appropriate a greater share

of the rents by investing in the protected

market. While new competition alters the

industry's pricing behaviour, the response
of foreign rivals to protection also narrows

product and marketing options. As com¬

petitors in restricted countries upgrade

products and move up-market, the higher-

cost domestic firms face increased foreign

competition in those sections of the market

which are least price-elastic. Yet this is

precisely where their long-run competitive

edge may otherwise lie.

Protection Hurts

Developing Countries

On the whole, variations in economic

growth rates in the industrialised countries

have had more impact on export growth in
the developing countries than OECD pro-

2. TOTAL OECD IMPORTS FROM

FIVE MAJOR EAST-ASIAN NICs 1979-84

$ US billion

1979 1980 1981 1982 1983 1984y

Singapore 5.1 7.0 6.6 6.6 6.9 8.6

Korea 10.8 11.1 12.5 12.7 14.6 18.1

Taiwan 11.9 13.8 15.2 15.6 18.4 23.7

Hong Kong 10.2 12.3 12.6 12.2 13.3 15.5

Malaysia 8.3 9.2 7.7 7.2 7.7 10.1

Total 46.2 53.4 54.6 54.2 60.8 76.0

of which imported

by U.S. 17.6 20.4 23.0 24.1 29.7 39.8

percentage

Annual rate of change
in real terms2

Total 6.3 2.2 11.6 17.5 29.4

US 6.4 14.0 14.3 28.8 42.1

7. For 1 984, based on data for the first three quarters.

2. Volume of imports: values deflated by the export price index of manufactures.

Source: OECD Foreign Trade Statistics.

tection has had. However, the spread of

trade restrictions has changed the pattern
and composition of these exports. Devel¬

oping countries, and particularly the more

advanced NICs, have rapidly stepped up

the diversification of their exports, moving
into new markets and more skill-intensive

products. At the same time, there has been

a deliberate shift of some production away

from the countries most severely restrained

by the protectionist policies of industrial
countries into countries that are less re¬

stricted but also have low-cost labour.

Protection has compounded the impact of

changing cost configurations in prompting

and accelerating these developments.

Hence some developing countries have

captured market shares left by the more

restricted exporting countries, benefiting in

some cases from the shift of production

facilities out of NICs. Attempts to circum¬

vent quotas under Multi Fibre agreements

and to benefit from the tariff preferences

given developing countries by the General¬

ised System of Preferences have been

important in this regard. Nonetheless, as

restrictions tighten, second and third-gen¬

eration manufacturing exporters seem

more likely to run into difficulty than the

more flexible NICs. Obstacles may include
resistance from established exporters,

anxious to preserve their market shares,
and a network of trade restrictions which

take effect quickly as exports expand fast
from a low base.

Protecting countries have already shown

their willingness to extend existing restric¬

tions to new sources of supply, and this

response may discourage investment in

potential developing-country exporters. A

n

'.y- :.'" i

i r
y

1

Reinforcing restrictions harms second and
third wave exporters more than the NICs
whose economic structures are more flexi¬

ble. A textile factory in Kenya.

striking instance is provided by the US

Orderly Marketing Agreement on colour

television receivers. Initially aimed at

Japan, the agreement was extended to

Korea and Taiwan when they emerged as

alternative sources of supply. Though a

number of other sources Mexico, Singa¬

pore and Thailand for instance were well
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3. OECD IMPORTS FROM MAJOR LDC DEBTORS

SUBJECT TO NON-TARIFF BARRIERS 1982

$US billion and percentages

Brazil Mexico Argentina Chile Korea Indonesia Philippines Yugoslavia Total

Manufactured imports1
affected ($US billion) 1.8 0.4 0.2 0.01 6.8 0.2 0.6 0.8 10.8

-as % of total OECD

manufactured imports from

that country 42.9 8.2 22.2 14.3 58.1 40.0 30.0 34.8 40.6

Agricultural imports2 affected
($US billion) 3.2 1.4 2.0 0.6 0.9 0.6 1.4 0.3 10.4

- as % of total OECD

agricultural imports from
that country 51.6 73.7 100.0 95.0 98.0 54.5 93.3 68.2 74.8

Manufactured and agricultural
imports affected by non-
tariff barriers1' 2 as % of

total OECD imports from

that country 35.7 8.0 55.0 21.0 58.3 4.3 41.7 31.4 25.3

7. Textiles, clothing; iron and steel; footwear; consumer electronics.
2. Meat, cereals, sugar, fish, vegetables and fruit, animal feeds, tobacco, vegetable oils.

placed to enter the United States market at
that time, the deterrent effect of the initial

extension of barriers was clearly sufficient
to dissuade them.

Protection could also be relevant to the

international debt problem. Debt-service

ratios for developing countries fluctuated
around 15-16 per cent of exports during

the 1970s and rose sharply to around

24 per cent in 1982/83. But the recession,
the dollar appreciation and the rise in
interest rates which followed the second oil

shock played a larger part in this increase

than did OECD protection. Indeed, the

rapid upsurge in developing country

exports after 1 982 has greatly contributed
to avoiding any major debt crisis.

The importance of open multilateral
trade with developing countries however

goes far beyond the international debt
issue. It has been estimated that a gradual

increase in protection in the OECD region

equivalent to a 1 5 percentage point rise in
tariffs would cause a significant reduction

of GDP in both developing and developed

countries by 1 995: the middle income
oil-importing LDCs would sustain a loss in
GDP of about 3^2 per cent, but the indus¬
trial countries would suffer a nearly equal
loss as a result of the self-inflicted effects

of their own protective measures.

Protection: A Blunt

Instrument of Policy

Protectionist measures are usually in¬

tended to meet two broad objectives: to

provide visible and immediate relief to
industries experiencing severe difficulties,

and notably to their workforce, while
allowing ongoing adjustment to changed
circumstances. These objectives corre¬

spond to a concern for employment and
social equity on the one hand and to the

goal of promoting greater economic effi¬

ciency and industrial restructuring on the
other. Compared to the complexity of the

objectives, protection is a fairly simple and
blunt instrument of policy.

By reducing imports, protection seeks to
raise the market share of domestic pro¬

ducers and the price they would receive for

their goods in the absence of such mea¬
sures. Raising output and profitability in the

domestic industry is in turn presumed to

increase employment and promote modern¬
isation. The indirect nature of this link

between the instrument - import con¬

trols- and the policy variables targeted

jobs and investment is the first reason
for protection's ineffectiveness. There are
others: trade diversion reduces the impact

of discriminatory restrictions on the volume

of imports; domestic producers may not be

able to provide an attractive substitute for

imports; if the pressure of either competi¬
tion or excess capacity on the home market

is strong enough, an increase in domestic
output may involve little increase in

employment, producers' profits or capacity
to finance investment.

Even when protection does effectively

transfer resources to the protected indus¬

try, the outcome may still fall far short of
the policy goals. First, the two objectives of

import controls modernisation and job
preservation are frequently incompatible,
at least in the short run. More rapid

modernisation usually involves shutting

obsolete plants and reducing the industry's
labour force. Preserving jobs may mean

keeping these plants, often the industry's
most labour-intensive ones, in operation.

Thus protection may help achieve one

objective or the other; in none of the cases
surveyed did it achieve both. Second, shifts
in the regional and occupational composi¬
tion of the protected industry make it

difficult to ensure that whatever jobs are

"saved" go to the workers who have the

greatest difficulty in adjusting - the less
mobile, low-skilled workers in declining

regions.

Ultimately, the ineffectiveness of protec¬

tion has a pervasive impact on its costs. If

protectionist measures fail to meet the

underlying policy objectives, pressures

may be created for yet more assistance to
the industry in question. Furthermore, the
"demonstration effect" of protection en¬

courages more and more interest groups to

become organised and divert adjustment
policies from promoting overall economic
efficiency to arbitrating among competing
sectoral claims. Thus, to the direct cost of

protection must be added those which are
less tangible and more difficult to quantify.
Even in economies operating at far from full

employment, it may be possible to ignore
the political and macro-economic impact of
a single protectionist measure but not the
cumulative effect of the spread and persis¬

tence of such measures.
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Countertrade :

An Illusory Solution
by Jacques de Miramon^

Countertrade, until recently considered to be of only marginal
importance since it was limited to trade with the East European countries,
has spread to other areas over the past few years, especially to the
developing countries.

The role of countertrade, also called compensation, is hard to assess,
since it is impossible to pinpoint transactions simply by looking at
international trade statistics. Some experts believe it will continue to
expand since it is, in their opinion, the only way for countries that are
short of convertible currency to maintain their imports. But is this view
correct? A recent OECD study examines the expansion of countertrade
and its possible impact on international trade2.

Though based on barter, counter¬

trade (or compensation) is much

more complex. A very broad defini¬
tion of a countertrade operation is one in

which a sale to a foreign country is possible

only if the supplier is willing to import

goods from the purchasing country equi¬
valent in value to those exported3.

Growing Interest

Until the mid-1970s, only ten or so

countries demanded countertrade with any
frequency. Most of them were East-Euro¬

pean or state-trading countries (Cuba,

China, etc.). In recent years, the list has
lengthened considerably and now includes

many market economies, especially among

the developing countries. OECD's study
has found that 54 countries - apart from
those of Eastern Europe or the OECD area

have recently shown interest in counter¬

trade (see inset page 27).

There is, however, considerable varia¬

tion among countries and over time in the
way that countertrade is carried out.

Requests for countertrade are not regular,
nor are they always accepted in their
entirety by the supplier, except in those as

yet rare cases where the procedure is

imposed by official regulations. The OECD
study found that completed countertrade
transactions could be documented in no

more than about twenty developing coun¬

tries. A large number of these operations

takes place between developing countries
or between those countries and Eastern

Europe.

Is there countertrade between OECD

countries? Some observers mention sales

of aeronautical or military equipment in
which the buyer is entitled, in exchange, to
assemble part of the equipment locally or
to deliver to the supplier local products and

services which may or may not be directly
linked to the equipment purchased. Such

transactions, however, are confined to very
specific sectors and not very important in
OECD countries' foreign trade as a whole.
However, the United States has a special
regulation under which it has sometimes

traded food products for strategic raw
materials from non-OECD countries.

It seems unlikely that countertrade will

proliferate on OECD markets. First,
Member countries subscribe to a set of

multilateral rules and agreements defining
the legal framework for international trade.

The spirit of these rules - although they do
not specifically mention countertrade is

against bilateral trade. Furthermore, given
the degree of freedom in the movement of

goods and payments between OECD coun¬

tries, there is neither any need for nor any
advantage to using trading procedures that
are more complex and more costly than the
normal ones. This is not an argument that
holds for the East European or even many
developing countries.

How Large Is It?

Since it is impossible to obtain any
precise statistical data on countertrade

transactions, OECD's study has made esti¬

mates for each of the main geographical
areas.

Arrangements in the military and aero¬
nautical sectors, account for most of the

countertrade between the industrialised

countries. The value of this trade can be

estimated at not more than 2 per cent of
total trade turnover, that is some

$1 5.7 billion (according to 1 983 data). As
for these countries' trade with the East-

European countries, 1 5 per cent (i.e.
$15.6 billion) would appear to be a reason¬
able assumption. Several cases of counter¬

trade with oil producers have recently been
reported; these are estimated to represent
2 per cent of the total two-way trade with
these countries, that is $4.3 billion4. With

non-oil developing countries, countertrade

probably does not exceed 5 per cent of
mutual trade, i.e. $16.6 billion.

Published information often mentions

countertrade among the developing coun¬
tries or between them and the East-

European countries. It might be assumed
that such trade accounts for 1 0 per cent of

the trade among the developing nations
($12.5 billion) and 30 per cent of their
trade with the East European countries
($14.2 billion)5.

These estimates do not include interna¬

tional trade that takes place under overall

bilateral clearing arrangements, which are

of a different nature and mainly between
planned-economy countries, especially
CMEA members. There are also a few

clearing arrangements between developing
countries. Trade under such arrangements
amounts to about $1 30 billion.

7. Head of the Division of Trade Relations

with Non-Member countries, OECD Trade

Directorate. Sherry Stephenson of the same

division helped in preparing this article.

2. Developing Country Practices Regarding
Countertrade, to be published shortly.

3. For a detailed description of the main forms
of countertrade, see: East-West trade: Recent

Developments in Countertrade, OECD, 1981;

Countertrade: a Modernised Barter System,
The OECD Observer, No. 114, January
1982.

4. Countertrade transactions in oil increased

in 1983-84. Three oil-producing countries

Iran, Iraq and Libya have been particularly
active. Specialised sources estimate that

countertrade affects some 20 per cent of OPEC
exports.

5. Countertrade as a share of total trade has

been found to vary considerably from one
developing country to another.
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Thus the maximum estimate of counter¬

trade is around $80 billion, or some 5 per
cent of world exports.

Although this share is much lower than

the figures given in the press (the latter

range from 20 per cent to 40 per cent of
world trade, i.e. between $360 and

$720 billion), the absolute amounts in¬

volved have increased rapidly in the last

few years, leading one to ask why certain
countries find this form of trade attrac¬

tive.

Why the Developing
Countries Use Countertrade

If an international countertrade transac¬

tion is arranged, it implies that the interests

of the importer in quality, quantity and
value must coincide with those of the

exporter for both purchase and sale and

that the timing be right. Such a match is

exceptional in a world where producers are

more and more specialised and can be

obtained only through procedures that are

more complex and risky, hence more

costly, than conventional transactions.

Why then do governments and other eco¬

nomic agents, public or private, turn to an
archaic form of trade whose obvious short¬

comings led first to the creation of money
and then to more and more elaborate

systems of international financial settle¬
ment?

Only two developing countries (Yugos¬
lavia and Indonesia) have laid down rules

making countertrade mandatory. A few

(Mexico, Colombia, Ecuador and Malaysia)

have issued regulations which, though they
do not make it mandatory, provide for
countertrade in some circumstances and

define the criteria to be applied. Most other

developing countries are thought to have

issued informal directives to government

departments to encourage countertrade

wherever possible. The developing coun¬

tries' countertrade is frequently related to
state involvement in the transactions con¬

cerned, whether they be government pur¬

chasing, inter-governmental agreements,

or imports by public or semi-public bodies.

To date the developing countries have not

expressed a common view on countertrade

as they have on most other rules and

procedures of international trade. The fact
that most of them have not done so

indicates that they are reluctant to justify

their practice of countertrade or explain its

expected effects. What then are their
motivations?

Financing imports

There is an obvious correlation between

the liquidity crises in Third World countries

and the emergence of countertrade propos¬
als. The debt service burden of these

countries became more onerous just at the

DEVELOPING COUNTRIES

REPORTED TO HAVE SHOWN AN

INTEREST IN COUNTERTRADE

AFRICA

Algeria,Angola, Congo, Egypt, Ghana, Guinea,

Ivory Coast, Kenya, Liberia, Libya, Morocco,

Nigeria, Senegal, Sudan, Tanzania, Tunisia,

Zaïre, Zambia, Zimbabwe.

LATIN AMERICA

Argentina, Brazil, Colombia, Costa Rica, Cuba,

Dominican Republic, Ecuador, Guatemala,

Guyana, Jamaica, Mexico, Peru, Trinidad, Uru¬

guay, Venezuela.

ASIA

Bangladesh, Burma, China, India, Indonesia,

Iran, Iraq, Israel, Jordan, Republic of Korea,

Malaysia, Pakistan, Philippines, Quatar, Saudi
Arabia, South Yemen, Thailand, Vietnam.

EUROPE

Malta, Yugoslavia

time when recession brought a drop in

world demand for their exports and

brought down the prices of their raw

materials. To cope with the resulting lack of

convertible currency, many developing

countries had to cut imports drastically.

This in turn created supply disruptions that

were often aggravated by a rigid system for

rationing means of payment and a lack of

flexibility of their economies. In such cir¬
cumstances, countertrade is an attractive

solution, even if a makeshift one, because it

marginally increases opportunities to im¬

port and imparts a bit of flexibility to an

otherwise rigid system. The cost and com¬

plexity of such trade become secondary
considerations for the users who view their

economic situation as in a state of transi¬

tion and consequently try to maximize

short-term results. Exporters in the OECD

countries have sometimes adopted the

same form of reasoning (see inset p. 27).

Brazil and Mexico stepped up their
recourse to countertrade in 1979 when

their external imbalances worsened. Indon¬

esia made compensation mandatory for

government purchases in 1981 for the
same reason. Another factor linked to the

liquidity crisis is the difficulty some coun¬

tries find in meeting payments for industrial

and public works projects based on over-

optimistic projections of their export earn¬

ings. Increasingly they are putting off the
settlement of their current international

accounts. Thus several oil-producing coun¬

tries are now offering to pay creditor

countries both developing and devel¬

oped with oil and are trying to finance

new contracts for civil and military aircraft

and other equipment in the same way.

Exchange rate policies

Many developing countries have curren¬
cies that are not convertible and are often

overvalued. This overvaluation may reduce

the cost of imports, but it also makes

exports uncompetitive and discourages

domestic production. The advantage of
countertrade in such a context is that it

may correct the distortions caused by the

unsuitable exchange rate: if necessary, a
domestic product can be sold at less than

the official price and /or an import be

bought for more. The complexity of the

transaction makes it possible to conceal

the real price assigned to either purchase or

sale. In other words, the result is a selective

devaluation, tailormade for each transac¬

tion. Countertrade is the equivalent of an

export subsidy, an import tax or a mixture
of the two.

In other instances, it is the exchange

control system that encourages counter¬

trade. In certain countries (Mexico, Yugo¬
slavia), firms are authorised to retain a

portion of the foreign exchange they earn

from exports for use in financing their

imports. These firms will inform a foreign

supplier that they can place an order only

upon proof that a sale has preceded the

import. Thus the foreign supplier will either

have to make a direct purchase or find a

third party prepared to do so before signing
the sales contract.

Promotion of exports

A developing country will often propose

countertrade for its imports so as to find an

outlet for primary products suffering from

low world demand. Coffee, palm oil, rub¬

ber, bananas, metal ores, oil, and other

commodities have been used in barter. By

obliging a foreign partner to take these

products, the producing country wins

market shares from other producers. If

prices have to be lowered for this purpose,
countertrade allows it to be done clandes¬

tinely, without openly contravening inter¬

national producer agreements or setting off

a reaction on international commodity

exchanges, so long as the operation is on

an ad hoc basis and limited in scope.

Another aim may be to foster exports of

products in which the country has not

previously specialised. Requests for coun¬
tertrade of this sort come from countries

which are marginal producers or compete

with other developing countries having

better knowledge of the market. Their

authorities generally present suppliers with

a list of products, mostly manufactures,

from which countertrade purchases must

be made, omitting those with already

established outlets. Other developing

countries have no official list but unofficially
channel countertrade transactions to those

exports they wish to promote.

Increasing and stabilising foreign
trade

Developing countries may see counter¬

trade as a way of promoting and stabilising

their exports. At first glance, their motives
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would appear to be similar to those of the

planned-economy countries, but such does

not seem to be the case. When developing

countries offer primary products in counter¬

trade, these transactions are usually one-

off operations which do not provide lasting

outlets. In the East-European countries, on

the other hand, countertrade proposals

often come under the heading of what they

call "industrial co-operation agreements"

of which one form is a buy-back agreement
in which imports of Western plant and

equipment are paid for over a period of

years with some of the output of the new

plant. Only rarely does countertrade with

developing countries take this form. The

few cases on record involve Yugoslavia and
two or three of the more industrialised

developing countries (India, Egypt) in their
trade with the East-European countries.

Some requests for countertrade have the

more prosaic aim of decreasing trade defi¬

cits with a specific trading partner by
putting pressure on him to increase

imports. Brazil, Malta and Jordan have let it

be known that they prefer to place their

orders with countries which buy from
them. This practice involves an evident

danger - discriminatory import policies.

The Short-term Takes

Precedence

The attraction of countertrade for the

developing countries is therefore very real.
But so far these countries, unlike those of

Eastern Europe, do not seem to have

integrated the practice into their medium or

long-term development policies. Rather

Typical Examples: Some Recent Countertrade Transactions
Brazil began to insist on countertrade

arrangements around the mid-1970s,

when it was trying to diversify its
exports geographically and turned to
other developing countries which were
also short of convertible currency. More
recently, countertrade operations have
been linked to oil supplies for Brazil
(large-scale transactions with Iraq,
Nigeria, Angola and the USSR) and
have been extended to the industrial¬

ised countries, following Brazil's efforts
to increase its trade surplus by pro¬
moting its manufactured exports. As far
as is known, Brazil has not published
any official statement laying down rules
for countertrade.

In Colombia, a law enacted in

December 1983 introduced a "special
system of trading relations" under
which the government has been asked
to draw up rules for barter, counter¬

trade and triangular trading transac¬
tions. These rules were formalised by
decree permitting such transactions
after approval by INCOMEX (Instituto
Colombiano de Comercio Exterior).
Countertrade is subject to five criteria:
durable encouragement of exports; no
export possible otherwise; pricing by
reference to the international market;
favourable balance-of-payments im¬
pact; imports of products necessary to
the country's economy.

As of 1st January 1982 Indonesia
introduced regulations requiring foreign
firms which sell to the Indonesian gov¬
ernment contracts of more than

$500,000 to purchase, in turn, Indon¬
esian goods other than oil in an amount
equivalent to the FOB value of the

goods and equipment sold to Indonesia.
Proof must be given that the Indonesian
exports involved are supplementary to
the usual ones. Foreign firms not
meeting their countertrade commit¬

ment are fined the equivalent of 50 per
cent of the contract value. The Indone¬

sian authorities have issued a list of

about thirty local products which may
be selected for countertrade arrange¬
ments, chiefly primary or semi-
processed products (rubber, coffee,
cassava and wood) and a few manufac¬

tured goods (tires, furniture, fruit juice

and cigarettes). The initial regulations
have since been slightly relaxed.

Unable to sell its oil on the interna¬

tional market, Iran is trying to dispose
of some of it through countertrade.
Transactions are regularly reported in
the press and have included deals with
Romania (which in 1 981 delivered loco¬

motives, tractors, oil equipment, spare
parts and consultancy services); China
(1 983); Brazil and New Zealand (1 982
and 1984 respectively, deliveries of
meat); Greece (1984); Uruguay and
Thailand (1982, rice) and Japanese
trading companies.

Following payments difficulties re¬
sulting from the partial cessation of oil
exports and the cost of the protracted
war, in 1 983, Iraq reportedly offered to
settle part of its foreign debt in the form
of oil shipments. These operations are
said to involve Japan ($1 60-1 90 mil¬
lion), France (about $425 million) and
South Korea. In 1 983, the rescheduling
of debts owed to Indian firms involved

deliveries of crude oil and sulphur to
India valued at $90 million. This opera¬
tion was repeated in 1984 ($1 50 mil¬
lion).

Jamaica's convertible currency earn¬
ings depend on its bauxite and alumina
exports, which have fallen as a result of
the economic recession and the island's

political problems. In 1 982, the United
States government is said to have
acquired $13.6 million worth of bauxite
for strategic stocks in exchange for
deliveries of powdered milk and butter

oil to Jamaica. The same year, General
Motors and Chrysler reportedly agreed
to deliver trucks and cars in exchange
for bauxite. In 1 984, Jamaica was said

to have signed a contract with Yugo¬
slavia: over a period of five years,
450,000 tonnes of alumina were to be

traded against prefabricated houses
and construction materials (value:

$75 million). Talks are reportedly being
conducted with Colombia with a view

to bartering alumina for coal.

Malaysia began to show interest in
countertrade towards the end of 1 982,
and several officials publicly expressed
the wish that foreign suppliers would

buy more local products, in particular
manufactured items. The policy so far
has been to offer incentives: in principle
suppliers are not under any obligation to
propose countertrade, but if they do so,
it will be regarded as a factor in their

favour when their proposal is being
assessed. On 1st August 1983, an
administrative unit was set up under the
Ministry of Trade and Industry to co¬
ordinate countertrade proposals and
decide whether they are in Malaysia's
interest. The list of products allowed
under countertrade comprises, in princi¬
ple, whatever Malaysia produces ex¬
cept natural rubber, palm oil, tin and

timber. So far only three major con¬
tracts are known to have been con¬

cluded under this procedure: with South
Korea (a naval vessel), Yugoslavia (cir¬
cuit breakers for an electrical power
line), and Japan (rails) in 1983. In
August 1984, it was announced that
the foreign share of a contract for the
construction ofan urban railway system
would be financed by a soft loan and
that the suppliers would buy Malaysian
goods equal to the value of the con¬
tract.

In June 1984 Pakistan reportedly
purchased six aircraft worth $1 88 mil¬

lion from the Boeing Company. Boeing
is said to have undertaken to buy
Pakistani products for the equivalent of
20 per cent of this amount.

Since 1 983, Quatar has been trying
to settle its unpaid debts with oil
exports (the Swedish firm ASEA was
offered a deal valued at about $20 mil¬
lion) and to obtain tender for new

construction contracts on the part of
countries willing to accept oil in partial
payment.

In 1983 Uruguay was said to have
paid for telecommunications equipment
from Italy with $20 million worth of
meat exports. A recent regulation
requires all public agencies to give
preference to foreign tenderers agree¬
ing to participation of local firms or
accepting compensation in the form of
wool, meat, fruit or rice.
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they have used it to deal with such urgent
problems as liquidity crises, a sudden fall in

exports or disruption of traditional trade

flows following the imposition of import

controls. In this short-term perspective,

countertrade is a way of overcoming or
circumventing the constraints of a

changing economic environment. Certainly

it is a make-do solution. Are there any
alternatives?

An Ineffective Solution

The main argument put forward by those
who defend the practice of countertrade is

that it facilitates trade (both purchases and
sales) that would not otherwise take place
and thus at least maintains its level. Some

would go so far as to claim positive virtues

for countertrade, arguing that it can
actually increase the volume of interna¬
tional trade. This claim can neither be

proved nor disproved because of a lack of

data but seems, on the face of it, doubt¬
ful.

It is often difficult to convince those who

have adopted countertrade that they have
made a poor choice because the rationale

for their decision will be evaluated differ¬

ently depending on the viewpoint one

takes. For the firm, countertrade may be
seen as a logical response to the macro-

economic framework resulting from govern¬
ment intervention and other events (even if

the framework itself reflects irrational eco¬

nomic policies). But from the point of view
of the nation as a whole, countertrade is

not a rational economic choice; it merely

allows governments to ignore the danger
signals put out by the market and thereby
to perpetuate existing distortions. And

transactions which appear advantageous in

the short term are very likely to prove
disappointing in the longer run for several
reasons:

1 . Countertrade is not an economically

defensible way of continuing to trade. The
difficulty of matching the needs of sellers

and buyers in a transaction that usually

involves an exchange of totally unrelated
products increases costs: both transaction

costs the time and effort spent on

matching the requirements of buyer, seller

and user and costs arising from restricted

supplies of the goods traded because the

buyer cannot choose the most competitive

supplier. The inevitable consequence will
be to worsen the terms of trade of the

countries involved and, in the long run, to
reduce the volume of their trade.

2. Countertrade will have the same con¬

sequences as other forms of bilateralism

it will limit trade to the level of the partner

having the lower export capacity. It is an
especially pernicious form of bilateralism in
that it seeks to balance trade at the

microeconomic level - for each deal or

firm and this is even more inefficient than

balancing it at macroeconomic level (e.g.,
through bilateral clearing arrangements).
Moreover, the countries which have

adopted these bilateral practices have had

less favourable results than they antici¬
pated.

In 1 982 when the Indonesian authorities

introduced the regulations described in the

inset, they hoped to export enough to
offset government purchases of between

$2.5 and $4.5 billion a year but, in two
years, the total value of the goods and

equipment obtained has amounted to only
$800 million, and that of the Indonesian

goods delivered in exchange to only a
fraction of that sum. This failure can be

.attributed to the lack of supplies in Indon¬

esia; apart from oil and a few primary
products, which in any case are not
included in countertrade, Indonesian firms

are unable to deliver enough light-industry

products of sufficiently high quality to
match the substantial unit cost of govern¬
ment purchases.

3. Countertrade will not enable a user

country permanently to increase its

exports. In the short term, countertrade

may give the illusion of increasing exports
because it disposes of difficult-to-sell mer¬

chandise or closes out competition. But in
the case of commodities, which still

account for a substantial proportion of

developing countries' exports, counter¬
trade will not increase demand but will

depress prices and undermine efforts to

regulate these markets through interna¬
tional commodity agreements. This is less
likely in the case of manufactures, but it is

hardly to the advantage of the developing
countries to hand over the responsibility for
marketing their manufactured goods to
foreign trading partners (exporters of
capital goods or trading houses) for whom

this is a secondary activity. Not only are

marketing and distribution likely to be
inefficient, but the producer will miss out

on the chance to develop precious mar¬

keting expertise. If products are low in

quality or outmoded and if after-sale ser¬

vice is poor, the market for them opened up

by countertrade will not grow. It may not

even be adequate to meet the country's

import needs, and the practice may instead

end up by giving the country and the
products concerned a bad name.

4. It is not sure that countertrade will

allow developing countries to conserve

their foreign exchange earnings. The ideal
situation would be one in which counter¬

trade supplements traditional exports paid
for in foreign currency. But for this to

happen, the number of export outlets

would have to grow, and this is hardly
likely, as has been shown, because of the

limited range of products the developing
countries have to sell. What seems to be

happening instead is a partial transfer of
trade from zones with convertible curren¬

cies to inconvertible-currency zones. In
principle, any countertrade product could
be sold directly on the world market if its

price correctly reflected demand. It is the

uncertainty about the equilibrium price, or
the refusal to lower it, that makes the

alternative - selling the merchandise
quickly, though a barter deal - attractive.

The operation allows the country to import

without having to spend foreign exchange
but does not allow it to obtain any from the
world market either. In the best of circum¬

stances, the effect on the trade balance in

convertible currencies is neutral. If counter¬

trade involves a reorientation of traditional

export patterns, potential receipts in con¬

vertible currencies will fall, and the country
will find itself locked into a more rigid
bilateral trade system which will also be

more costly in terms of national resources.

5. The organisation of countertrade

HEN COUNTERTRADE IS PROPOS

BY WESTERN COUNTRIES

Sometimes it is the OECD exporter
who takes the initiative in proposing a
countertrade deal. What has he to gain
by creating additional constraints and
risks for himself?

A Western firm, well established on a

developing country's market, may sud¬
denly find itself excluded from that
market by the introduction of import
controls. There are two possible
responses. Either the firm can transfer
production to the importing country, if
that is technically feasible and the
market is large enough; or it may
undertake negotiations with the gov¬
ernment that imposed the import con¬
trols in an attempt to reduce them and
offer to purchase local products of an
equivalent value. The latter approach
has been adopted by a number of

Western multinationals which prefer to
absorb the costs involved in counter¬

trade rather than lose what they con
sider to be a promising market.

The increasing scarcity of large
capital equipment contracts has led to

fierce competition among tenderers. A
successful bid hinges not so much on
the technical value of the equipment or
its price as on a set of ancillary financial
or commercial factors which enable the

potential supplier to offer the equip¬

ment at the lowest possible apparent
cost. Sales of capital goods to devel¬
oping countries, for example, may not
only carry extremely favourable finan¬

cial terms (mixed credits with a grant
element) but involve a commitment to

purchase the products of the pur¬
chasing country.

I
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Jamaica imports prefabricated houses and construction materials in exchange for its bauxite.

requires a high degree of commercial and
financial competence and good business

skills if products are to be disposed of

rapidly and at the highest possible price.

But the developing countries themselves
are aware that, with few exceptions, they

do not have the management capability or
information and distribution channels that

would be necessary to promote their

exports. Hence these countries are likely to
be at a disadvantage in countertrade
because of a lack of negotiating strength

and an inability to obtain favourable condi¬
tions. The environment in which counter¬

trade takes place is Darwinian. Having

neither a fixed structure (prices or markets)
nor trading rules, it makes the strong

stronger and the weak - who must bear
the additional costs of inefficient proce¬
dures even weaker.

Is Proliferation a Concern?

The proponents are not unaware of the

lack of convincing arguments for counter

trade, its frequently disappointing results

or its inability to get around protectionist

barriers. They also know that countertrade

may entail fraudulent practices (under-
declaring imports so as to pay less duty,
illicit capital transfers) which conceal the
real price of the transaction. This may

explain why most developing countries

engaging in countertrade do not give it any

official status byt only authorise it on a

case-by-case basis.

If market-economy countries are cur¬

rently tempted to engage in countertrade,
it is largely for cyclical reasons. Providing
the adjustment process now underway
proceeds and developing countries' debt
can continue to be rescheduled in orderly

fashion, countertrade may prove to have

been no more than a passing phenomenon.

But if, as some observers believe, the

problems are mainly structural in nature,

the prospects are bleaker. Shortages of
convertible currency would be chronic and
would call forth a continued demand for

countertrade.

Even if the trend towards countertrade is

not considered as important as other dis¬
tortions in world trade or more blatant

contraventions of GATT principles, it

should not be treated too lightly: the rising

popularity of barter is indicative of how
much the international trading system has
deteriorated. Like other more obvious

forms of protectionism, what is first intro¬

duced as a temporary measure may ulti¬

mately become an established feature of
the system.

Interest in countertrade is currently nur¬

tured by a powerful lobby which profits
from the difficulties being encountered by

Western exporters and from the confusion

surrounding these highly complex transac¬
tions. Media and organised trade groups

counsel exporting firms that countertrade

is likely to become a permanent part of their

strategies. Certain experts forecast that,
by the end of the decade, half of world
trade will take that form. Several major

banks anticipate that their customers will

increasingly engage in such transactions
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and have set up special services to help
them. While it may be desirable to provide
customers with more information on these

far from transparent practices, those who

engage in countertrade should be made

fully aware of its consequences.

There is reason to be alarmed at the

spread of practices that cause additional

distortions to the international trading
system and detract from the efficiency of
adjustment mechanisms. Such practices
divert trade flows, foster an irrational

allocation of resources, raise transaction

costs and lead to increasing government
intervention. Their unbridled development
would reintroduce bilateralism into foreign
trade on a large scale. The difficulty they
cause exporters is out of all proportion to
the volume of trade they induce. And there
is a danger that countries and firms will

copy their competitors and thus spread the
disease.

What Should

be Done?

It is easy to deplore the existence of

countertrade. It is more difficult to prevent
it from spreading. Governments have
neither the administrative means to detect

countertrade, nor the legal means to regu¬
late it. In a market economy, governments
refrain from interfering with the business
decisions taken by firms, and firms resent

government intervention that limits their

freedom of manoeuvre and forces them to

lift the veil of business secrecy. OECD
Member governments therefore do not feel

that their role is to prohibit or control the
practice. It is the firms themselves which

must, on the basis of business criteria,

make decisions, accept the risks involved

and comply with existing rules.

While it cannot be said that the countries

which engage in countertrade have no

alternative, it is true that, for a variety of
economic and political reasons, the existing
alternatives are not easy to adopt in the
short term. An objective analysis of the
direct and indirect consequences of
countertrade, stressing their cost and their

threat to the multilateral trading system,
would show countries and firms tempted to
engage in the practice that it is not always
the best way to achieve a lasting increase in
their exports or to balance their trade.

Nevertheless, the fact that developing
countries want to engage in countertrade
may reflect a legitimate desire to increase

their exports to protected markets. By
liberalising their imports, OECD Member

countries could help discourage a commer¬
cial practice which inflicts as much damage
on them as it does on the developing
countries.

Environment -

Major Risks and

Compensation
by Henri Smets1

The Bhopal disaster has focussed attention on the dangers of certain
industrial activities for the environment - and not only in the developing
countries. Once again, better prevention and safety measures are on the
agenda. And again the problem of how to ensure fair and speedy
compensation for victims of accidents in potentially dangerous industries
has arisen2.

Within two months of the Bhopal
disaster, two serious pollution
accidents occurred in the chem¬

ical industry in OECD countries - Little

Rock, Arkansas, in the United States,
where 2,500 people were evacuated;

Karlskoga, Sweden, where 20 people were
affected and 300 evacuated and five in

the developing countries - Lima, Peru,

3,000 people evacuated; Jabalpur and
Trichur, India, where 100 people were
affected and 42 admitted to hospital;
Matamoros, Mexico, 3,000 people eva¬
cuated, 200 hospital admissions; and

Cubatao, Brazil, where 5,000 people had
to be evacuated and 300 were treated in

hospital. The frequency of these accidents
indicates the scale of risks to man and the

environment created by the production,
storage, transport and use of hazardous or

toxic substances.

Earlier there were even more serious

accidents. Seveso in Italy where accidental
pollution caused 200 cases of skin

damage, the death of thousands of animals

and the evacuation of thousands of people.
Subsequently, all human habitation on 1 1 0

hectares in the vicinity of the plant had to

be permanently banned. At Los Alfaques,
in Spain, the accident in which 216

campers were burnt to death was caused

by the transport of dangerous chemicals. In

Minamata, in Japan, the chemical mercury
was responsible for the illness of tens of

thousands of people and the death of
hundreds.

Even if serious accidents in the chemical

industry do not always cause deaths, they
may radically disrupt daily life in the vicinity
of the accident. If poisonous fumes seem

likely to escape, residents may be asked to
stay at home and block up their doors and

windows or they may be abruptly eva¬
cuated.

Accidental discharge of chemicals can
also destroy animal life for miles around as

in 1 976 when 20 tonnes of acrolein,
dumped into the Rhone, killed 300 tonnes

of fish. The discharge of toxic waste into

the soil may involve the demolition of
houses, the evacuation of entire districts

and the disposal of recovered toxic wastes

at great cost.

Costs

With few exceptions, accidents in the

chemicals industry do not seem to have
involved compensation for the victims of

more than $200 million per incident.
Seveso was one of the most costly disas¬
ters ($100 million). It has been estimated

that a serious pollution incident caused by
poisonous gas might cost $50 million in

France (table page 30). But the cost of
compensation to those damaged in most
accidents rarely exceeds $10 million.
Clean-up expenditure on sites contami¬

nated by toxic substances can be much

higher, e.g. a possible $240 million at

Times Beach (Missouri, United States)

where waste oil contaminated by dioxine
was spilt in streets and stud farms in 1 97 1 .

The highest expenditure recorded for a

single site is a proposal to clean-up a toxic
waste dump in Colorado (for an estimated

$500 million).

7. Economics Division, OECD Environment

Directorate. This article expresses the personal
opinions of the author.

2. During an OECD conference on economics

and the environment in June 1 984, the partici¬

pants emphasized the importance of evaluating
risks as a means to reinforce the integration of
environmental and economic policies.

29



ESTIMATED COST OF AN ECOLOGICAL DISASTER (TOXIC GAS)
AT PRESENT FRENCH LEVELS OF COMPENSATION1

Type of expenditure
(third-party liability)

Compensation
250 dead

1 25 victims, 80% disabled

250 victims, 50% disabled

875 victims, 20% disabled

Hospital treatment and fees for emergency medical care
for 10,000 personnes

Special hospital treatment (medium term)

Medical followup of victims (long term)

Evacuation of 30,000 people (five days; lost earnings and
cost of shelter)

Other

Losses due to cessation of economic activity

Amounts

millions of francs

TOTAL

50

125

115

115

10

20

10

40

15

not estimated

500

roughly $50 million

Theoretical calculations based on compensation paid to the victims of auto accidents in France.
The costs of restoring the environment are excluded.

Although few statistics are available,
and those that exist are not very reliable, it

would seem that every year in the OECD
countries, chemicals cause at least one

accident costing more than $50 million in
environmental damage and several in¬

volving over $5 million. The significance of
such costs is shown by the fact that in the
entire world only 42 chemical firms make

annual profits in excess of $50 million
(1983 figures).

Total compensation for environmental

damage caused by chemicals is not very

high, because the most costly accidents
have been few in number. In France, for

example, total compensation for damage

caused by chemical pollution has been less
than 50 million francs a year ($5.5 million)
over recent years. This compares with
2 billion francs spent on pollution preven¬

tion measures by the chemicals industry in
1982.

More generally, the cost of environ¬
mental damage caused by industry

amounts to only a small fraction of the cost

of industry pollution-prevention measures

and a tiny proportion of the price of the
products sold. If the cost of compensation
for environmental damage were to double,

the impact on prices would be insignificant,
since, compared to the number of installa¬
tions, serious accidents in the chemical

industry are rare because of the scale and
effectiveness of the safety measures taken

by producers.

Government Reactions

After a major accident, industry and
governments usually react by tightening up

on safety, improving emergency measures,

closing plant located in densely populated
areas, and prohibiting the import of certain
chemicals. In 1982, following Seveso, the

European Community adopted a directive

designed to prevent serious accidents in
industry and to limit their effects. This
directive, which has not yet been imple¬
mented in all Member States, affects some

1 ,250 installations including 300 in France

and 250 in the United Kingdom.

Following Bhopal, the environment min¬

isters of Canada, Germany, Italy, Japan,

the United Kingdom and the United States

agreed at a meeting in London that the
transfer to developing countries of techno¬

logy linked to hazardous chemicals must be
an area for continuing cooperation among
industrialised nations in consultation with

developing countries, and the Ministers of
the EEC stated that an urgent solution had

to be found to problems raised by chemi¬
cals which were hazardous to health and

the environment.

These declarations suggest that there is
still need in the OECD countries for addi¬

tional safety measures. But, even then, a
major accident would still be possible,
because of the large number of dangerous
installations in these countries, the density

of population in industrialised regions and
the concentration of hazardous activities in

certain places. As Haroun Tazieff, the
French Secretary of State responsible for
the prevention of disasters, has recently
said: "A government must have the poli¬
tical courage to recognise that the risk of
disaster is a permanent one". Because the

risk is a permanent one, it is, in my opinion,
necessary not only to improve safety mea

sures but also to guarantee rapid and full
redress for the consequences of industrial
accidents on the environment.

Compensation for Victims

Nuclear and oil industries

In the 1 960s the nuclear energy indus¬

try, following a reactor accident at Wind-
scale, considered it useful to introduce new

mechanisms to provide for the payment of

large amounts of compensation imme¬

diately, without long drawn-out legal pro¬
ceedings to determine liability3. The oil
industry followed suit a decade later after
the wreck of the Torrey Canyon. The

amount of compensation is limited, though

the amounts vary from country to country
and from case to case (from $45 million for

the oil industry in Europe to $600 million
for the nuclear industry in the United

States) and are adjusted from time to time

to take account of inflation and past

experience. These mechanisms made pos¬

sible the payment of compensation to
victims of the Tanio oil-tanker accident in

France only a year after claims were
submitted. As to nuclear power, several

European Member countries have improved

on international arrangements so as to

ensure more effective compensation for

victims (e.g. up to $325 million per incident
in Germany) even though there has so far

only been one costly ($33 million) nuclear
accident -Three Mile Island in the United

States.

The chemical industry

The situation is different in the case of

pollution by toxic chemicals where claims
for compensation must go through tradi¬

tional legal channels even though hazards

may exceed even those of the worst oil
tanker disasters. Victims can, where they

have the determination and the resources,

bring legal action, but the procedure may
well prove to be extremely long or even
futile due to lack of evidence, for example:

those responsible for Minamata were con¬

victed, but only 20 years after the event;
the financial losses of Corsican fishermen

affected by the red "tide" in the Mediterra¬
nean have still not been determined after

twelve years of litigation. In the case of
disasters of the magnitude of Bhopal,

lengthy legal action seems likely since the
full extent of the damage and personal

injury may not be evident for some time and
the sums involved are very high.

Two major problems make compensa¬
tion even more difficult. The party liable for

an accident may not be solvent: many
chemical firms are in financial difficulties

3. Revision of the Conventions on Third-party

Nuclear Liability: Compensating the Victims of
an Accident and Oil Spills: Compensation for

Victims, OECD Observer, No. 120, January
1983 and No. 109, March 1981.
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and their acts cannot always be attributed

to a financially powerful parent company.

Furthermore, even if the liable party has

civil liability insurance, the coverage may

be inadequate. Indeed, in many OECD

countries, some factories handle the most

hazardous chemicals without taking out

any third-party liability insurance.

In the transport of dangerous sub¬

stances by road, on the other hand, liability

insurance is obligatory and in France there

is no limit on the amount4. Consequently, if
a cargo of toxic chemicals causes serious

pollution during transport, the insurer will

cover any damage. But if the same cargo

causes pollution on the factory premises,

the victims may well be compensated only

after long and costly litigation, or not at all.

To remedy this situation, the chemicals

industry might usefully look at what has
been done in connection with road trans¬

port, oil spills and the nuclear power

industry to improve compensation proce¬
dures.

Some recent measures point in the right

direction. Special compensation systems

for environmental damage have been intro¬

duced in connection with the dumping of

toxic waste and disposal sites in the United

States and Belgium. France has introduced

special liability rules to facilitate compen¬

sation for victims of damage from toxic
wastes.

The insurance business is making arran¬

gements to cover pollution risks more

effectively and is offering civil liability

coverage for larger and larger amounts

though at higher cost. In the United

States, the ceiling can reach $30 million for
a single pollution accident, but in Europe it
is still no more than a few million dollars,

except in the case of long-standing civil

liability insurance policies where the ceiling

can reach $50 million owing to the fact
that pollution is lumped together with other

risks. At the same time, insurers are trying

to protect themselves against unknown

risks: civil liability policies are being

amended to exclude pollution risks which

are then dealt with more fully in a separate

policy. Such developments improve cov¬

erage for all types of pollution risk but also

entail sharp increases in industrial insu¬

rance premiums. Unfortunately, this means
that fewer firms are insured and that there

is less insurance coverage. In addition,

liability ceilings of a few million dollars for
pollution risks are clearly inadequate, given

the serious risks created by certain hazar¬
dous industries.

The inability of the insurance market to

fully cover pollution risks and the unwilling¬

ness of industry to take out sufficient

pollution insurance are subjects of concern

at a time when the public is becoming more

aware of how serious and costly a disaster

can be. One policy option, in my view,

would be for governments to recognize the

right of everyone to full and rapid compen¬

sation for damage caused by chemical
pollution. This policy might be imple¬

mented in several stages:

First, find out, in the case of each firm

involved with hazardous substances, what

insurance has been taken out, what risks

are covered and the amount of coverage,

and compare these variables with potential
risks and costs so as to determine to what

extent and for what types of firm pollution

risks are underinsured;

Second, invite such firms, or compel

them by law, to provide financial security or
take out civil liability insurance in an
amount sufficient to cover the environ¬

mental risks of their activities. This will run

into opposition since firms are not at

present obliged to take out such insurance,
and the least well run firms generally have

the least insurance;

Third, examine the costs and benefits of

setting up some kind of compensation fund
at industry level to back up or replace
insurance cover, along the lines of the oil

industry's system for the transport of oil.

If such a fund were set up, it could, after

providing compensation, take action

against those liable for the damage if the

latter were not covered by the fund or were

covered but had failed to comply with the
law. The fund would not be involved in

cases of exoneration of liability such as acts

of war or negligence on the part of the

victim himself. In exceptional circum¬

stances, the fund might receive financial

aid from the government.

A system of this type, which is similar to
those of the oil and nuclear industries,

would force firms to take out civil liability

insurance and to contribute to the compen¬
sation fund and would thus increase the

industry's costs. But it would also involve
certain benefits for the firms involved:

less financial risk in the event of an

accident

a reduction in legal costs

more ready acceptance of chemical

plants by the public, particularly those

living in the vicinity

fewer unnecessary safety requirements

less government interference in the

industry (regulation, inspection, standards,
supervision, etc.)

So far as the community as a whole is

concerned, such a system would have the

additional advantage of reducing the cost

to the government, and thus to the tax¬

payer, when the authorities have to pay

compensation following default by the firm
concerned.

Despite the theoretical advantages of

such compensation systems, they have

little chance of becoming a reality without

the active support of public opinion. The

Bhopal disaster in India and the enhanced

public awareness of the dangers of chem¬

ical pollution for all countries should lead to

more attention to the prevention of indus¬

trial accidents and the provision of full and

rapid compensation for victims of major
accidents.

4. Transfrontier Movements of Hazardous

Waste: Getting to Grips with the Problem,

OECD Observer, No. 127, March 1984.
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China's Agricultural Revolution
by Ferdinand Kuba^

The overall performance of Chinese

agriculture during the past 30 years

has been quite impressive. The fam¬

ines that used to plague the country are a

thing of the past, despite the fact that there

are now over 1 billion people to feed and

that agricultural exports are needed to help

pay for imported technology.

From 1 952, the year of China's first

Five-Year Plan, to 1 982, production rose

on average by 3.2 per cent a year. This

vigorous growth rate, however, was

largely offset by the rapid rise in popula¬

tion. On a per capita basis, agricultural

growth was only around 0.5 per cent.

Till the recent reforms, productivity was

very low. With roughly 70 per cent of the

population living on the land, agriculture

accounted for only 24 per cent of GNP in

1 975, in contrast to industry, which had

10 per cent of the labour force and 48 per
cent of GNP.

A closer look at the figures reveals wild

fluctuations in production, depending on
governmental policy. For example, the

decision to step up collectivisation from

late 1955 onwards, and especially the

setting up of people's communes from

1958 to 1962, combined with natural

disasters, caused production to drop by
over 4 per cent over the latter period.

Alarmed by this patent failure of collec¬

tivisation, the government tried to correct

excesses by reducing the size of the basic

unit of agricultural production. Instead of a

brigade, composed of several teams, it

became the team (some 30 to 50 farms). In

quite a few areas, production was assigned

to individual farms. Even though this

system was officially condemned in 1 962,

the free-plot economy expanded and pro¬
duction recovered.

Then, during the Cultural Revolution in

the second half of the Sixties, followed by

the "Gang of Four" during the early Seven¬
ties, there was a swing back to intensive
collectivisation. To alleviate acute shor¬

tages, the government concomitantly
pushed grain production to the exclusion of

other products. Farmers were urged to
follow the lead of the famous Dazhai

Brigade, which had demonstrated the

superiority of collective organisation by

Since the founding of the
People's Republic of China,

the life of the Chinese farmer

has been a turbulent one,

conditioned by abrupt shifts

in governmental policy.
Thanks to the new

"responsibility system", he

is now recovering a large
measure of his former

autonomy as the government
moves towards de facto

decollectivisation.

building major water conservation facilities

and other basic agricultural supports to

increase grain production. The drive was a

success in that the rate of increase for grain

was higher than for any other product.

However, all was not well on the farms.

Farmers themselves had barely enough

grain to meet their own needs. Although

production teams were theoretically free to

decide how they would cultivate the land,

the farmers had no say in determining

cropping patterns, not to mention which

technical measures should be adopted or

which machinery bought.

Moreover, they were remunerated ac¬

cording to a complicated point system,

based on the number of hours worked,

irrespective of the quality of their work or
the results each obtained. Given all this,

farmers tended to lose interest in their

work.

The Responsibility System

Little by little, attempts were made to

rectify the system of remuneration so as to

better reflect the quality of labour as well
as the amount produced. In order to

measure work this way, arable land had to

be reapportioned into smaller units. Fol¬

lowing the change of governmental leader¬

ship and the Third Plenum of the 1 1 th Con¬

gress of the Central Committee of the

Communist Party in December 1 978, var¬

ious "responsibility systems" were intro¬

duced. Most of them divided up the land

among small work groups comprised of
between five and ten families, which con¬

tracted an "output commitment" with the
authorities.

In 1 980, these contracts began to be
applied not only to small groups but to

individual families as well, though the value

of the work point still depended on the
results of the collective as a whole.

Then, in 1 981 , a radically different type

of contract, called the "family farm com¬

mitment", was put into effect. To all intents

and purposes, it did away with work points
and the collective distribution of income.

Under this new system, the family can sign
a contract with the authorities for the land

allocated to it and is responsible for its own

profit and loss.

In exchange, the family must fulfil a

certain number of obligations. It has to pay

the state agricultural tax, which is generally

very low, and must supply state bodies

with a given quota of its crops at official

prices. It must also devote part of its

earnings to reserve and welfare funds, in

addition to payment for supplies and ser¬

vices provided by the collective (electricity,
irrigation, machine ploughing or, in another

realm, teachers, public health staff and the

like). These payments, which are equi¬
valent to a form of rent, can be quite
considerable.

By 1 983, nearly 80 per cent of all farm

families had entered into such agreements.

With the organisation of labour, production

and management in the hands of individual
families, this is tantamount to de facto

decollectivisation and led to a diversifica¬

tion of production which had previously

concentrated on grain.

True, collectives still have the power to

renegotiate land contracts and to plan

essential crops to meet supply quotas.

They also continue to manage big plant and

machinery, such as motor-driven wells or

irrigation networks.

Be that as it may, the trend towards the

privatisation of Chinese agriculture is very

real. A recent decision, published by the
Central Committee in 1 984, extended

7. OECD's Agriculture Directorate. Agricul¬
ture in China, forthcoming.
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Peoples' communes and brigades of farm workers associated with collectivisation have given way to the family farm. It has a contract
with the authorities and is responsible for its own profit and loss.

family leases on the land allocated to them

to 1 5 years or more. This robs collective

ownership of the land of much of its

significance. Moreover, production facili¬

ties are increasingly in private hands. Over

one-third of all power cultivators and trac¬

tors, for example, are already owned by

private families.

Still, the Chinese authorities continue to

insist on the collective nature of agricul¬

ture, calling it "the Chinese socialist agri¬

cultural development path". Spontaneous

co-operation among farmers is encouraged

under the new system. Farmers are
allowed to form "new economic associa¬

tions", which enable them to pool the

necessary resources to launch enterprises

and even hire a few employees. Profits are

shared according to each family's contribu¬

tion. Private co-operative ventures are pre¬

valent primarily in such activities as pro¬

cessing (flour mills, oil extraction and the
like), construction (i.e. brickworks) and

services (transport and marketing of cer¬
tain products).

To promote diversification the ill

effects of the grain drive are now loudly
denounced - and to incite farm families to

drop their semi-subsistence existence, the

authorities have adopted a series of mea¬

sures, such as technical assistance, priority

for supplies and production credits, to help

farmers set up "specialised family units".

Such units can decide to specialise in, say,

pig farming (several dozen head), fish¬
farming, forestry or orchards. This activity

then becomes the family's major source of
income.

Farm families are actively sollicited to

set up joint agricultural, industrial or com¬

mercial enterprises with State agencies
and collectives. More flexible than those

created by the larger peoples' communes,

these joint ventures are particularly suited

to such products as milk and fruit, where

growth depends on improved processing
and distribution capacity. Families are

linked through contracts with the commu¬

nity and the State planning bodies.

This liberalisation of economic activities

could not have come about without far-

reaching reforms in State bodies. Thanks to
a partial lifting of the State monopoly in the
trading sector, private individuals can now
act as merchants. Farmers have the right to

sell their surplus production on the free
market once they have met their State

quotas. They are even allowed to transport
their products by road or rail over long
distances, so as to retail them in cities in

other provinces.

The reform of the State network of

"purchasing and supply co-operatives" was
no doubt designed to make them better

able to resist competition from the private

sector. In an attempt to reactivate the

"co-operative" aspect of these organisa¬
tions and to attract farm families, the

co-operatives can now sell shares to fam¬

ilies and distribute dividends, even though

to date the latter are symbolic.

This twin movement the individualisa¬

tion of agricultural production and the

diversification of the rural economy - has

led to a recasting of the rural finance

system. The network of credit co-opera¬

tives, for example, is to become more

independent of the Agricultural Bank. A

selective credit policy for family farms is

geared to the new requirements of market-

oriented production. Between 1979 and

1982, loans to rural families quadrupled,

and they now exceed those extended to
collectives.

1. AREA SOWN AND PRODUCTION OF MAJOR CROPS

in million hectares and million tonnes

Year

Grain Cotton
Oil-bearing

crops

Sugarcane and

sugarbeet

Area

sown
Production

Area

sown
Production

Area

sown
Production

Area

sown
Production

1965 119.627 194.525 5.005 2.098 5.167 3.625 0.521 15.376

1975 121.062 284.515 4.955 2.381 5.652 4.521 0.826 19.143

1976 120.743 286.305 4.929 2.056 5.787 4.008 0.896 19.563

1977 120.400 282.725 4.845 2.049 5.639 4.017 0.859 20.209

1978 120.587 304.765 4.867 2.167 6.223 5.218 0.879 23.819

1979 119.263 332.115 4.512 2.207 7.051 6.435 0.837 24.613

1980 117.234 320.555 4.920 2.707 7.928 7.691 0.922 29.113

1981 114.958 325.020 5.185 2.968 9.134 10.205 0.987 36.029

1982 113.396 353.430 5.828 3.598 9.343 11.817 1.116 43.594

1983 114.500 387.000 6.000 4.637 9.070 10.550 40.300

1985

(Plan)
n.a. 360.000 n.a. 3.600 n.a. 10.500 n.a. 46.700

n.a. : not available.

Source : Zhongguo Nongye Nianjian 1 980 (China Agricultural Yearbook 1 980) for figures up to
1979. Zhongguo Tongji Nianjian 1983 (China Statistical Yearbook 1983) for 1980 and 1982
figures. USDA. China, Review of 1983 and Outlook for 1984.
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PER CAPITA CONSUMPTION OF KEY FOODS

kg. per year

7957 1965 7 978 7 982

Grain1 203.00 184.00 196.50 225.40

Meat2 6.06 7.35 8.93 13.19

of which: pork 5 08 5.403 7.71 11.76

Edible vegetable oils 2.40 1.75 1.60 3.54

Sugar 1.50 1.55 3.30 4.42

Fruit 4.77 4.26 6.62 7.33

Eggs n.a. n.a. 2.00 2.53

Milk n.a. n.a. 0.85 1.60

n.a. = not available.

1 . Grain is converted into trade grain.
2. Meat is total of beef, mutton and pork.

3. Average for 1963 to 1965.

Soaring Production,

Rising Income

The results of these policy shifts made

themselves felt very quickly, particularly

given the rising motivation of farmers.

Those who used to work half-heartedly

under the collective system began to put all

their energy into the land allocated to
them. The elimination of waste inherent in

the collective organisation of labour, cou¬

pled with progress in diversification,

opened up considerable productivity po¬
tential.

Production of all key products soared

(See Table 1). While grain production had
increased on average by 3 per cent a year

during the preceding 20 years, it shot up by

some 9 per cent a year in 1 982 and as

much again in 1 983, despite the fact that

areas devoted to grain had shifted to cash

crops. Not only did this increase deliveries

to the cities, but it also routed grain

supplies to agricultural areas specialising in

industrial crops, which for that reason also

saw unprecedented growth.

Despite the increase in grain production,

the Government continued to import grain

to ease the pressure on farmers so they

could diversify production and develop

cash crops. This would, among other

things, obviate the need to continue

importing sugar and cotton and, because of

transport problems, it would be easier to

import grain to supply the cities in the

Eastern part of the country than to move it
within China.

One major reason for the increase in

production was the price policy launched in

1 979. Reversing a 20-year trend of

declining incomes for farmers, the new

government began to raise procurement
prices. From 1979 to 1982, official price

rises were impressive: procurement prices

for grain rose by almost 42 per cent,

oil-bearing crops by 59 per cent, raw

cotton by 42 per cent and pigs by 66 per

cent. As a result, farm incomes rose rapidly

between 1979 and 1981, closing part of

the gap which had kept them behind urban
incomes.

However, for political reasons, the gov¬

ernment did not let retail prices rise nearly

so fast, and it soon found itself obliged to

heavily subsidize State agricultural pur¬

chasing bodies. Chinese sources estimate
that, from 1 979 to 1 981 , the cost to the

State was roughly 1 4 per cent of the

national budget.

It is no wonder then that the Govern¬

ment decided it could not continue to raise

procurement prices indefinitely. In the

report of the 1 2th National Congress of the

Chinese Communist Party in 1 982, the
government announced that it planned to

keep procurement prices stable in the

coming years. The price reform decided

upon in late 1984 for 1985-86 and

designed to link prices more closely to real
costs, could even lead in certain cases to

paying lower prices to farmers.

With production on the rise, the govern¬
ment also decided to reduce investments in

agriculture. In December 1 981 , at the
Fourth Session of the Fifth National Peo¬

ple's Congress, the principle was spelled

out that "the range of national funds for

investment will gradually be narrowed
down in the future and will be used mainly

for energy, transport and new developing
industries".

Trade and Production

Prospects

How will these various decisions affect

the prospects of Chinese agricultural pro¬

duction? It is expected that the effects of

rising procurement prices, which encour¬

aged farmers to increase production, will

level off in the coming years. If the dimin¬

ishing impact of the organisational reforms

and the declining investment by both the
State and the communes are taken into

account, it is unlikely that agricultural

growth rates will continue to rise as rapidly

as in the recent past, particularly if private
investment does not come forth as a

substitute.

In the past, agricultural investment has

largely been concentrated in hydraulic pro

jects. Today, most of the underground
water sources in North China have been

tapped, and the major part of the suitable

land in South China has been equipped with

irrigation facilities. It is likely, then, that

further growth in irrigated area will be very
slow. Efforts will now have to be concen¬

trated on backing up irrigation facilities

with flood control, land improvement and

drainage.

Earlier, most of this agricultural infras¬

tructure was made possible by mobilising

labour from the communes. Financing was

provided by the State budget and by

collective savings. Both these sources are

drying up. With the return to a family-style

economy, such mass mobilisation of labour

will no doubt prove to be extremely diffi¬

cult. That is probably why the government

has been prompting production teams to

stipulate such labour inputs in their con¬

tracts with farm families. As for financing,
not only State investments, but also those

of the communes, whose importance is

dwindling, will continue to decline.

To keep production rising, Chinese
farmers could of course resort to a more

intensive use of fertilizers and other inputs

to increase yields. As yet, there are few

areas in the country where an excessive use

of fertilizer has led to diminishing returns on

such inputs.

Taking these factors together, it seems

probable that agricultural growth may dim¬
inish in the second half of the decade. But

even with lower growth rates, China will

become more independent in food and fibre

supplies, particularly if the government

succeeds in limiting its population growth

to not much more than the one per cent

target. Chinese agricultural imports of grain
and sugar are expected to continue, but

exports of meat, soya and specialised food

products are likely to increase too so that

China seems likely to have a more favour¬

able agricultural trade balance.

While the new agricultural policy has

obviously been successful in encouraging
efficiency, it is bound to raise a number of

problems that the Chinese will have to face

one way or another in the coming years.

Disparities already exist between semi-
subsistence farm families and those in

specialised production, and they will most

likely become greater. Similarly, the gap

between the poorer regions where there is

little surplus and the rich regions, that

market a large share of what they produce,

may widen alarmingly.

The solution to these problems will

undoubtedly depend on the political
acumen of the team in power. It will be

interesting to see whether the sheer weight

of the new reforms and the certainty that
production would drop in the event of

recollectivisation militates against another
sharp shift in policy.
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Introduction

The economic situation and outlook

are favourable in a number of key res¬
pects. After very strong expansion in the
first half of last year, demand growth in
the United States has decelerated to a

more modest and probably more sustain¬
able rate, enhancing prospects for con¬
tinued inflation control. The Japanese
economy continues to grow briskly, with
even lower inflation. Real growth in
Europe, though substantially lower than
elsewhere in the OECD, has been asso¬
ciated with an improvement in the
underlying macroeconomic conditions
for growth - lower inflation and budget
deficits, and higher profits and invest¬
ment.

There are also some unsatisfactory
features. Unemployment is high in
nearly all countries, and still rising in
many; in Europe it is at its highest rate
for more than fifty years. And there are a
number of emerging features which may
jeopardise the sustainability of the up¬
swing. These include high budget deficits
in the United States and a number of

other countries; continuing high interest
rates; increased volatility of exchange
rates; a value for the dollar that has
stayed high on average, leading to a
pattern of current account positions that
is becoming increasingly unbalanced,
and threatens the survival of some sectors

of the U.S. economy; growing trade
tensions, with discriminatory trade inter¬
ventions becoming increasingly preval¬
ent; and a still-fragile economic and
financial situation in many developing
countries.

Main features

of the projections

Activity. The OECD economy is
apparently growing at present at 3 to
3 ]k per cent, much the same rate as in the
second half of last year, and there has
been a narrowing of the growth differen¬
tial between the United States and

1. GROWTH OF REAL GDP/GNP IN THE OECD AREA"
Percentage changes seasonally adjusted at annual rates

7(
lly

1982 From From previous

Share

in

total

OECD

previous

year

halfyear

1984 1985 1986

1983 1984 1985 1986 II I // I //

United States 40.4 3.7 6.8 3'/4 23/4 3.6 3 3'/4 23/4 2'/2

Japan 14.0 3.4 5.8 5'/4 4'/2 5.6 5 5'/4 4'/4 4

Germany 8.7 1.3 2.6 m 23/4 4.2 VA m 3 23/4

France 7.1 0.7 1.7 l'/4 2 1.0 3/4 2 2 iv*

United Kingdom 6.4 3.1 2.4 3'/4 2'/2 2.4 33/4 3 2'/4 2

Italy 4.6 -0.4 2.6 2'/4 l3/4 2.8 2'/4 2 2 l3/4

Canada 3.8 3.3 4.7 3'/4 3'/4 4.6 3 3 3'/4 3'/4

Total of above countries 84.9 2.9 5.1 3'/4 3 3.7 3 3'/4 3 23/4

Other OECD countries* 15.1 1.5 3.2 2'/2 2'/2 2.3 m 2'/2 2'/2 2'/2

Total OECD 100.0 2.7 4.9 3'/4 23/4 3.5 3 3'/4 23/4 23/4

Four major European coun
tries 26.7 1.3 2.3 2'/4 2*4 2.7 2 2'/2 2'/4 Vk

Total OECD less the United

States 59.6 2.0 3.5 3'/4 3 3.4 3 3'/4 3 Vk

Industrial Production:

Major seven countries - 4.1 8.4 3'/2 3'/2 5.6 2'/4 3% m 3'/4

Total OECD - 3.6 7.8 3'/2 3'/2 5.4 2>/4 33/4 3'/2 Vk

Other OECD Countries

Percentage changes

1982 From previous
Share in

total
yeai

OECD 1983 1984 1985 1986

Austria 0.9 2.1 2.2 2% 2V*

Belgium 1.1 0.4 2.2 1% VA

Denmark 0.7 2.0 4.1 2V* 2V*

Finland 0.7 2.9 2.9 IV* 23A

Greece 0.5 0.3 2.4 2 lJ/4

Iceland 0 -5.5 2.7 V* n.a.

Ireland 0.2 -0.7 2.5 2 214

Luxembourg 0 1.9 2.2 w* va

Netherlands 1.8 0.5 2.2 VA 2

Norway 0.7 3.2 4.3 VA 2

Portugal 0.3 -0.1 -2.1 1 2

Spain 2.4 2.3 2.2 2 23/4

Sweden 1.3 2.5 3.0 Vh W*

Switzerland 1.3 0.7 2.4 IV* 2

Turkey 0.7 3.2 5.9 5 43/4

Total of above Euro

pean countries 12.8 1.6 2.7 m 2V*

Australia 2.1 0.5 6.2 3V* 3V*

New Zealand 0.3 3.8 4.9 V* 1

Total of above 17 15.1 1.5 3.2 m 2Vi

OECD Europe 39.5 1.4 2.4 VA 2V*

EEC 31.2 1.2 2.3 VA 2V*

a) Aggregates were computed on the basis of 1982
exchange rales.

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

Europe (see table 1 ). The projections are
based on the customary assumptions of
present or announced monetary and
fiscal policies, and unchanged exchange
rates. On this basis, some slight deceler¬
ation in OECD growth is expected over
the next eighteen months; growth in the
United States and Europe is projected to
continue to be well below that of

Japan.

In the United States, final domestic
demand has been growing at an
underlying 3 to 4 per cent rate since the
middle of last year. Irregular movements
in stockbuilding and net exports have led
to some volatility in GNP growth rates.
Industrial production has been flat over
the nine months since last July, possibly
reflecting increasing import penetration.
Domestic demand growth is expected to
decelerate over the next eighteen months
to 3 per cent, with GNP growth some¬
what lower than that. Domestic demand

in Japan has been on an accelerating
trend for over a year now and this may
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2. UNEMPLOYMENT IN THE OECD AREA

National definitions

1984 1985 1986
1983 1984 1985 1986

II I // I II

Unemployment rates
United States 9.6 7.5 l'A VA 7.3 l'A VA l'A llA

Japan 2.6 2.7 2Vi 2Vl 2.7 2'/2 2'k 2'h 21/2

Germany 8.2 8.3 8'/4 8 8.4 8'/4 8'/4 8 7%

France 8.1 9.3 10'/2 11 '/4 9.6 10'/4 10% 11 11 Vi

United Kingdom 11.6 11.7 12 ll3/4 11.8 12 12 12 11%

Italy 9.9 10.4 103/4 11 10.2 10'/2 10% 10% 11

Canada 11.9 11.3 11 10% 11.2 11 11 11 10%

Total of above countries 8.2 7.5 7'/2 I'll 7.5 7'/2 V/l 7'/2 m
Other OECD countries 10.9 11.4 ll3/4 11% 11.5 11 '/2 11% 11% n%

Total OECD 8.8 8.4 8'/4 8'/2 8.3 8'/4 8'/2 8>/2 8!/2

Four major European coun 9.5 9.9 10'/4 10'/2 10.0 10'/4 10'/2 10'/2 10'/2

tries

Unemployment levels
(millions)

North America 12.1 9.9 93/4 10 9.7 93/4 9% 10 10

OECD Europe 17.2 18.2 19 19'/4 18.4 18% 19 19'/4 19'/4

Total OECD 31.6 30.4 30% 31% 30.5 30'/2 31 31'/4 31'/2

Other OECD tCountries

1983 1984 1985 1986

Austria 4.1 4.1 4 4

Belgium 13.2 13.3 13% 14'/4

Denmark 10.4 10.1 9V* 9

Finland 6.1 6.1 5% 6

Greece 7.4 8.1 m 8%
Iceland 1.1 1.3 l n.a.

Ireland 14.1 16.0 17'/4 17%

Luxembourg 1.6 1.4 V/i VA

Netherlands 15.0 15.6 15'/4 15

Norway 3.3 3.0 2V* 3

Portugal 10.8 10.5 11W 12

Spain 17.8 20.6 2VA 21tt

Sweden 3.4 3.1 2% 3

Switzerland 0.9 1.1 1 V/i

Turkey 12.0 12.4 ny4 13

Total of above European 11.1 11.8 12'/4 12'/4

countries

Australia 9.9 8.9 8'/4 8
New Zealand 5.0 4.4 5 Vh

Total 17 countries 10.9 11.4 n% 11%

OECD Europe 10.2 10.7 11 11 V,

EEC 9.9 10.3 10W 10%

continue until the end of 1985. As the

impulse from net exports wanes, GNP
and domestic demand growth are
expected to fall back in 1986. In Europe,
there has been fairly smooth but modest
growth of domestic demand, with net
exports raising GNP growth to around a
2 'k per cent rate. Over the next eighteen
months, private demand components are
expected to pick up progressively; with a
declining contribution from net exports,
however, GNP growth is expected to
remain modest.

Labour markets. Although employ¬
ment has been increasing moderately in
most countries since mid- 1984, so too has
the labour force; the number of unem¬
ployed has continued to rise (see table 2).
Over the next eighteen months the unem¬
ployment rate in the OECD area is
expected to show little change from its
present level of 8 'A per cent. Above-

average and offsetting increases in both
employment and the labour force are
expected in both the United States and
Japan: the unemployment rate in both
countries seems likely to stay fairly sta¬
ble. In Europe, the unemployment rate
may continue to rise slowly despite slow
labour force growth; by the end of 1986,
1 1 per cent of the labour force, 19 'k mil¬
lion persons, may be jobless.

Inflation, as measured by the increase
of the private consumption deflator,
decelerated somewhat more than fore¬

seen towards the end of last year,
bringing the average annual OECD rate
to around A'li per cent (see table 3). Over
the next eighteen months, moderate
wage settlements combined with steady
productivity gains and weak commodity
prices are expected to contribute to a
further modest deceleration of inflation.

Inflation in the United States is expected
to stabilize at 3 to Vk per cent, under the
technical assumption of unchanged ex¬
change rates. Disinflation in European
countries is projected to continue, with
the inflation gap between Europe and the
United States narrowing by the end of
1986 to less than 3 percentage points.
Japanese inflation is projected to remain
at its low 2 to 2'/2 per cent rate.

Foreign trade and current bal¬
ances. The growth of OECD import
volumes, including intra-area trade, is
expected to decelerate, in line with
cyclical developments, from 12 per cent
last year to 5 to 5V2 per cent this year and
next. With demand from OPEC coun¬

tries remaining weak, only a slight sti¬
mulus to OECD growth is expected from

net exports in 1985 and 1986, despite the
recovery in developing countries taken as
a group. Growth of OECD export
volumes has decelerated from 9 per cent
last year to an annual rate of around
5 'k per cent at the beginning of this year,
and seems likely to remain around this
rate up to the end of 1986. Within the
OECD area, United States imports are
projected to rise much more slowly than
in 1984. This would be of greatest signif¬
icance for Japanese, Canadian and devel-
oping-country exporters.

The OECD current account deficit is

projected to remain broadly unchanged
in 1985 and 1986 (see table 4). Within
this, the current account deficit of the

United States is expected to increase
further, by nearly $20 billion in 1985 and
$25 billion in 1986, to attain an all-time

record level of $145 billion, equivalent to
more than 3 per cent of GNP. This
projected deterioration is accompanied
by significant increases in the current
surpluses of Japan and Germany.

Stagnant employment
in Europe

The extension of the forecasting
horizon by six months to end- 1986 has
not materially altered the picture that
was presented in last December's Eco¬
nomic Outlook, and this perhaps has the
greatest significance for Europe. Growth
there is seen as continuing, but at a rate
unlikely to prevent a further edging-up of
unemployment. Notwithstanding con¬
siderable progress in improving un¬
derlying macroeconomic conditions in
Europe, other projections which look
further ahead depict a persistence of this
poor employment performance beyond
1986. This baseline outlook has to be

judged unsatisfactory. An increasingly-
urgent issue for European policy, both
micro and macro, is how to start making
inroads into unemployment.

The slow growth of European activity
reflects relatively buoyant exports in
combination with sluggish domestic
demand. Last year, exports contributed
half of the total increase in demand in

Europe. Private consumption, after a
widespread disinflation-induced reduc¬
tion in savings ratios in 1983, settled
down to a modest rate of growth in 1984,
broadly in line with real post-tax
incomes. Government expenditure on
goods and services contributed a quarter
of a percentage point to the growth of
European domestic demand. Private
non-residential gross fixed investment
contributed slightly more - about half a
percentage point. As a share of GNP,
investment is now just back to its 1980
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PRIVATE CONSUMPTION DEFLATORS IN THE OECD AREA"

Percentages changes seasonally adjusted at annual rates

From previous year From previous half year

1983 1984 1985 1986
1984 1985 1986

II I // I //

United States 3.7 3.2 l'A Vh 3.3 VA Vh VA l'A

Japan 1.6 2.1 2'A 2'h 2.1 2'A 2'/4 2'h 2'A

Germany 2.9 2.6 2'A 2'A 2.2 2'h 2 2'h 2'h

France 9.4 7.3 6 A'h 6.7 6 5'/4 A'h 4

United Kingdom 5.4 5.1 S'A 5 4.3 5% 5'/2 5 4'/2

Italy 14.9 10.9 8'/4 Vh 7.9 8% 7% Vh 7'/4

Canada 5.8 4.1 VA VA 3.3 3 3'/2 Vh 4

Total of above countries 4.6 3.9 3% Vh 3.6 3% 3% Vh Vh

Other OECD countries* 9.9 11.0 10% 10 'A 10.4 10% 10>/2 Wh 10

Total OECD 5.4 5.0 4% 4% 4.7 4% 4% 4% 4'/2

Four major European coun
tries 7.4 6.1 5'/4 4'/2 5.1 5'/2 5 4% 414

Total OECD less the United
States 6.6 6.3 6 5% 5.7 6 5% 5% 5'/2

Other OECD countries"^

Percentage changes from previous year

1984 1985 1986

Austria 5.6 4 4

Belgium'
Denmark

6.7

6.3

5

4'/4

VA

2Vi

Finland' 7.1 6 5

Greece 18.1 \VA 1614

Iceland' 29.1 28 27

Ireland 8.5 6 5 lA

Luxembourg
Netherlands

6.5

2.8

5

2

Aft

VA

Norway
Portugal
Spain'

6.3

29.3

11.3

5V*

24

83/4

SV*

20

7'/4

Sweden 8.0 6>A 4V5
Switzerland' 3.0 3J4 3

Turkey 50.3 44 'A 37

Total smaller European coun¬
tries 11.8 im 11

Australia 6.5 6 6

New Zealand' 8.5 12 9'/2

Total 17 countries 11.0 103/4 10'/4

Total OECD 5.0 43/4 43/4

OECD Europe
EEC

8.0

6.2

IV*

5'/4

7

43/4

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

b) Half-yearly data must be interpreted with care sincefor
eleven ofthese 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.

level, a performance that compares
poorly with that in the United States and
Japan.

European policy since the second oil
shock has been placing particular
emphasis, with respect both to structural
and macro policy, on "improving the
fundamentals" - at reducing and then
containing inflation, and improving pro¬
fits and profitability so as to spark off the
investment needed to make growth sus¬
tainable, while improving labour market
performance in a variety of ways so as
both to increase the incentive to hire

workers and to make recovery less infla¬
tion-prone.

Various considerations will bear on the

assessment of the way in which policy
should evolve from now on. One consid¬

eration is that, despite the substantial
improvement in the macroeconomic fun¬
damentals over the last few years,
expected profitability in particular is not
yet sufficient to be able to overcome
increased risk premia and high costs of
borrowing, and thereby to spark a strong
investment recovery. On this argument, a
further shift of income towards profits is
needed, together with a longer record of
good price performance and budgetary
discipline. Another consideration, with
different implications for policy, is that
while an improvement in the macro
fundamentals is a necessary condition for
better economic performance over the
medium term, this has not adequately
restored business confidence of a higher
future volume of demand and sales.

Another frequently-advanced argu¬
ment, not necessarily inconsistent with
either of the others, is that the crucial

factor holding back growth in Europe is
rigidity on the supply side, in labour,
product and capital markets. Such rigid¬
ities undoubtedly exist, although there is
scant evidence that the current degree of
slack in Europe is due in significant part
to their having got worse. Indeed, one key
rigidity of the past decade or so, that of
real wages, seems to have been signifi¬
cantly loosened. Important develop¬
ments have included the de-indexation of

wages in many countries, a weakening of
the links between rates of increases of

public and private sector pay, an
increased tendency to link actual pay
bargaining to company performance,
and more flexible hiring and firing prac¬
tices. Other rigidities remain, however,

including some that are the result,
directly or incidentally, of government
policy.

How should these various considera¬

tions be weighed in the formulation of
policy in the period ahead?

As regards structural policy, there
appears to be considerable scope for
action. This might prove less difficult
than some tasks which governments have
faced in the recent past, given that a
number of the rigidities that obtain today
are considered to be the unfortunate

by-product of earlier government ac¬
tions. If vigorous and credible policies are
taken to make the European economies
more flexible, to strengthen incentives,
and to improve the functioning of mar¬
kets, this might also contribute to a
restoration of business confidence, and a
revitalisation of the "animal spirits" upon
which the dynamism of market econ¬
omies ultimately depends. Such a
response could contribute to an im¬
proving situation not only in the
medium-term future, but also within the
time horizon of the forecast.

The specific measures that would con¬
stitute an effective programme of supply-
side action would almost certainly differ
from country to country. It would how¬
ever seem possible to identify a number
of broad areas that offer scope for pro¬
gress not only in Europe but in OECD
economies more generally:

Trade policies: Determined efforts
are needed to redress the continued

deterioration in the international trade

environment. A particular concern is
non-tariff barriers to imports, which have
reached the core of many industrial
activities and are pervasive in service
sectors, where the potential for the future
growth of jobs is greatest.

Industrial subsidies: Lack of data

makes it difficult to assess the full scope
and impact of subsidies. But it appears
that domestic support measures have
continued to spread and to intensify.
Subsidies can divert resources from more

productive uses and maintain privileged
economic positions for some at the
expense of the many.

Competition policies: One approach
is to reduce regulation that restricts
competition (sometimes in conjunction
with subsidies and trade barriers) and
inhibits the development of new products
and activities. In this connection the

intensified effort at Community level to
create a unified European market is a
recognition of the importance of reducing
national rigidities. Another approach is
to strengthen policies directed at elimi¬
nating non-competitive behaviour of
firms.
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CURRENT BALANCES OF OECD COUNTRIES

$ billion, seasonally adjusted, at annual rates

1984 1985 1986
1983 1984 1985 1986

II I II I II

United States -41.6 -101.6 -119% -145% -114.6 -112'/4 -12VA -140 -150%

Japan 20.8 35.0 39% 48 35.8 37 4 VA 46 50'/4

Germany 4.1 6.2 12'/4 18'/2 9.9 10 U'h 17'/2 19'/2
France -4.4 -0.1 'h 2% 1.1 -'h Vh 2'/4 3'/4

United Kingdom 3.9 0.1 VA 1% 0 % VA l'/2 2

Italy 0.6 -2.9 -A'h -4 -3.1 -5'/2 -Vh -3% -A'h
Canada 1.4 1.5 Vh 2'h 2.2 l'/2 Vh 2'A 2%

Total of above -15.3 -61.8 -69'h -75% -68.6 -69 -69% -lA'A -IVA

Other OECD coun -9.8 -3.5 -2'h 1% -3.6 -4 -l'/4 'k VA
tries

Total OECD -25.0 -65.4 -72 -74 -72.2 -73 -71 -74 -74

Four major Euro 4.1 3.3 9'h 19 7.9 4% 14'/4 17'/2 20 'A

pean countries
Total OECD less the 16.5 36.3 47% IVA 42.4 39'/4 56V4 66 163A

United States

Other OECD Countries

1983 1984 1985 1986

Austria 0.2 -0.5 -V* 0

Belgium-
Luxembourg -0.6 0 'A l'/4
Denmark -1.2 -1.7 -VA -1
Finland -1.0 0 V* 14
Greece -1.9 -2.2 -VI* -2
Iceland -O.l -0.1 0 0
Ireland -1.1 -0.8 -Vi -W
Netherlands 3.9 4.9 5V* VA

Norway 2.0 3.2 VI* 2

Portugal -1.6 -0.6 -V* -3/4

Spain -2.5 2.0 2V* 2V*
Sweden -1.0 0.1 ->A -V*
Switzerland 3.5 3.2 2V* 3

Turkey -1.8 -1.4 -\V* -l'/4

Total of above coun -2.8 6.0 6V, 10
tries

Australia -5.7 -8.2 -m -8
New Zealand -1.2 -1.4 -V* -V*

Total 17 countries -9.8 -3.5 -VA VA

OECD Europe 1.3 9.3 16 29
EEC 3.4 3.5 IVA 23 Vi

Labour market policy: The need to
reduce barriers to adjustment in labour
markets is well recognised. Regulations
intended to protect workers from possible
job loss inhibit the creation of new jobs in
high-risk activities; and high minimum
wages restrict employment openings and
opportunities to upgrade skills, especially
among the young. Despite this recogni¬
tion, there has been insufficient progress
in these areas in the past year.

Financial markets: Financial struc¬

tures that channel funds mainly to well-
established large firms starve dynamic
new firms of funds. Broadening access to
equity markets would help to redress this
distortion. More generally, there is still
widespread scope in many countries to
reduce administrative distortions in the
allocation of credit.

Tax policies: Tax simplification, low

ering of marginal tax rates and a simul¬
taneous broadening of tax bases could
reduce distortions, disincentives and eva¬
sion in current tax systems. Tax provi¬
sions that inhibit adjustment - notably
high capital gains taxes that discourage
the acquisition of high-risk securities -
merit re-examination.

Significant action on the supply side
imposes a test of political will. While
such policies, if pursued coherently and
with vigour across a range of activities,
could result in significant benefits for the
economy as a whole, there would inevit¬
ably be losers as well as gainers.
Entrenched interest groups would pro¬
test. Such objections are easier to resist if
the policies in question can be seen to be
impinging upon a wide range of groups in
the economy, and if the future benefits
can be recognised as being likely to be
widely spread. It can also help for the
policy to be part of an international
agreement, like that arrived at recently
by OECD Ministers, in which all coun¬
tries are seen to be participating
actively.

Various considerations apply also to
the appropriate setting of policy with
respect to demand. There is widespread
agreement that permitting or encour¬
aging a faster growth of demand,
whether by allowing interest rates to fall
or by moving to a less restrictive fiscal
stance, would entail a significant risk of
higher inflation unless the supply side of
European economies was properly re¬
sponsive. At the same time, once the
supply side is potentially responsive, the
realisation of a higher level of output may
indeed need a higher level of demand. It

becomes a matter of judgement at what
point sufficient progress has been made
on the supply side, and at what point it is
appropriate, or even necessary, to permit
somewhat faster growth of demand. Sep¬
arate from this, there is the possibility
that U.S. growth, and hence European
export growth, will slow down. In the
event of such an export slowdown, Euro¬
pean domestic demand growth would
need to be faster merely in order to
prevent a GNP slowdown from its pre¬
sent rate.

From the time of the adoption of tight
policies in the wake of the 1979 oil shock,
the judgement of policy-makers in
Europe has been that it would be unwise
to change significantly the stance of
macroeconomic policy. If the progressive
adoption of structural policies leads to
the judgement that supply-side respon¬
siveness has improved to the point where
an easing of demand policies could be
envisaged, an issue that would then arise
would be whether this should occur more

on the fiscal or on the monetary side.
These matters are taken up below.

The debt situation

Over the past year, the continuing
strains of the debt problems of devel¬
oping countries have been managed suc¬
cessfully, and underlying developments
have contributed to some brightening of
prospects for a gradual return to sustain¬
able conditions over a period of years.
Nevertheless, some of this progress may
prove temporary. The debt situation
remains fragile, and among debtor coun¬
tries there continue to be important
differences in the extent of progress and
in their vulnerability to the various risks
in the world economic and financial
environment.

Stronger-than-expected growth of
OECD markets, together with efforts by
developing countries to become more
export-oriented, produced a 12 per cent
jump in non-oil developing country
export volumes last year. However, these
gains were distributed unevenly. Devel¬
oping countries that are exporters of
manufactured goods gained most, espe¬
cially those well placed to reap the
benefits of the rapid expansion of the
U.S. market. Of the countries with ser¬

ious debt problems, only Brazil appears
to have participated fully in this export
expansion. Countries more reliant on
primary commodity exports (including
oil) appear to have had smaller volume
gains, and they have faced weak prices.
This weakness of commodity markets
has further clouded the prospects for an
improving situation in many poorer
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developing countries, where debts to pri¬
vate financial institutions are not large
enough to pose a threat to the interna¬
tional financial system, but where there
is serious and deepening economic dis¬
tress. Developing countries' imports
remained under control in 1984, allowing
a sizeable rebuilding of official reserves
as well as easing requirements for new
money. Another positive development
was the reversal in the second half of last

year of the upward trend of dollar
interest rates, which had strained the
spirit of co-operation between debtors
and creditors earlier in the year. The full
effects of these lower interest rates are

being felt only in 1985.

Spreads and fees on rescheduled debt
have been reduced substantially, and
lenders have shown a willingness to enter
into multi-year reschedulings. This evo¬
lution in the terms of debts to banks has

contributed to an easing of both the
short-run liquidity situation and the lon¬
ger-term challenge to reducing debts
relative to the economic capability of
servicing them. Although deals have not
yet been closed between the banks and a
number of the most important debtor
countries, financial terms are not the

major points of disagreement. Rather,
difficulties have arisen in achieving the
required degree of domestic adjust¬
ment.

The policies of debtor countries con¬
tinue to be a key to gradual improvement
in the situation. More export-oriented
attitudes and more realistic exchange
rates, combined with growing export
markets, have allowed recovery to begin
in many of them. Indeed recovery in 1 984
was generally stronger and accompanied
by less import growth than had been
suggested by most projections, although
whether this can be maintained is

unclear. Further, the recovery began
under conditions of continuing efforts by
governments to control budgets and
money growth. There are signs, however,
of a slackening of these painful but
necessary efforts, and inflation has been
rising. Unless this tendency is checked,
the prospects for import moderation and
continuation of the reorientation of these

economies towards exports will darken.

A repeat in 1985 of the export volume
surge of 1984 is anyway unlikely as
OECD growth moderates. And broad
declines of commodity prices that have
already occurred in spot markets will
depress export revenues this year, even if
these markets firm. Nevertheless, projec¬
tions for exports and imports do not point
to a seriously deteriorating situation,
given the further reduction in interest

burdens that is in train. The concern is

rather that failure to sustain progress will
perpetuate a precarious situation. Ad¬
verse developments could then plunge
international financial markets into crisis

once again and bring an end to the
recovery of the debtor countries. The
main areas for concern are a further

retreat into protectionism by OECD
countries, a greater than projected
slowing of OECD growth, a reversal once
again of the trend towards lower interest
rates on dollar instruments, or a turning
away from policies of adjustment in
debtor countries.

Were there to be a recrudescence of

financing problems in the developing
countries, the experience of 1982 - when
the decline of OECD exports to the
developing countries reduced OECD
GNP growth by 1 percentage point or
more - suggests that the adverse impact
on the OECD countries themselves could

well be of macroeconomic significance.

Imbalances

in the world economy

Concern has been expressed in vir¬
tually all quarters about major imbal¬
ances in the world economy. Different
commentators tend to emphasize dif¬
ferent relationships or different possible
outcomes. Some focus on the growing
stock of U.S. government debt. Others
focus more on the budget deficit itself, or
its structural component, which, it is
argued, makes for high nominal interest
rates in the United States in relation to

current inflation, net capital inflows, the
high dollar, and thereby the large U.S.
current account deficit. Another argu¬
ment is that the high capital inflows into
the United States are in large part
attracted by the high rates of return that
can be generated on real investment in
the United States, and more generally by
the good performance of the U.S.
economy in terms of growth and low
inflation.

The high dollar is one cause of the
large and growing U.S. current account
deficit. However, it would appear that
thus far a more important one has been
the more rapid growth of domestic
demand in the United States than in the

rest of the OECD - by nearly 4 percen¬
tage points in 1983 and over 6 percentage
points in 1984. Whatever the causes of
the large and still-rising U.S. current
account deficit, it is there, and is cumu¬

lating over time. Net external asset posi¬
tions of countries are changing markedly.
For example, at end- 1983 the United
States had a net asset position vis-à-vis
the rest of the world estimated at a little

over $100 billion. This would imply that
in the course of 1985 the United States

could become a net international debtor,
for the first time since the first World

War. There are counterpart creditor
positions, naturally, in the rest of the
world, though the statistics do not permit
a very reliable picture to be drawn.

Because of the present large imbal¬
ance between the values of U.S. imports
and exports, the growth of exports would
from now on have to be significantly
faster than that of imports merely to
prevent the U.S. deficit from widening
further. A continuation until say 1990 of
the U.S. deficit on current account on its

present scale of some 2'h to 3 per cent of
GNP would imply net U.S. foreign debt
of the order of 1 5 per cent of U.S. GNP
( 1 50 per cent of exports of goods and
services), requiring at present interest
rates a surplus on trade and non-factor
services of perhaps 1 'h per cent of GNP
thereafter merely to cover interest
charges, even if the current account then
returned to balance. Of course, figures of
this kind represent little more than extra¬
polation, and there is no reason to expect
that such positions would in fact be
reached. Indeed, they very probably
would not be. But for this to be so raises

some key issues:
What adjustment might be needed for

such positions not to be reached?
Would such adjustments be more

likely to be smooth or abrupt?
What would be the implication of

adjustment, both for the U.S. economy
and for the rest of the world?

Is there anything that policies can or
should do to increase the likelihood of a

smooth adjustment, or minimise the risks
that might arise from an abrupt one?

The most obvious potential adjust¬
ment would be in exchange rates. If
present imbalances continued, the
market would presumably at some point
become impressed by their unsustaina-
bility. It is impossible to assess when such
a point might be reached. The substantial
liberalisation of international capital
movements, and the volume of capital
free to move, make it possible for very
large current imbalances to be financed
through the market. But it is less clear
how far today's more liberal environment
has affected perceptions about the stocks
of net liabilities to foreigners that a
country can sustain. An analogy might
be drawn with budget policy, where
governments have become increasingly
aware that if the stock of outstanding
debt increases beyond a certain point
- which cannot be determined in

advance- it can become impossible to
sell additional government bonds, at
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least without a steep rise in interest rates.
In the case of a nation's/ora'gn indebted¬
ness, the equivalent point is where for¬
eign holders become unwilling to carry
on acquiring the relevant new assets, in
addition to continuing to hold existing
ones, without some combination of a
steep rise in interest rates and a substan¬
tial depreciation of the currency.

In this environment, expectations
become the decisive element in deter¬

mining how far, how rapidly and with
what degree of volatility the dollar
evolves. These expectations will in part
be shaped by the actual and prospective
evolution of macro-economic conditions

more generally. An outlook such as that
projected here, involving for the United
States a slowing of real growth, stability
of inflation at around 3 Viper cent, and
little change in interest rates, could be
seen as fostering some stability of market
expectations. Such an outlook, coupled
with confidence in the U.S. economy
generally and monetary policy in partic¬
ular, might minimize the risk of destabil¬
izing expectations in financial markets
and therefore of dollar volatility or over¬
shooting.

A gradual decline of the dollar which
did not lead to marked upward pressures
-direct or policy-induced- on U.S.
interest rates could ease some tensions

inherent in the situation without neces¬

sarily aggravating other difficulties. The
boost to prices would be modest and
could be regarded as the unwinding of
the beneficial effect experienced by the
United States during the period of dollar
appreciation. The effect on U.S. exports
and thereby the sustainability of its
recovery would be helpful. Furthermore,
insofar as it was possible for interest rates
in other countries to decline in response
to currency appreciation, domestic ac¬
tivity in those countries would be stimu¬
lated, tending to offset the effects of
weaker exports to the United States and
in third markets.

However, it is possible to imagine
circumstances in which market expecta¬
tions might not evolve so smoothly, for
example if uncertainty regarding interest
rates, macroeconomic developments, the
likely size and effects of the budget
deficit and possible reactions of authori¬
ties were to induce a series of changes in
expectations. If this gave rise to a more
sudden fall in the dollar, threatening to
go beyond that needed for a gradual
readjustment of current account imbal¬
ances, it could trigger a tightening of
U.S. monetary policy to avoid the risks of
rekindling inflation expectations and a
loss of confidence. If carried out in the

context of heavy pressure on the
exchange rate, a significant tightening of
monetary conditions might be necessary
to convey a signal to the market suffi¬
ciently powerful to have an effective
impact on intended capital movements.
This could have serious effects on the

recovery, not only in the United States
but elsewhere too and, in consequence,
raise questions for the stance of policy
outside the United States.

How can policy help? It is important
to consider how policy might contribute
to increasing the likelihood of the first
outcome (a "soft landing"). And it is
perhaps natural to start by considering
the proposition that the United States
should be the country to take action, by
lowering its structural budget deficit
and, by keeping money growth broadly
unchanged, fostering lower interest
rates.

It seems indeed that action on the U.S.

budget deficit would be a key element in
restoring a situation that is sustainable
over the medium term. Although the
effect in the nearer term of such action is

uncertain, there would probably be some
reduction in U.S. demand growth. Even
so, however, such policy action appears
necessary in order to secure a sustainable
U.S. growth path over the medium
term.

The consequences for demand in the
near term have been looked at by dif¬
ferent agencies using three major world
linkage models - the Japanese EPA
model, the Federal Reserve System
Multi-country model, and the OECD
Secretariat's INTERLINK model. All

reached qualitatively, and in many res¬
pects quantitatively, similar conclusions,
namely:
1. A sustained reduction of the U.S.

budget deficit, achieved through
fiscal contraction, would of itself
reduce U.S. GNP in the short to

medium term;
2. It would, for a time, exert some

downward pressure on the OECD
price level;

3. With given U.S. money growth,
induced lower U.S. interest rates

would tend to lower the dollar;

4. Activity in the rest of the OECD
would thereby be weakened both by
lower U.S. activity and by a reduc¬
tion in net exports resulting from
increased U.S. international com¬

petitiveness consequent upon the
lower dollar;

5. Endogenous reductions in interest
rates outside the United States, with

money growth and fiscal policies
unchanged, would be insufficient to

offset the effects, noted under 4)
above, on non-U.S. activity;

6. The U.S. current account deficit

would clearly improve, but on most
assumptions would remain substan¬
tial for some years.

What it is considered appropriate to
make of this assessment of the possible
near-term results of action to reduce the

U.S. budget deficit is a matter of judge¬
ment. It might be argued that in terms of
the underlying economic logic all three
models come out of the same stable, and

therefore should be expected to give
broadly similar results. One uncertainty
attaches to the possible effect on the
exchange rate; given that no "explana¬
tion" has been very successful in
accounting for the extent and path of the
dollar's rise, little confidence can be put
on the size of simulated falls. Moreover,

substantially different values for key
parameters, in addition to those directly
determining the exchange rate, could
lead to qualitatively different results. In
this respect, the fifth conclusion set out
above is perhaps the least robust. It is
possible for instance that interest rates
outside the United States would fall

significantly more than suggested by
these models, and that the domestic
demand response in those countries
would be strong enough to offset the
deflationary influences emanating from
the United States. If there were a close

and stable relationship between money
growth and nominal GNP, it would
follow that currency appreciation, by
reducing inflation and thereby improving
the "split" between output and prices,
would result in higher real output for
unchanged money growth.

A feature of this policy scenario as
analysed is that the United States
reduces its current account deficit, and

thereby its accumulated deficit over a
run of years, through two mechanisms: a
lower dollar (which thereby weakens
activity outside the United States by
reducing non-U.S. net exports) and a
lowering of the level of activity in the
United States vis-à-vis the rest of the

world by reducing the U.S. growth rate.
This too tends to reduce growth outside
the United States.

If the policy action were confined to
the United States, the change in growth
differentials would not be great unless
the policy action was large, in which case
the risk of slower growth in the rest of the
world would be substantial. Even if the

United States were to increase its money
growth to such an extent that, over the
short term, its GNP growth were not
affected by the tightening of its fiscal
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policy, the likelihood is that the resulting
lower U.S. interest rates and loss of

confidence in the anti-inflation orienta¬

tion of U.S. monetary policy would accel¬
erate the decline of the dollar, so that yet
more of the assumed U.S. growth would
come from increased net exports. The
U.S. contribution to demand in the rest
of the world would decline.

Alternatively, if the United States
were to react to downward pressure on
the dollar by lowering money growth, so
as to increase interest rates to prevent
depreciation and imported inflation, U.S.
activity would be depressed by this
mechanism. Other countries would ex¬

perience weaker exports because of this
weaker U.S. activity.

^ Although policy action by the United
States would seem necessary in the inter¬
ests of the medium-term sustainability of
activity, other countries need to take
account of the fact that they cannot
count on an indefinite contribution from

the growth of net exports. While rapid
growth of the U.S. economy has been one
factor behind high U.S. and world
interest rates, that rapid growth has also
given a major impetus to world trade, and
thereby exports and GNP outside the
United States. Although calculations of
this sort can never be completely accu¬
rate, the OECD Secretariat estimates

that, taking into account multiplier and
third-market effects, the unusually-rapid
growth of U.S. imports relative to their
average growth over the preceding
decade raised Europe's GNP over the
two years to 1984 by 'h per cent per year
on average, and Japan's by 1 per cent.
Furthermore, continuing stimulus from
this source to Japanese and European
GNP growth - of the order of 3A per cent
in each case - is built into the forecasts

for this year. If the United States is to
reduce its current deficit, by whatever
means, stimulus of this kind to growth in
other economies would at some point not
simply disappear but indeed go into
reverse.

The section above on European growth
and employment suggested that the
scope for an easing of macro policy there
is currently very narrow, even though
there is a wide range of policy actions
that stand to push up growth perfor¬
mance over the medium term. But a

weak dollar combined with slower

growth of U.S. domestic demand would
both enlarge the scope for lower interest
rates outside the United States, consis¬
tent with the target ranges for money
growth, and make it more urgent that
this scope be used.

It seems that in Japan too there is a
role for policy in helping to secure sus¬
tained world recovery. While the large
Japanese surplus on current account and
the weak yen vis-à-vis the dollar are in
significant part a reflection of develop¬
ments in the United States, it seems that
restoration of a sustainable position for
the United States would be unlikely in
itself to eliminate more than a part of the
Japanese surplus. Action by Japan would
also have a contribution to make in

redressing the situation. The most prom¬
ising areas for policy action might be an
intensification of efforts to encourage the
growth of imports, and various measures
to provide a more attractive selection of
yen-denominated financial assets to non¬
residents and improved credit arrange¬
ments for residents.

Domestic and

international

coherence

The present situation warrants in¬
creasingly careful consideration of the
appropriate policy to be followed both by
the United States and by other countries.
The medium-term sustainability of
growth in the United States, and hence in
the rest of the OECD, would appear to
require significant action to reduce the
structural portion of the U.S. Federal
deficit. Without such action, imbalances
in the world economy could build up to
unmanageable proportions. But large
international imbalances are seldom a

matter requiring correction by one
country alone. In pressing the United
States to take budgetary action in the
interests of the sustainability of OECD
growth over the medium term, other
countries too should consider what role

their own policies might play in contri¬
buting to an international configuration
of policy-settings conducive to a perfor¬
mance that is both sustainable and ade¬

quate.

The balance between structural and

macroeconomic policies has to be well-
judged. On the one hand, there is wide¬
spread agreement that improved supply-
side responsiveness would enhance the
effectiveness of macroeconomic policy.
This topic has been discussed with par¬
ticular reference to Europe, but is applic¬
able to all countries. Those who put
considerable weight on this point argue
that action on the supply side has a
higher priority than the easing of macro
policies. On the other hand, experience
suggests that significant action on the
supply side, such as reducing industrial
subsidies, barriers to trade or the

strength of employment-protection mea

sures, will continue to be difficult until
growth is somewhat faster and unem¬
ployment is starting to fall. On this
argument, action on the demand side
may be warranted. These considerations
suggest that, in countries where inflation
and budget deficits have been brought
under control, yet growth is too slow and
unemployment too high, attention could
usefully be paid to measures, such as
appropriately-designed tax cuts, which
simultaneously were able both to
improve supply potential and to provide
some support to demand.

Even well-balanced measures of this

type might have some initial adverse
effects on both inflation and budget
balances. For Europe, the inflation risk
would presumably be reduced, perhaps
significantly, to the extent that there was
any appreciation of European currencies
vis-à-vis the U.S. dollar. As regards the
effects on budget deficits, this would tend
to be smaller insofar as an improvement
in economic performance was widely
spread across the European economies.

The other sense in which policies need
to be balanced is in the way they add up
internationally. Sound domestic policies
are a necessary condition for satisfactory
economic peformance. But the recent
past has brought home once again the
lesson that no country is immune to
influences which come from abroad, and
none should ignore the consequences of
its own policies for others. Coherent
action along the lines sketched above
should help bring about a configuration
of policies and of economic performance
that is more compatible internationally,
and hence more sustainable. As OECD

Ministers agreed (see page 3) at their
April meeting:

"By building on the progress achieved,
and by taking full account of the
international repercussions of policies,
a co-operative approach will both pro¬
mote better international balance and

improve domestic performance."

7th May 1985
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