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OECD Farmers

and Agricultural Policies

The Costs of Over-Supply

OECD countries are counting the rising cost of their agricultural policies. Designed to

ensure a wide diversity of objectives, such as food security and a fair deal for

farmers, they have resulted in vast over-abundance and mounting
international trade tensions.

Against this background, the OECD has recently issued a report which stresses the
need for governments to act urgently. Should they fail the effects will reach far

beyond agriculture and could damage the entire OECD economy1 .

Farmers, protected from international

competition and market forces by

policies followed by most govern¬

ments, are producing food virtually regard¬
less of effective demand. Within the OECD

area consumption levels are not growing

fast enough to keep up with bigger har¬

vests and better yields. And, with rising
agricultural output and continuing debt and

payments problems in many non-OECD

countries, the prospects for OECD agricul¬

tural exports are not promising.

As a result, stocks of grain, butter, beef

and sugar are piling up, waiting for a gap in

a glutted market. By 1983, accumulated
stocks of all commodities in the OECD

countries were worth some $22.5 billion.

Since then, the budget cost of stockholding
has risen and in the United States wheat

stocks are now equal to two years' US

exports of that commodity; in the EEC

countries, a total of eight months' produc¬

tion of butter has accumulated; and world

sugar stocks are equivalent to almost

40 per cent of annual consumption.

Counting the Costs

Surpluses like these, the report points
out, cost farmers, consumers and Treasu¬

ries alike. In all, agricultural support is
estimated to have cost OECD consumers

and taxpayers between $100 billion and

Stocks waiting for a gap in a glutted market.

$120 billion a year between 1979 and
1981 (the base period for the calculations

in the OECD report). Currently, the overall

cost is much higher. And in some countries,

direct budget outlays for agricultural sup¬

port now even exceed farm income. Also,

largely as a result of the subsidies given to

agricultural exports, the over-supply has

forced world agricultural commodity prices

down by an average of 33 per cent over the

last seven years, while import restrictions

have maintained much higher prices to

consumers. The wedge driven between

world and domestic prices in many OECD

countries prevents market signals being

effectively perceived by farmers.

Governments are caught between a

belief in the principles of free trade and the

need to achieve the various agricultural

policy objectives. Taxpayers and con¬

sumers who pay for these measures, have

to be played off against a powerful farming

lobby defending the interests of an often

desperate agricultural community.

But, as the report makes clear, no

solution to the agricultural crisis is feasible

without taking into account the situation of

the farmers. Following substantial invest¬

ment in the 1 960s and 1 970s, an alarming
number of farmers now find themselves

heavily in debt and any fall in their income

levels would make their life very difficult, if

not impossible.

OECD countries are also feeling the

tension in frequently strained trade rela¬

tions. Domestic policies, bolstered by trade

measures, have had a serious impact on

international agricultural trade. The at¬

tempt to shift problems of domestic over-

supply to the world market has led to trade

skirmishes which break out with increasing

frequency between countries as producers

acrimoniously point a finger at each other's

unfair trade practices, accusing their rivals

of trying to export the crisis. And importing

countries that restrict trade to protect their

domestic agricultural sectors also contri¬

bute to international trade problems and
tensions.

The Root of the Problem

Price support measures in particular are

at the root of the problem because they

tend to remunerate farmers according to

their output on the basis of "the greater the

production, the greater the remuneration".

Subsidies that are linked to output are by

far the most widespread form of agricul¬

tural assistance. The report specifies that

between 1979 and 1981 price support

accounted for more than 70 per cent of all

assistance while direct income support

represented less than 5 per cent (see
chart A).

1. National Policies and Agricultural Trade,
OECD, Paris, 1987. This publication includes a

Synthesis Report and eight annexes. Specific country
studies (Australia, Austria, Canada, the EEC, Japan,

New Zealand, United States) will be available in the

autumn.



SHARE OF ASSISTANCE BY TYPE OF MEASURE

OECD average 1979-1981

Note : Excludes Nordic (Finland, Iceland, Norway, Sweden as well as Switzerland) and Mediterranean countries
(Portugal, Spain. Turkey) for which the breakdown is not available.

In the OECD area overall the report
calculates that total subsidies between

1 979 and 1 981 amounted to a third of the

value of agricultural production, but with

large variations between countries and

commodities (see charts B and C). And it

says farmers have taken full advantage of

the opportunities offered them by these

high levels of assistance. Sheltered from

market signals, they have been able to

experiment with new farming techniques

and invest in new technology to improve

yields and boost production. Largely as a

result, output for all commodities increased

in OECD countries by an average of 2.4 per

cent every year between 1 980 and 1 985,

while consumer demand only rose
0.9 per cent.

However, despite the large and

increasing cost of agricultural support to

taxpayers and consumers, there is little

evidence that farmers' incomes have

risen relative to other sectors over time.

Nevertheless, as most assistance pro¬

grammes are based on output levels, the

larger farms have tended to receive propor¬

tionately more support. This has meant

that the gap between rich and poor farmers

has not been narrowed and, in fact, the

report estimates that about 75 per cent of

assistance is received by fewer than 25 per

cent of farmers. These are generally the

farmers who run the large commercially-

oriented operations and who produce the

most. Because of the predominance of this

system of support, there is still as much as

a twenty-fold gap between the richest and

poorest farmers in some countries. So the

ultimate aim for policy-makers, suggests

the OECD report, should be a reduction of

the type of support which has allowed

(and even encouraged) farmers to

overproduce.

Many governments have already made

some efforts to face up to the agricultural

and budgetary crisis but the report says

that most of these attempts have been

insufficient so far. Dairy farming, for exam¬

ple, which is the single most heavily sub¬

sidized sector in most OECD countries, has

often been subject to quotas in an attempt

to limit milk production. But as the quotas

have usually been set too high further cuts

are still necessary to bring supply back in

line with demand, and thus reduce sur¬

pluses and costs of support. Quotas have

the disadvantage of keeping prices high to

consumers and of distorting trade because

they depend on import controls. And if

maintained over any length of time, they

tend to fix resources into an existing

production pattern which is difficult to
alter.

Despite these limitations, supply con¬
trols could constitute in the short-term a

contribution towards bringing supply more

in line with demand. Many governments

view them as the most politically accept¬

able and most pragmatic short-term solu¬

tion to surplus problems in the face of

strong resistance to price reductions which

would need to be large to reduce supply

significantly in a situation of rising produc¬

tivity. However, in the longer run such

policies could further separate the agricul¬

tural sector from market signals and isolate

it from the rest of the economy. Therefore,
the ultimate aim should be a reduction in

output-related assistance. But unilateral

efforts to curb production are limited by the

fear that one country might take advantage

of another's restraint. The report therefore

argues in favour of a multilateral approach

that will not only include all the major

producers but also cover all commodi¬
ties.

B PRODUCER SUBSIDY EQUIVALENTS BY COMMODITIES1
OECD 1979-1981

1. The Producer Subsidy Equivalent (or PSE) is defined as the payment that would be required to compensate
farmers for the loss of income resulting from the removal of a given policy measure. Expressed as a percentage, it
shows the ratio of total assistance to the total value of producer receipts.
PSEs were not calculated in all countries for all the commodities shown above because some commodities are not

produced or only produced in negligible quantities. For example, the soyabean PSE is derived from the estimates for
the United States, Japan, the EEC and the Mediterranean group only. There is also less than complete country
coverage for rice, sheepmeat and wool.
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C. PRODUCER SUBSIDY EQUIVALENTS BY COUNTRIES1

average 1979-1981

1. All available commodities

2. Common set of commodities

1. For definition of PSEs, see chart B.

Country averages presented in figure 1 above are derived from the different commodity coverages shown in chart B.
Figure 2 above presents country averages based on a common set of commodities (dairy, wheat, coarse grains,
beef and veal, pigmeat, poultrymeat and sugar). Thus, PSEs for commodities such as rice, soybeans, sheepmeat
and wool, which were not available for all countries, have been excluded in the calculation of the country averages
presented in figure 2.

It should also be noted that it has not always been possible to have completely uniform policy coverage between
countries. Hence these PSE estimations should be interpreted with caution.
2. As defined in chart A.

A Multilateral /Multi-

Commodity Approach

To minimize the social and economic

costs, the reduction in output-related

assistance should be implemented grad¬

ually and across the board if it is to be

feasible. Any other approach would not be

as beneficial and would be more likely to

fail because it would not fully recognize

that problems of market imbalance, which

are at the centre of present major concerns,

are passed from one sector to another and

from one country to another. The approach

proposed in the report emphasizes the

crucial fact that imbalances in agricultural

markets and resulting international trade

tensions have their roots mainly in

domestic policies.

CALCULATING

THE SUBSIDIES m
No two countries subsidize their

farmers in exactly the same way. And
often, no two commodities are subsid¬

ized in the same way in any country.

Where one country imposes tight

import quotas on sugar, for example, a

second supports its wheat farmers with

deficiency payments and a third country

protects its dairy sector with guaran¬

teed prices maintained by import taxes

and export subsidies.

In an attempt to deal with these

widely varying policies, the OECD has

applied the concepts of Producer Sub¬

sidy Equivalents (PSEs) and Consumer

Subsidy Equivalents (CSEs) to measure

levels of agricultural assistance,

country by country and commodity by

commodity, on a common basis.

The PSE represents the total pay¬

ment that would be required to com¬

pensate farmers for the loss of income

resulting from the removal ofpolicies. It

measures all market price and income

support and, in addition, it takes into

account the more indirect measures of

assistance such as research, advice and

other cost-reducing policies. The PSE,

expressed as a percentage, shows the

ratio of assistance to producer receipts.
The CSE, which measures the tax on

consumption resulting from policies as

well as any subsidies to consumption,

can also be expressed as a percentage

of consumer expenditure.

The OECD's preliminary studies

using PSEs and CSEs drew on informa¬

tion from a base period of 1979 to

1981 and the Secretariat is currently

working to up-date the figures to reflect

the changing situation in most OECD
countries.
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Based on a comprehensive measure¬
ment of assistance in OECD countries and a

multi-commodity, multi-country model (see

box, p. 9), the OECD report argues that a
reduction in assistance to all commodities

and in all countries would hit individual

farmers less hard then if applied by only a
few countries or to only a few commodi¬

ties. If every OECD country were to apply

cuts of 10 per cent to assistance in all

commodities, the adjustments needed to

be made in national agriculture would in

fact be less than those made by OECD

producers following major weather failure

or major purchases by the USSR.

Were such cuts implemented, agricul¬
tural production would fall overall and

subsequently world prices would begin to

rise, most significantly for dairy products,

beef, sheepmeat, wool and sugar (see
chart D). This in turn would have repercus¬

sions on the developing world as commodity-

exporting countries see their foreign earnings

improve, while importing countries would be

penalized. However, these changes should

induce these countries to step up their

domestic output.

At the same time as they cut assistance

levels, producer countries would begin to

ease their budget commitments. And

because much of the competition for for¬

eign agricultural markets in fact takes place

between the Treasuries in subsidizing

exports, the report argues that budgetary

cuts will improve international trade rela¬
tions.

Sheltered from market

forces, farmers have taken

advantage of subsidies to
improve yields and boost

production.

However, no matter how they imple¬

ment cuts in their current expenditure on

agricultural support, governments will be

obliged to offer some form of compensa¬

tion and guarantee to those farmers who
stand to lose income. In both the EEC and

the United States, some politicians have

recently backed direct income support

schemes as a more satisfactory solution to

this problem than price support. Targeted

income support leaves farmers to cope

with the free play of market forces while

providing help for those farmers in isolated

or remote regions where the land might
otherwise be left deserted and thus also

encourages diversification rather than over¬

production. Some governments are keen to

take land out of agricultural production and

encourage farmers to develop a secondary

source of income such as forestry, tourism,

rural crafts or small industry.

In addition to being multilateral and

multi-commodity, an effective reduction in

assistance requires that governments will
have to undertake a number of actions at

the same time, the report says. First,

"1

V

>
domestic policies should be reformed,

allowing market demand an increasingly

significant role in determining production

levels; second, international trade prac¬

tices should be improved and international

co-ordination strengthened through more

operationally effective rules and disci¬

plines, as envisaged in the Punta del Este
Declaration; and, third, a more stable

international environment involving more

consistent macro-economic policies (such

as exchange rates) should be fostered to

allow for a smoother transition of agricul¬

tural policies.
* » »

The need to reform agricultural policies

becomes more urgent by the day; the

report warns strongly against taking only a

short-term view. Any steps to deal with

such immediate problems as production

levels, prices or incomes should be taken

within the longer-term perspective of reo¬

rienting domestic support policies, taking
into account world market conditions.

Otherwise, any short-term response will

only generate the same problems again.

8



Income support targeted to
farmers in isolated or

remote regions can help
them stay on the land and

encourage

diversification

rather than

over-production.
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The OECD has developed an analy¬
tical model that examines the results of

reductions in assistance to OECD agri¬
culture. Based on assistance levels

between 1979 and 1981, this Minis¬

terial Trade Mandate (MTM) model

studies the effects on supply, demand,

trade and prices of cutting OECD assis¬

tance to agriculture by 1 0 per cent (see
chart D).

This overall cut of 10 per cent can be

achieved in a variety of ways. Five
different scenarios were evaluated,

including a 10 per cent cut in assistance
across the board on all commodities in

all OECD countries. In the other four

ASSISTANCE

CUTS EFFECTS

scenarios, cuts were more selective;

greater cuts were imposed for com¬
modities where assistance was high in

relation to income for example, or

where assistance was high in relation to

the volume of output. One scenario

imposed cuts which were greater in
countries where assistance was high

relative to labour employed in agricul¬
ture, while another reduced assistance

to the same commodity by an equal

D. IMPACT ON WORLD REFERENCE PRICES

OF FIVE SCENARIOS OF REDUCED ASSISTANCE1

% changes

Scenarios

III
12345

rJk_,JH

TO

1. What would have happened in the medium term if a reduction in assistance had taken place. Each group of
five bars represents the percentage change in world reference prices, in scenarios 1 to 5 sequentially.

The general pattern emerging in all scenarios is one of rising world reference prices for animal products and
falling prices for products used for animal feed. Dairy product prices rise most strongly while prices of
substitute feedstuffs, in particular manioc and corn gluten feed, fall most strongly. World prices for sugar and
rapeseed also rise, but rice prices increase only marginally.

number of percentage points in all
countries.

Certain tendencies emerge in all the
MTM scenarios as a result of the

simulated cuts:

World prices for livestock and dairy

products increase (about 5 per cent for
the latter on average). Because of a

balance of positive and negative

effects, cereal prices show little net

change but the world price of other

products used for animal feed, such as

soyabean meal and manioc, tends to

fall. OECD production generally falls for

all commodities but by less than 1 per

cent. On a country basis, New Zealand,

where assistance levels were relatively

low, consistently shows increased pro¬
duction.

Changes in OECD consumption are

more varied. Consumption of products

used as animal feed tends to fall; that of

products such as sheepmeat, sugar and

rice increases while consumption of
beef falls.

OECD net exports to non-OECD

countries falls in the case of dairy

products and beef while net imports of

sugar increase. This would lead to some

non-OECD countries benefitting while
others would not.

The beneficial effects of all OECD

countries cutting assistance multilater-

ally and of cutting assistance for all

commodities are brought out. Using

this approach would reduce adjustment

pressures on producers and yield the

greatest saving in OECD expenditures

on agricultural assistance.

The OECD is careful to point out that
the MTM model is not a tool for

forecasting but is a simulation based on
1 9 79- 1 98 1 levels of assistance. Since

then, these levels have changed but the
results remain valid as an illustration of

the effects of a multilateral, multi-

commodity approach.



The NICs' Climb Up
the Industrial Ladder:

Challenge and Opportunity
for the Developed Countries

by Irving Jaffe1

An indigenous impetus to
industrialization in the Third

World, associated with the

relocation of production by
firms based in the advanced

nations, has created a powerful

"double dynamic" spurring
local development. This is

seen most clearly in a vanguard
of countries whose rapid climb

up the industrial ladder has

earned them the appellation

of Newly Industrializing
Countries, or NICs.

Six of these South Korea,

Taiwan, Singapore,
Hong Kong, Brazil and Mexico

are dealt with in a recent

study by the OECD on the

implications of NIC

developments for OECD

industry and industrial policies2.

These six countries appear to have little

in common. They differ vastly in size of

economy and domestic market and in

natural resource endowment (e.g., Brazil
and Mexico compared to Singapore and

Hong Kong). They also display marked
discrepancies in industrial structures: for

example, considering just the Asian NICs,

the small firms characteristic of Hong Kong
contrasted with the key place occupied by
big conglomerates in South Korea, the

relative importance of public ownership in
Taiwan as compared with Korea, the espe¬
cially large role played by foreign-owned
enterprises in Singapore.

What these countries do share to dif¬

ferent degrees has been the capacity to
engender and canalize local energies in
pursuit of rapid industrial buildup. And in

most of the countries studied particu¬

larly, South Korea, Taiwan, Singapore and

Brazil - this process has to a large extent
been stimulated and oriented by the reso¬

lute action of governments in control of key
levers of economic decision-making.
Sometimes, however, government steering
has seriously backfired: to cite just one

example, the decision by the Singapore
authorities to bring about drastic wage
increases (as part of a policy for encour¬
aging more efficient labour utilization, skill

upgrading and an upmarket shift in produc¬

tion) boomeranged by undermining that
city-state's international price competitive¬
ness.

Export Performance:

Quantitative Expansion,

Qualitative Upgrading

Despite such setbacks, the overall

manufacturing and trade record of the NICs

is very impressive. The six countries con¬

sidered in the OECD report have, in the

aggregate, registered growth in gross

domestic product, in manufacturing value
added and in manufactured exports higher
than that of most other market economies.

In under two decades, they increased their

share in the total manufactured exports of
world market economies more than four¬

fold, from 1 .9 per cent in 1 965 to 8.7 per
cent in 1 9833.

While NIC exports have continued

strong in traditional products, e.g., textiles,
clothing and footwear, they have increas¬

ingly come to include such goods as
consumer electronics, as well as more

sophisticated electronic items, steel, ships,
automobiles, machine tools and other

machinery.

Particularly large gains have been made

in consumer electronics: in 1 984, the four

Asian NICs accounted for over a quarter of

all United States imports and for nearly a
fifth of all imports of these items to the

OECD countries as a whole. Moreover,
South Korea, which has become the

world's second leading shipbuilder after
Japan, held 14 per cent of all new orders

for ships in 1986. And the NICs' share of

the steel market, though relatively modest
in the aggregate, has over the years been
mounting; in 1985, the four NIC steel

producers (Brazil, South Korea, Taiwan and

Mexico) accounted for 1 2 per cent of world
exports4.

Labour cost advantages are not the only
explanation of such performance. Produc¬

tivity factors also play an important role
-e.g., greenfield establishments and

effective organization in shipbuilding, as
well as in steel where Korea's Posco plant
is considered to be one of the most efficient

in the world.

1. Formerly of OECD's Directorate for Science,

Technology and Industry.

2. The Newly Industrializing Countries; Impli¬
cations for OECD Industries and Industrial Poli¬

cies. (A previous OECD report The Impact of the
Newly Industrializing Countries on Production
and Trade in Manufactures was published in
1979.) Unless otherwise qualified, mention of NICs

in the present article refers to the six countries just
named.

3. Manufactured exports, as given in the United
Nations data on which these figures are based,
comprise SITC 5-8.

4. Intra-EEC 9 trade and intra-Comecon trade
excluded.
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OECD1 AND US TRADE IN MANUFACTURES WITH SIX NICs2
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1. The United States included.

2. South Korea, Taiwan, Singapore, Hong Kong, Brazil, Mexico.

Source: OECD foreign trade data base, SITC (Rev. 2).

Trade Gains vis-à-vis

OECD Countries

The NIC export thrust in manufactures

has been directed mainly to the OECD area,

and the gains made in Member country

markets have been achieved largely at the

expense of intra-OECD trade. Although
OECD exports to the NICs have also

expanded rapidly over the past two

decades, the period since the second oil

shock has manifested a sharp decline

followed by uncertain recovery (see chart).
Indeed, while in the mid-1960s OECD's

manufactured exports to the six NICs

exceeded imports by more than threefold,

by 1 983 the OECD countries began to
register a deficit which, in 1 985, amounted

to nearly $18 billion5.
Behind these highly aggregated data lies

a very differentiated structure of trade

between the NICs and the OECD countries.

Over the past two decades, it is the Asian
NICs South Korea and Taiwan that have

experienced the greatest expansion of their

role as trading partners of the industrialized
countries. And the OECD "Pacific Basin"

Members- the United States and Japan as
well as the much smaller Australian econ¬

omy- conduct a far larger share of their

trade with the NICs than does Europe.

However, a few European countries, not¬

ably Germany and Sweden, have been

important suppliers to the NICs of such

industrial products as machinery and auto¬
mobiles.

The United States alone accounted for

two-thirds of all OECD manufactured

imports from the NICs in 1 985, and some¬

what over one-third of exports to them

and was overwhelmingly the main source
of the total OECD deficit.

In this context, the interface of the

United States and Japan with the NICs is

characterized by some striking asymme¬

tries. An example is provided by Japan's
role as the major supplier of electronic

components, sub-assemblies and parts to

the Asian NICs for assembly and export

mainly to the U.S. -the NICs thus being
intermediary participants in commercial

flows which add to the trade imbalances of

the two major OECD countries. The situa¬

tion may be undergoing modification as the

rise in the yen against the U.S. dollar (to

which Asian NIC currencies are largely

linked) makes purchases from Japan more

costly; this development appears to be

spurring efforts at further development of

local component manufacture, particularly
in South Korea -as well as to be stimu

lating Japanese investment in, and pur¬

chases from, the Asian NICs in the area of

standard components.

Evolution of the

"Double Dynamic"

A significant propellant to the rise in
OECD-NIC commerce was the substantial

relocation of industrial activity, in the

1960s and 1970s, either by direct invest¬

ment in NIC assembly units or via subcon¬

tracting to local producers. Such offshore
moves in which U.S. textiles and elec¬

tronics firms investing in Mexico and the
Asian NICs took the lead were motivated

largely by the quest for cheaper labour.

One consequence was an upsurge in

intrafirm trade, between parent companies

and offshore subsidiaries. Another, per¬

haps more far-reaching, result was the

triggering of a multiplier effect in the host
countries. The multinational investments

provided a stimulus, especially to the Asian

NICs, to embark upon more sophisticated

production. Additional spurs to an acceler¬

ated upmarket climb stemmed from trade

barriers raised by advanced countries to

5. OECD data; manufactured exports comprise
here SITC 5-8 minus 68.
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South Korea: Sangsung micro-computer production, indicative of the trend to higher tech products.

the entry of the simpler, more labour-

intensive industrial products, as well as

from mounting competition in this range of
goods by lower wage-cost nations like

Malaysia and the Philippines.
As the industrial infrastructure of the

NICs, as well as Third World regional
markets, developed, it became profitable
for multinationals to locate more varied,

and more complex, manufacturing activi¬
ties where it was most advantageous and
to establish regional marketing networks
among subsidiaries. Such investments

represent more than the mere offshore

transfer of assembly activities: they can
make an enhanced contribution to the host

country's development and to the up¬
grading of its export package. Production
of computer peripherals in several Asian
NICs and automobile investments in Brazil

and Mexico, especially to make engines,
exemplify investment carried out in this

more dynamic perspective.

Nevertheless, "traditional" foreign in¬
vestment in the NICs for undertaking the
simpler operations is not a spent phenom¬
enon; and it is sometimes encouraged by
government policies in home and host

countries, as is manifested most signifi¬
cantly in the case of Mexico. In that

country, the special "maquiladora", or in-

bond, firms have continued to thrive: they
import inputs duty-free and "re-export" the
assembled products, mainly to the United
States where they are taxed only on value
added. These firms, numbering some 750,
provide cheap labour across the border for

U.S. investors, and employment and for¬

eign exchange for Mexico; indeed, they

constitute that country's second largest
source of export revenues, after oil.

Newer Routes to

Technological Transfer

As the NICs progress, there would seem

to be increased scope for newer, more

"autonomous", forms of partnership be¬
tween firms in these countries and those in

the developed nations: e.g., joint ventures,

licensing and technical assistance agree¬
ments. Such arrangements can provide an

advantageous route to technological
transfer as well as ensuring greater
domestic control over NIC industry than is

possible with the establishment of wholly
or majority foreign-owned enterprises.

The more dynamic NICs have resorted to

these newer types of partnership as a
means of integrating foreign technologies

from multiple sources so as to develop
"indigenous" upmarket products. Examples
abound in advanced electronics and auto¬

mobiles for instance, the use that has

been made of Italian design and modified

Japanese Mitsubishi engines by South
Korea's Hyundai automaker, itself 1 5 per
cent owned by Mitsubishi. And Brazil's

Embraer aircraft company has linked up
with a number of European firms under

licensing agreements or joint ventures,
notably for the production of light military
planes.

Some of the NICs have also been invest¬

ing, themselves, in the industrialized coun¬

tries. Examples are South Korean elec¬
tronics investment in the United States and

the establishment of automobile produc¬

tion in Canada by Hyundai, as well as

investment by the Taiwanese plastics

industry in the U.S. and by Hong Kong
clothing makers in Europe. While such

moves may be motivated by the desire to

produce near the foreign markets aimed at,

or to circumvent trade barriers, they also

sometimes constitute a path to technolog¬

ical transfer by locating in closer pro¬

ximity to the sources of relevant techno¬

logy.

Growing up with
Structural Weaknesses

The process of growing to industrial

maturity has been accompanied by - and

has sometimes caused the emergence of

structural weaknesses and disequilibria in
the NICs.

The Asian ...

The existence of imbalances in the econ¬

omies of the Asian countries is hardly

surprising in view of the fast pace of their

industrialization they embarked upon

their export-led growth only in the mid-

1960s. The imbalances became strikingly

evident with the setback they suffered in
1 985 mainly as the result of the slowdown

12



Foreign investment in automobile assembly e.g., Volkswagen in Brazil contributes to the industrial dynamism of the Latin American NICs.

in the United States economy and the
slump in the electronics market. These

countries were paying the price of their

strong export orientation, of the predomi¬

nant role played by sales to the United

States and of the importance of electronic

products in their export packages. More¬

over, large-scale investments in heavy
industries had already come up against the
difficulties engendered by general interna¬
tional economic downturn.

The accent is now on an intensified shift

to strategic upmarket activities. South

Korea, for example, has made significant
progress in moving up from consumer

electronics to development of sophisti¬
cated electronic components, and its

export successes in the automobile sector

are well known. At the same time, Taiwan

has become an important exporter of
machine tools, and a number of the NICs

have embarked on development in "new

wave" activities such as biotechnology.
How far these countries can move

upmarket depends largely on their capacity
to make optimal use of the technological
contributions of the advanced nations

-i.e., on the existence of an adequate

scientific and technological infrastructure.

The level of resources devoted by the NICs
to R&D has been much lower than that

prevailing in the highly advanced countries,

but it is rising, most rapidly in South Korea;

and all the NICs are making notable efforts

to step up education and training.
At the same time, in order to broaden the

geographical scope of their foreign trade

and to reduce their dependence upon the

United States economy the NICs have
made substantial efforts at export diversif¬
ication. Insofar as this thrust has been

aimed at the Third World, serious obstacles

have arisen because of the severe eco¬

nomic difficulties of many developing coun¬
tries; in particular, a thriving South Korean

construction activity in the Middle East was

severely curtailed as a result of the slump in
the oil market. But Korea, which benefits

from the recent exchange rate develop¬
ments, is intensifying its drive to penetrate
European markets.

Finally, while the Asian NICs are wed to

their policy of export-led growth, there is

considerable scope for greater develop¬
ment of domestic markets in South Korea

and Taiwan so as to achieve better-

balanced economies. These countries have

shown awareness of the need, and a
substantial movement in this direction

does, in fact, seem to have been occurring
in Korea.

... and the Latin American NICs

The structural problems of the Latin
American NICs - Mexico and Brazil - differ

markedly from those of their Asian coun¬

terparts. They constitute very large econ¬
omies, weighed down with the constraints
inherent in vast income differentials and

burdened by an extensive, and often ineffi¬

cient, public sector. Oriented for many

years towards the domestic market, they
have pursued growth through production

aimed mainly at import substitution

though, particularly in Brazil, a significant

element of export promotion has also
existed.

In the past few years, the acute prob¬

lems of debt, inflation (especially in Brazil)
and, in the case of Mexico, sharply falling
oil revenues have obliged these countries to

devise policies seeking at once to boost

export earnings, promote financial stability
and avoid exacerbating social tensions. The
restoration of confidence in these Latin

American economies is essential to rev¬

ersing the severe foreign investment

declines of recent years. One innovative
means for an incremental alleviation of

indebtedness and an increase in invest¬

ment the conversion of debt into equity

has indeed produced significant results in

Mexico recently.

From Interaction

to Integration

The increasing, and increasingly com¬

plex, interaction of the NICs with the

developed countries is a fact: the problem

is to arrive at their more coherent integra¬

tion into the international economy. This

requires adjustment, not only by the NICs,

but by the industrialized countries as
well.

Such adjustment needs to be conceived

as part of a more comprehensive effort to

adapt to rapid world economic change. As

significant as NIC developments have

become, the great bulk of trade in manu-
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factures by OECD countries still takes place

within the OECD area itself - 84 per cent of

imports and 73 per cent of exports in

1985; and the large imbalances in trade

performance between Member countries,

notably the United States and Japan, give

rise to more serious adjustment issues than

do NIC-related pressures.

Nevertheless, the NIC factor has impor¬

tant implications for OECD countries over a

widening range of activities. These implica¬

tions go beyond what may be seen as

negative in character they also involve

opportunities to create a mutually advanta¬

geous "symbiosis". More precisely, the
better the OECD countries succeed in

shifting their industrial structures away

from declining and towards growth activi¬

ties, the better will they be able to provide

the capital goods, technology and know-

how which the less developed countries
need.

An important avenue to progress in this

direction consists of building on "niches",
either within traditional industries or in new

activities, in which the advanced countries

both retain a competitive edge and can
contribute to NIC development. An

example is the sale of technology-intensive

services, which have been developing

rapidly in the industrialized countries and

which, in a broad sense, include the know-

how and other intangibles emanating from

a firm's expertise and experience. But the

Television production

in Taiwan for export to
the United States.

growth of exports in this area will depend in

part on the attitude, in the new multilateral

trade discussions, that is taken with res¬

pect to trade in services by some of the

developing countries among them, Brazil,
which was in the forefront of those which

had resisted inclusion of this subject.

More generally, developments in the

NICs seem to be creating broader chal¬

lenges to forward-looking adjustment on

the part of the advanced countries. For one

thing, NIC competition appears to have

served as a spur to intensified technological

innovation, which has already altered the

situation of comparative advantage in cer¬
tain industrial activities. Furthermore,

increased export possibilities should be

opening up in the expanding NIC econom¬

ies, especially in light of the greater atten¬

tion now being given by countries like

South Korea and Taiwan to the develop¬

ment of their domestic markets - although

the prospects of different OECD nations for

taking advantage of these opportunities

will be contingent upon exchange rate

developments.

Meanwhile, adjustment problems persist
in relation to a number of industries in the

developed countries, including countries

which have been able to effect a construc¬

tive symbiosis with the NICs. Obstacles to

adaptation in certain sectors continue to

generate protectionist pressures; these

clearly exist in traditional industries, but

have also arisen in some more upmarket
activities such as machine tools.

It may, finally, be observed that just as it

is incumbent upon the advanced countries

to resist protectionist pressures, it would

also appear to be incumbent upon NICs and

other developing countries as they

become more important actors in the inter¬

national economy to strive for further

progress in easing existing import restric¬

tions and controls over foreign investment,

as well as in tightening protection of

intellectual property, the weakness of

which can be a significant deterrent to
investment.

The Ministerial conference launching the

new GATT round which will be dealing

with these issues insofar as they relate to
trade - demonstrated a broad awareness

of the dangers to growth inherent in a

generalization of trade conflicts. The dis¬

cussions also showed that the developing

countries are playing a more active role

than ever before in negotiations at GATT

level. And this in itself is a step towards

"integration".
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Keeping Export Credits
Competitively Neutral

by Peter Kraneveld^

In order to keep trade

on a fair commercial footing,

governments have the

responsibility to reduce trade

distortion caused by officially

supported export credits. At

the same time, they must
continue to advance

development aid, which in

large part can be considered

as heavily subsidized export

finance. An OECD agreement

dating back to 1978 between

twenty-two Member countries
establishes the rules for

medium and long-term export
credits. The text of this

"Consensus" has just been
published for the first time2.
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Export credits help keep the wheels of

international trade turning. Without
them, trade in capital goods in parti¬

cular would be severely curtailed. In 1 985,
for instance, OECD countries' exports of
capital equipment were worth more than
SDR 1 1 0 billion, of which 30 billion went to

LDCs. At the same time, Member govern¬
ments advanced or guaranteed export cre¬
dits totalling more than SDR 50 billion, of
which 40 billion went to LDCs (not

counting credits with repayment terms of
one year or less).

Quite simply, export credits enable

foreign buyers of exported goods and
services to defer payment, whether for a

short term (less than two years), medium
term (two to five years) or long term (more
than five years). They may take the form of

supplier credits (advanced directly by the
exporter), buyer credits (where the
exporter's bank or another financial institu¬

tion extends a loan to the buyer) or financial
credits (where the exporter's bank or
another financial insitution extends a loan

to the importer's bank).

Government and

Private Involvement

Governments give official support
either by guaranteeing a credit advanced by
another institution or by providing direct
financing (including refinancing and interest
subsidies). Almost all OECD governments
are prepared to insure at least the political
risk associated with exporting (the risk of
non-payment on account of restrictions

imposed by foreign governments). Many
export-credit guarantee agencies will also
cover commercial risks (such as non¬

payment arising from the buyer's inability
or unwillingness to pay) and will reinsure

such risks already covered by private insti¬
tutions. It is somewhat less common for

governments to provide direct export cre¬
dits. A number combine either form of

officially -supported export credits with
development aid (so-called mixed cre¬
dits).

Governments provide export support
through a variety of institutional arrange¬
ments. In Japan, a section of the Ministry
of International Trade and Industry (MITI) is
responsible (the EID); in Greece, it is a

government agency (the ECIF); in Italy, an
independent but still government-con¬
trolled body (the Mediocredito Centrale).
Or again, it can be a private institution
acting in conjunction with the government
(such as NCM in the Netherlands). The

funding of these organisms varies ac¬
cording to their institutional status.

Whether public or private, they are
subject to regulations that determine the

extent of interaction between the private
and public sectors, especially where private
institutions are acting both in the public

domain on behalf of governments and on

their own account in the private sector.

Private banks and insurance companies
may quite simply be restricted from parti¬

cipating in the market for export credits,

while in some countries official agencies are
required or encouraged to co-operate with
private institutions.

Range of Activities

These differences in approach result in
wide variations in the forms of credit and

the degree of cover afforded by export
credit agencies. At one extreme they pro¬
vide full insurance against normal risks,

plus additional options like cost escalation

insurance and insurance against foreign
currency fluctuations, together with a com¬

prehensive system of subsidized and
unsubsidized credits.

At the other extreme, cover may only
extend to the types of risk that the inter¬
national financial and insurance markets

will not insure, such as the political risks
associated with certain countries. Financial

support may be limited to subsidized cre¬

dits for matching those extended by other
countries and to development aid credits.

This minimalist approach is relatively rare,
however.

In between the two extremes are

systems that offer normal insurance cover

against political and economic risks for pre-
and post-shipment of goods as well as a

range of direct finance including subsidized

credits for matching purposes, develop¬
ment aid credits and other credits that

domestic markets cannot provide.

The "Consensus"

With financial conditions such an

important factor in the importer's choice of
supplier, the OECD acted in the 1 970s to

head off an export credit race in which

exporting countries would compete on the
basis of who granted the most favourable

credit terms rather than who provided the
highest quality products and the best

service at the lowest prices.

A limited agreement was signed by
some OECD countries in 1976, but this

was quickly overtaken in 1978 by the
so-called Arrangement on Guidelines for

Officially Supported Export Credits (unoffi¬
cially known as the "Consensus") to which

twenty-two Member Countries have sub¬

scribed. This Arrangement sets limits on

the terms and conditions of export credits
for periods of two years or more benefitting
from official government backing (meaning
both supplier, buyer and financial credits
that are directly extended, subsidized, refi¬

nanced, guaranteed or insured by export
credit agencies).

The main conditions laid down include

a requirement that at least 1 5 per cent of

the value of contracts be paid in cash and

set a maximum repayment term of eight
and a half years (with a provision for
extending that to ten years in the case of
relatively poor and some intermediate

countries). At the same time, minimum

rates of interest for credits benefitting from
financial support were established ac¬

cording to the period of the credit, adjust¬
able every six months on the basis of an
automatic mechanism. The most recent

adjustment in January 1 987 set a min¬
imum rate of 7.4 per cent for poor coun¬

tries whatever the length of the credit,

while they ranged up to 9.8 per cent for

long-term credits to "relatively prosperous
countries".

Within these limits, there are provi¬

sions for "derogations" and "deviations"

from normal practice. These have to be

notified to all signatories so they can take
the exceptions to the rules into account.

The Arrangement allows for tied or

partially tied aid financing, which is to say
credits or grants that are provided entirely
or in part (mixed credits) from public funds
set aside for development assistance and

are tied to purchases from the donor

country or, in the case of partially tied aid,
to purchases from the donor and from other

developing countries. Interest rates below

the prescribed minimum may be allowed if

the overall grant element exceeds 25 per
cent of the total.

The provisions of the Arrangement
have been altered over the years where

improvements were thought necessary or
desirable. New rules are about to take

effect, for instance, aimed at further sepa¬
rating the treatment of financial aid to

developing countries from the conditions

attached to commercial export credits. The

minimum level of the grant or concessional

component is being increased to 30 per

cent with effect from 1 5th July 1 987, and

to 35 per cent as from 1 5th July 1 988. In
addition, the calculation of the concession-

ality level is being modified to take better

account of changing market conditions.
These alterations will create a much

larger gap between commercial and aid

financing, thus contributing to the reduc¬
tion of trade distortions and the diversion

of aid flows from development objec¬
tives3.

1 . OECD's Trade Directorate.

2. The Export Credit Financing Systems in
OECD Member Countries, OECD, Paris, 1 987. The
publication uses a standard format which makes

quick country comparisons of details possible. It is
completed by a summary of the rules of the European
Communities and by the text of the OECD Arrange¬
ment on Export Credits (the "Consensus").

3. The OECD's Development Assistance Com¬
mittee (DAC) has not modified.its definition of Official

Development Aid and the calculation of the minimum

grant component. Since the calculation under the

new Arrangement rules will therefore yield some¬

what different results, the Arrangement will refer to

"concessionality level" rather than the grant ele¬
ment.
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Information Technology:
Increasingly the Engine

of OECD Economies
by Dieter Kimbel1

The data processing and telecommunications revolution may only just have
started but already the information technology industry bulks large in OECD

economies and is set to grow faster than almost any other sector in the

coming years. To accelerate the diffusion of information technologies,
however, governments may have to create a more propitious economic and

regulatory environment, notes a recent OECD study which also stresses the

fact that, so far, the application of these technologies has enhanced
productivity without adding significantly to unemployment2 .

T
he information technology (IT) industry,

encompassing the whole gamut of
hardware and software for the

processing and transmission of data,

generated total worldwide revenues of

nearly $400 billion in 1986, a figure that
will have more than tripled by 1 995

(table 1 ). The sector already accounted for
up to 25 per cent of GNP in OECD countries

by the early 1 980s, and the proportion has
risen since and will rise further in the

future.

Expenditure on IT products is increasing

faster than on any other class of goods and

will continue to do so. In the United States,

it is forecast that outlays on computers and

other data processing (DP) equipment will

rise by an annual average of 21 per cent up

1. OECD's Directorate for Science, Technology

and Industry.

2. ICCP Report n° 12: Information Technology
and Economic Prospects, OECD, Paris 1987;

see also ICCP Report n° 11: Trends in the

Information Economy, Paris, 1986.
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to 1995, and those on telephone and

telegraph systems by 20 per cent. Annual

spending growth for the third fastest-rising

industrial product group, drugs, is

projected at no more than 7.4 per cent.
Investment in IT-related sectors is also

outstripping that in most other industries.
U.S. forecasts show that in terms of annual

growth in total sectoral expenditure from

1 984 to 1 995 IT-related industries occupy

four of the top five places, with the league

table headed by computer hardware

(8.5 per cent annual average growth) and
communications services (8.1 per cent).
Medical and dental instruments are in third

place followed by telephone and telegraph

equipment (5.2 per cent) and radio and

communications systems (4.5 per cent).

By 1 995, the computer industry will be by

far the biggest industrial investor with total

outlays forecast at $62.4 billion (in 1977
dollars), followed by the automobile

industry ($41 .8 billion) and the three
telecommunications sectors (around $20

billion each).

It is generally estimated that only 10 to

20 per cent of the potential to be derived

from IT-based innovation has so far been

exploited, while the rest should be realized

within the next 10 years. The more rapid

diffusion of IT into new products and

processes will come about through

cost/performance improvements in

technology that is already available.

Research shows that a 1 per cent reduction

in the cost/performance ratio can lead to a

30 per cent increase in demand for an IT

product. In particular, connecting data

processing systems into local or company-
wide networks that can in turn be linked to

national and international communications

systems will enhance their efficiency and
economic value for the user.

IT investment forms part of an

organization's long-term corporate

strategy and once implemented (which
may take four to five years) becomes one of

the company's basic assets. From its start¬

up, an IT system should have a lifespan of

between seven and 1 2 years. Over time, a

company's global information system

builds up into what could be described as

the largest machine in the organization, just
as the international telecommunications

system has been portrayed as the largest

machine in the world. There is a concern,

however, that the world's financial

markets, which are themselves riding the

wave of IT-based innovation, may operate

in a way that discourages this type of

strategic investment.

Towards More Creativity

IT systems not only increase produc¬

tivity in the classical sense but also intro¬

duce a far greater degree of flexibility into

management and manufacturing systems.

1. WORLD PRODUCTION

OF INFORMATION

TECHNOLOGY SYSTEMS

Growth estimates 1986-1995

$ billion '
Ave¬

rage

Annual

Growth

%
1986 1990 1995

Hardware

Software

Telecommunications2

and computing
services

224

84

85

353

174

107

621

433

143

12

20

6

TOTAL 393 634 1,197 13

1. At 1985 exchange rates.

2. Telecommunicatbns equipment solely for the public net¬
work.

Source: OECD.

Automation through programmable ma¬
chine tools and robdts makes batch and

"customized" production both technically

feasible and economically viable. IT can

also make for higher quality, more "intelli¬

gent" products that have greater appeal to

the consumer. Networking will facilitate

interaction between users, designers,

manufacturers and the suppliers of produc¬

tion machinery, which should not only

result in better adaptation of products to
customers' needs but also accelerate the

innovation process.

Quantitative...

The economic benefits of investing in IT

are thus both of a quantitative and qualita¬

tive nature. Quantitative gains will arise

from higher expenditure on IT-based goods

and services, from the growing market for
information-based services and from in¬

vestment in new telecommunications net¬

works. Investing in hardware of all kinds,

from mainframe computers to desktop

terminals, from robots to fibre optic cabling

for integrated services digital networks,

not to mention spending on software and

services of all sorts, should have substan¬

tial multiplier effects, creating direct and

indirect long-term growth opportunities.

The burgeoning scope for new information

services will cover fields such as profes¬

sional and private data banks, financial

transactions (electronic funds transfer and

payment systems), entertainment and lei¬
sure activities, health care and education.

...and Qualitative Benefits

At a qualitative level, IT-based systems

and services have the merit of being vir¬

tually pollution-free and of being useful for

monitoring and helping to reduce air and

water pollution. They can also be used for

controlling engines, helping to lower

energy consumption as well as harmful

emissions. IT incorporated in robots and

other computer-controlled machines can

take over hazardous and dangerous (as
well as tedious) occupations from human

beings (such as in mining, deep sea explo¬
ration and nuclear power plants). In a more

general way, IT will bring about a transfor¬
mation in the way economies operate and

engender a new and more creative world.
Sectors where IT is expected to make a

particularly big impact are engineering and

machinery, automobiles, textiles and cloth¬
ing, banking, and office-based professional

and personal services.

More Information, More Jobs

Despite the dire predictions in some

quarters in the 1 970s, computers have not

displaced humans and added to dole

queues but have actually created employ¬
ment. There has been a progressive shift

towards information-handling occupa¬

tions, in fact, since the growing demand for
information-related services has more than

offset the rise in the productivity of staff

engaged in these tasks. The introduction of

IT systems has thus not contributed signif¬
icantly to the current high levels of unem¬

ployment .in many OECD countries.
Between 30 and 45 per cent of the total
active work-force in the OECD area is now

engaged in information-handling occupa¬
tions, while the information industry itself

has become a major employer: in the
United States, more people now work in
the IT sector than in the automobile indus¬

try.

Rather than new technology causing

high unemployment, it now looks as

though it was too little technological pro¬

gress that caused unemployment levels to
rise and stay high in the 1 970s and early

1 980s. Unemployment seems to be con¬

centrated in non-innovative sectors, espe¬

cially those where IT has no contribution to
make. It arose from a vicious circle of low

profitability, low investment and low pro¬

ductivity growth, making employers reluc¬
tant to expand their work-forces. Since

new technology is generally introduced

through new investment, the conclusion
can be drawn that the diffusion of IT-based

process automation has, like employment,

been held back by poor economic perfor¬
mance.

Product Versus Process

Innovation

In this context, one factor tends to be

forgotten: the relative prices of capital and

labour affect the demand for each and may

determine the application and speed of

diffusion of new technology (see chart).
Available data show that during the past
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PRODUCTIVITY AND REAL LABOUR COST DEVELOPMENTS1
7973 = 100

United States
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160
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Japan Four European Countries 2
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90

1973 74 75 76 77 78 79 82 83 84 85 73 74 75 76 77 78 79 81 82 83 85 86 73 74 75 76 77 78 79 81 82 83 84 85

1. Compensation of employees per employed person deflated by GDP deflator.
2. France, Germany, Italy, United Kingdom.
Source : OECD Annual national accounts and Labour force statistics.

Real labour cost per employee
Productivity

1 0 years the United States has been more

dynamic in utilizing new information tech¬

nology for producing innovative products
and services, whereas Europe and Japan

have tended (although to a lesser extent) to

use IT for modernizing and automating their

production processes. As a result, the

American IT industry increased output and

employment rapidly between 1 972 and

1 982, generating a steady flow of new

goods and services. The relatively low

number of industrial robots and programm¬

able industrial machinery in use in the

United States, together with the decline of

the American machine tool industry, are in

sharp contrast to developments in

Sweden, Germany and Japan (table 2).
At the same time, the United States has

maintained a high rate of job creation,

although that should not be taken as a

pointer to policies that might be adopted

elsewhere. A policy geared to curbing

productivity growth in order to retard

investment in labour-saving production

technology and stimulate employment

would be open to considerable risks; the

competitive environment, especially in the

supply of IT products, might mean such a

policy results in a lowering of living stan¬
dards rather than an increase in the num¬

bers employed.

Less Capital Required

The future diffusion of IT systems will be

characterized by greater integration and

interconnection, as standalone equipment

becomes increasingly tied into networks,

making technology that is already available
that much more economic and productive.

Only an estimated 1 6 per cent of currently

installed IT systems have networking capa¬

bility or are actually interconnected. Auto¬
mated offices and factories will soon be a

reality, therefore. In the factory, robots,

numerically-controlled machine tools and

CAD/CAM systems will be linked into
Computer-Integrated Manufacturing (CIM)
networks in which the various phases of

design, production planning, materials pro¬

curement, machining and assembling,

inventory control and sales and marketing
will be interlocked in a single information

processing and communication system.

Research so far suggests that IT-based

innovation tends to be capital saving (and

2. USE OF INDUSTRIAL ROBOTS

of which: United
Japan Europe1

Germany States

1974 1,500 800

1978 3,000 2,000

1980 5,500 4,000 1,255 4,500

1981 8,500 6,000 2,300 6,000

1982 1 2,000 9,000 3,500 7,000

1983 30,000 13,700 4,800 8,000

1984 44,000 20,500 6,600 13,000

1985 65,000 30,000 8,800 20,000

1986 90,000 40,0002 12,400 26,000

7. All European countries.

2. Including 3,000 robots installed in Eastern Europe.
Source: OECD/Fraunbofer Institut fur Produktbnstechnik und

Automatisierung (IPAI, Stuttgart, December 1986.

labour augmenting), unlike earlier produc¬
tion technologies. The argument that

investing in IT systems results in more than

proportionate productivity gains thus turns

out to be a statistical artifact, since it

merely reflects the diminishing cost of the

hardware element in these systems and the
differential statistical treatment of the

hardware and software components (the

former being counted as capital expendi¬
ture and the latter considered as current

consumption). That suggests that worries

about the employment consequences of
the IT revolution in offices and factories is a

misconception leading the policy discus¬

sion in the wrong direction.

Reducing Obstacles to
Diffusion

Rather than trying to predict the labour

market implications of computerization,

policy-makers should be concerned with
eliminating the impediments to the wide¬

spread and rapid diffusion of IT and minim¬

izing the adjustment costs for those
adversely affected. In general terms, there

are two main areas for government action:

firstly, fostering the expansion of the tech¬

nology base in general and the diffusion of
IT in small and medium-sized firms in

particular; and secondly, ensuring the

availability of a suitably trained and skilled
work-force.

It is particularly in less technologically

advanced countries that governments may

have to support the development and
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Scans are transmitted via telephone lines

from the Frenchay Hospital in Bristol (United
Kingdom) to a receiver linked to a normal

television in the neurosurgeon's home. The

pictures take only 30 seconds to transmit, so
the doctor is able to make an immediate

diagnosis and save time and possibly life.

diffusion of IT systems. Because it is skill

intensive, IT process technology has only
really taken off in a limited number of

countries with an already advanced tech¬

nology base and major investments in
R&D. In many countries, institutional

changes are taking place in market struc¬

tures of telecommunications services, in

restrictions on broadcasting and cabling or

in protection of intellectual property rights.

Finding consensus on new, or re-defining

established, standards, and liberalizing

regulations are important steps needed to

encourage investment in IT. More gener¬

ally, resistance to changes in working
conditions have to be overcome, which

requires both an enlightened management

and a suitably skilled labour force.

In considering all the issues raised by
existing rigidities and obstacles, govern¬

ments may see the scope for application-

oriented policies (the "technology-pull"
approach) as a more efficient means of

stimulating the introduction of the

new technologies. This concept entails the

coupling of supply-side policies to create

the technological capabilities with the

demand side, as distinct from pushing IT

applications at the firm level only. Candi¬

dates for such large applications include

new infrastructure systems, for example in

transport (just-in-time delivery) and tele¬
communications where new services could

improve mail systems currently burdening

government budgets.

Some governments have adopted major

programmes for encouraging broader IT

use, promoting specific applications and

objectives such as reducing air and water

pollution or conserving fossil fuels. There is
the possibility of many other applications

micro-processor-controlled engines in

automobiles, expert systems for moni¬

toring illegal chemical waste dumped in

major rivers, safer electronic braking sys¬
tems in motor vehicles, computerized

traffic management and at a general level
the creation of "smarter cities". All sorts of

public services could be rendered more

efficient and cost effective through the use
of IT, moreover.

This kind of policy approach need not

entail an increased use of public funds,

since it basically involves setting specific

objectives and creating an appropriate

framework for the operation of market

forces in a period of transition.

The IT industry could thus constitute an

important engine for future economic

growth, if its products are effectively

exploited. However, unlike other high
growth sectors (consumer electronics, for

example), demand for its goods and ser¬
vices comes mainly from other industries

and from public administrations, so that its

output growth will be as much a reflection

of countries' general economic perfor¬
mance as a contribution to it. Hence, while

seeking to harness the large social, tech¬

nical and economic potential offered by IT,
governments cannot hope to depend on

this one sector to serve as a catalyst for
growth but must also continue to focus

attention on general structural and eco¬

nomic conditions to provide a better frame¬

work for growth.
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,4r> attractively landscaped site, such as here in Sophia-Antipolis in southern France, is an important factor in the success of a science park.

The Science Park

as a Regional
Development Stimulus

They call it a "technopôle" in France, a "corridor" or "valley" in the United States and a
"technopolis" in Japan; other (somewhat more modest) appellations are a high-technology park,

an innovation centre and an incubator. All were the subject of scrutiny at a recent seminar in Venice1 .

Until recently, the science park was a
rare phenomenon in the economic

landscape of the OECD countries.

Today, there are more than 1 50 in the

United States, at least twenty-eight in the
United Kingdom, about twenty in France,
and parks are being created in other coun¬
tries, as well.

The idea behind all of these parks is

the same: to combine high-technology
firms (computer, electronics, biotechno¬
logy) with research laboratories on one

site, the size of which can range from the
few score hectares of the Zirst (Zone

industrielle et de recherche scientifique et
technique) at Meylan, Grenoble (France) to

the thousand plus hectares of Japan's Oita.
The ways in which the parks are run and

developed also vary considerably.

Concentrating Brain Power

Often universities started these pro¬
jects wanting to link up with industry to use
more extensively their research and avail¬

able space. Such efforts resulted in, for
example, the Cambridge Science Park, set

up in 1 972 and now numbering sixty-eight
firms, and the science research park
created in 1983 by the University of
Groningen (Netherlands) with the coopera¬
tion of the University's hospital and the
northern provinces.

Some parks, however, are high-tech¬
nology industrial concentrations emerging
more or less spontaneously in the vicinity of
some major research centre. The best

known of these is California's Silicon Val

ley, a cluster of about 3,000 mostly
computer and electronics firms in an area

covering 300 hectares near Stanford Uni¬

versity.

Sophia-Antipolis in France - at ap¬
proximately 2,300 hectares- is an ex¬

ample of the genesis of a science park

established in the early 1 970s through the
determination of one pioneer. Unlike U.S.

parks, it did not enjoy the early benefit of a
university nucleus around which to

develop; nonetheless, it has grown to the

point where it now comprises more than
1 50 firms and research institutes.

The Japanese have so far been the

most audacious in their "technopolis"

1 . Science Parks and Technology Complexes in
Relation to Regional Development. Results of the
Venice Seminar, OECD, Paris, 1987.
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The kinds of jobs likely to be available in science parks are highly skilled scientific or technological ones. Hence,
science parks' contribution to regional development comes more from the many indirect jobs they create.

approach: building massive parks which

bring high-technology firms together.

Though backed by central government

funding, each technopolis is the responsi¬

bility of the prefecture and the local private
sector.

In contrast to the huge scale of the

Japanese experience are the "business

incubators" or "nurseries", areas of just a

few hectares (sometimes a single building),

where start-up firms can receive technical

and logistical support.

Whatever form they may take,

science parks have proved popular parti¬

cularly with governments, which see them

as useful tools for innovation and regional

development. Today, it is the local autho¬

rities, even more than central govern¬

ments, who, together with firms and uni¬

versities, are interested in their expansion.

In Scotland, the Scottish Development

Agency has been associated with the

launching of parks in Glasgow, St. An¬

drews and Stirling. The United Kingdom
Science Parks Association estimates that

two-thirds of the £92 million invested to

date in United Kingdom science parks has

been provided by the public sector. In

France, local authorities have also been

very active, with every regional capital

today claiming to possess its own innova¬

tion centre or science park.

Risks and Rewards

Not all existing parks have come up to

expectations, despite the success of the

earliest prototypes Silicon Valley in Cali¬
fornia and Route 128 in Massachusetts.

While they are certainly beginning to bear

fruit, this is happening only after an incu

bation period of at least fifteen years; it is in

fact still too early to assess the results for

most existing parks. Some problems are

beginning to arise, however, including the

financial cost of this type of project.

In their early years, parks require

considerable investment for buying and

servicing land as well as putting up build¬

ings not only for production facilities and
research centres, but also for service firms

the parks need. That heavy expenditure can

only show a return over a long term.

Therefore parks must attract industry

quickly if investors (i.e., local communities

and development companies) are not to
find themselves in the difficult situation of

holding vast, potentially productive areas

that are unexploited. A report by the United

States Congress2 noted that "as many as
50 per cent of all [American] high-techno¬
logy parks have failed to achieve their

intended goals. Some have finally had to
relax their admission criteria to attract

industries not specializing in technology".
Once diluted in this manner, however, the

parks lose most of their appeal to high-

technology companies.

Another question is whether science

parks create jobs. The raw figures suggest
they do. For example, the Research

Triangle Park in North Carolina provides

employment for more than 30,000. The

problem is that it took twenty-eight years

to create these jobs and in the next three

years an equal number may disappear from

the region's textile industry.
On the other hand, the district of

Twente (population 500,000) in the

Netherlands, which with its University

organized a technological centre, is

achieving large-scale industrial develop

ment and a high rate of company start-ups

(about 1 00 in twenty years, sixty of these
within the last five years), yet it has not, in

absolute figures, generated much employ¬
ment. Nonetheless, one can be sure that

even if some of the start-ups fail or remain

small, the groundwork has been laid for

local development.

In fact, the kind of job likely to be

created by a science park is essentially a

highly skilled scientific or technological

post (60 per cent of the Cambridge Science
Park employees are scientists or in the

administrative/managerial staff category).
It is therefore more for the numerous jobs

they create indirectly that science parks

may boost regional development.

Sophia-Antipolis provides an inter¬

esting example with about 6,000 persons

employed on site, half of them in high

technologies. The presence of an ex¬

panding complex has stimulated the local

economy in many ways. It provides outlets
for local service activities. The tourism and

leisure industries have benefitted from the

arrival of highly-paid managers. The Nice-

Côte d'Azur airport has been another factor

that has both helped Sophia-Antipolis

expand successfully, and benefitted

itself from the expansion. Altogether

1 8,000 "secondary" jobs are estimated to

have been generated in this way.

»

Although most science parks are still

fledgings and have yet to prove them¬

selves, they are nonetheless active agents
in the creation of new firms and in techno¬

logical and economic development. Re¬
gions recognizing the importance of devel¬

oping a research capability in a highly
competitive world background cannot

ignore this type of scientific and industrial

concentration. Indeed, the report of the

OECD seminar emphasizes the desirability
of having each region carry out studies on

how to use existing research structures. It

would then be possible to fill identified

gaps in the system and, where necessary,
establish a park close to an institute of

technology or, on a smaller scale, create

incubators or innovation zones, or else

simply facilitate contacts between research
and firms.

The fact remains that certain condi¬

tions must be met if a science park is to

prosper: a good research and teaching
structure in at least one branch of techno¬

logy; an environmentally attractive site
(equipment, social infrastructure, climate)

and, above all, according to the seminar

report, "the availability in the region of a

nucleus of persons of both the required

calibre and the conviction that they can
drive the project along".

2. Technology, Innovation and Regional Eco¬
nomic Development, Office of Technology Assess¬

ment, United States Congress, Washington, D.C.,

July 1984.
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At the same time as

educationalists are putting

renewed emphasis on the

teaching of basic skills at
school, new information

technologies are making their
presence increasingly felt in

the classroom. OECD's

Centre for Educational

Research and Innovation

recently brought together

governmental policy-makers
and senior researchers to

discuss the issues raised by

these developments.1

In a world of constant and accelerating

change, children as well as adults are

expected to learn and relearn, to train
and retrain throughout their lives. Above

and beyond the three Rs (reading, writing,
'rithmetic), that entails devoting greater

effort to the teaching of so-called "higher-

order thinking skills", or "metacognitive

skills", which signify the power of

reasoning, the ability to analyze and

synthesize, and the capacity for critical
thinking, problem-solving and
communication. While these skills have of

course been taught implicitly in the past,

they have never received the attention they
deserve.

Unfortunately, the resources and skills
for that sort of teaching are not to be found
in all schools and in all teachers. At the

same time, falling school rolls, as a result of

declining birth rates, combined with a

concern to limit public expenditure, have

led most governments to curb outlays on
education since the middle of the 1970s.

Schools in all OECD countries are being

asked to do more and more while their

resources are being rationed. The new

information technologies may help to fill

that gap if they can enhance the
effectiveness of teachers and facilitate the

learning process.

The availability of ever cheaper

computational power has the potential to

do just that, provided that the user has a
clear understanding of what he wants his

1. Information Technologies and Basic Learn¬

ing: Reading. Writing, Science and Mathematics,
OECD, Paris, to be published.
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computer to do. Up to now, computers in

schools have been used mostly to emulate

a variety of teaching practices, but not

necessarily the most important ones. The

teacher's most valuable role is to coach,

criticize and encourage, but such activities

are hard to describe with precision and

hence difficult to simulate, so until recently

they have tended to be neglected by

educational software developers.

Cognitive Science

Considerable progress is now being

made in understanding the learning and

thinking processes. Psychologists, com¬

puter scientists, specialists in artificial

intelligence, linguists and philosophers
have contributed to the creation of a

science for studying, understanding and

improving the educational process. This

cognitive science is beginning to stimulate

the development of intelligent computer

systems that can assist the learning pro¬

cess by interacting directly with students
on an individual basis.

Similarly, techniques are being devel¬

oped to assess the reactions elicited by
computers in the classroom and their

actual effects. If teaching methods can be

analyzed sufficiently to develop computer

programs that reproduce, even partially,

the behaviour of good human teachers,

then computers could be used not only for

teaching pupils but also for training teach¬

ers. This potential should be particularly
attractive for those countries which face

teacher shortages or whose teaching corps

varies significantly in competence.

One of the main factors determining the

diffusion rate of computer technology at
both the local and national level is the

perceived cost-effectiveness of these

tools. While hardware costs have de¬

creased considerably, those of quality edu¬

cational software remain high. But com¬

puters can only be realistically and fairly
evaluated if studied in schools where the

"critical mass" of computer-based learning
(CBL) has been reached, in terms of access

time for the students to the equipment,

availability of appropriate software and the

number of teachers trained to use com¬

puters.2 Such schools are still the excep¬
tion to the rule.

Good educational software must be

identified and documented, and it must be

demonstrated and evaluated in real school

settings. Too often educational innovations

are tested in "ideal" conditions, with the

risk that they may fail when applied in an

ordinary school environment.

2. New Information Technologies: A Challenge

for Education, OECD, Paris, 1986.

3. P. Norton and V. Resta, Investigation of the

Impact of Computer Instruction on Elementary Stu¬

dents' Reading Achievement, Educational Techno¬

logy, Englewood Cliffs, N.J., 1986.

Basic Skills

Computers can be of great help to

schoolchildren when it comes to learning

the closely-related basic skills of reading

and writing. Beyond that, the student can

manipulate scientific notions and back up

his arguments with simulated examples.

He can present graphic summaries of his

treatment of mathematical problems and

discuss the results with teachers and

fellow students instead of simply being told

whether he is right or wrong.

When it comes to the reading process,

one possible approach is to try and develop

models that combine concepts of cognitive

science with aspects of the individual

teaching method. As Norton and Resta

explained: "The traditional curriculum has

tended to view the reading process as the
accumulation of discrete bits of information

and the mastery of specified, often

sequenced, skills believed to add up to a

whole. Conversely, gains in achievement

made by those using problem-solving and

simulation software suggest reconceptual-

izing the reading process as fluency with

cognitive and problem-solving strate¬

gies."3 It thus seems possible that com¬
puters could help children learn to read

through the use of integrated software,

videodisc/compact disc technology,
speech reproduction and recognition, net¬

working and multi-media communication.

Changes are needed in the way children

are taught to write, since little actual

instruction on this subject takes place in

most schools (about one hour a week on

average in many OECD countries). Studies

of the writing process have shown that the

linear model - pre-write, write and rewrite -

does not correspond to reality. The writing

process is recursive, in fact; there is no

straight line from conception to com¬

pletion. It is composed of five stages:

conceiving the idea; organizing one's

thoughts; composing; editing and revising

the text; and obtaining feedback on the

result. Several software programs have
been designed to help with these different

stages of the process and available assess¬

ments of their usefulness are encouraging.

Information technologies may also be more

widely applicable in the context of writing

instruction by affording new environments

for communications, such as electronic

mail systems which enable the student to

address a large, real audience.

Computer technology is already proving

very helpful in the teaching and learning of

scientific and technological concepts. A

great number of "drill and practice" pro¬

grams exist in physics, earth science,

technology, chemistry, ecology, biology

and medicine, but now some more sophis¬

ticated software is appearing which

develops higher skills in the student. This

may be of the problem-solving type, of

which there are interesting examples in the

fields of chemistry (such as for calculating
the number of atoms released in a reaction)

and mechanics (for calculating speeds and

angles after an impact, for example). Or

they may entail the use of databases and

above all simulation for demonstrating

dangerous (in chemistry) or impossible
experiments (nuclear reactions, the move¬

ment of projectiles on land or in a gravit¬

ational field, for instance).

Mathematics can be hard to grasp for

the many students who lack the capacity

for logical thinking and deductive reason¬

ing. Here too there are a number of

software programs that can help, starting

with drill and practice programs for

teaching elementary arithmetic and

ranging up to tutorial, simulation and

exploration programs. In the near future,

spreadsheet and graphics programs could
be in extensive use in schools. As in science

subjects, a basic task of computers could

be to detect and analyze students' errors

and misconceptions. This diagnostic capa¬

bility could be especially useful for both

teachers and cognitive scientists.

An inescapable conclusion can be drawn

from examining the role that information

technology could play in teaching basic

skills and in better understanding the asso¬

ciated cognitive processes: it necessarily
involves a fundamental reassessment of

aims and pedagogical methods. When

computers are introduced into the edu¬

cational system in sufficient numbers and

with the appropriate software, they can

make a major contribution to the efficiency

and effectiveness of teaching. However,

they do not manufacture knowledge, they

cannot fully explain things and they cannot

motivate in an enduring manner. They

cannot replace the teacher nor substitute

for personal interaction, which is the

essence of the educational process. They

are merely tools that can be utilized to

achieve a variety of effects and objec¬
tives.

Radical policies and approaches may be
needed to derive the full benefit from

computer technology. It has to be accepted

by the teaching force. Above all, it has to be
introduced on a sufficient scale to make a

significant impact. If only a half-hearted

effort is made because of an unwillingness

to provide the necessary resources, then

the result, if any, will be of marginal benefit

and could possibly lead to frustration if not

outright rejection on the part of the pupil.

While a few schools have acquired suf¬

ficient hardware and software to improve

their teaching and learning processes, the

general situation in OECD educational sys¬
tems is still one of limited investment in

information technology.
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All audio-visual works,

including the new modes of
satellite transmission, are

now covered by
the Invisibles Code.
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The inclusion of services on the agenda of the Uruguay Round of multilateral trade
negotiations is a measure of the importance attached to them. The barriers to

international trade in services that currently exist not only curb the growth of service

industries but also put a damper on the productivity gains they could obtain.

The Uruguay Round places the two OECD Codes of Liberalization on Current Invisible
Operations and Capital Movements squarely in centre stage. The main objective of
these Codes is to eliminate restrictions on transactions between residents and non¬

residents (see box). Following the recent reinforcement of their provisions, they are now
an effective instrument for liberalizing trade in services.

Towards the Liberalization

of Tirade in

Services in the OECD Area

Insurance

The latest modifications designed to

strengthen the Invisibles Code were

recently finalized. They have led to a real

and significant reduction of the restrictions
in force in a number of Member countries.

The new provisions mainly concern
contracts between residents and non¬

residents in cross-border transactions

(insurance, international transport, re¬

insurance, etc.) and conditions governing

the establishment and operation of foreign
branches in the insurance sector.

At the same time, the OECD Council has

made specific recommendations to

Member countries, urging them to take

whatever steps may be necessary to
achieve further liberalization in these areas

as rapidly as possible. The Organization's

competent bodies the Committee on

Capital Movements and Invisible

Transactions (CMIT) and the Insurance

Committee have been instructed to

monitor Member countries'

implementation of these recommendations

and report to the Council. The two

Committees are also to carry out a further

study of direct cross-border transactions

concerning life insurance and personal

insurance in general, since it has been

found that even today many OECD

countries restrict or strongly discourage (by

means of discriminatory taxation or other

measures) the conclusion of such contracts

between their own residents and non-

established foreign insurers1 . The object of
the study will be to identify ways of further

liberalizing these transactions, for example

through closer co-operation between

supervisory authorities.

1. See International Trade in Services:

Insurance, OECD, Paris, 1983.
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Tourism

The spectacular growth of international

tourism and the increasing use of new

means of payment have led to a

considerable extension of the obligations
contained in the Invisibles Code.

The new provisions are based on the

principle that there should be no

restrictions on spending for the purposes of

travel, i.e., that Member countries should

not limit bona fide expenses incurred by
travellers, who also should be allowed to

settle their bills in their country of
residence. The measures entitle the

traveller to take with him bank notes or

traveller's checks, without any justification

being required, at least the equivalent of

1,250 SDRs (special drawing rights) in the

currency of his choice and 1 50 SDRs in the

currency of his country of residence2.
Lastly, the free use of cash cards and credit

cards abroad is now permitted, whereas

the Code previously contained no provision
to that effect.

Despite the fact that these new

provisions considerably broaden

obligations under the Code, an OECD study

has revealed that the vast majority of

Member countries were already capable of

complying with all of them3. In view of this

encouraging result, the OECD is working to

make tourism the first completely

liberalized service sector covered by the
Invisibles Code.

Audiovisual Works

The advent of the age of electronics and
the revolution in communications have

transformed the audiovisual scene and the

habits of consumers in OECD countries.

This is one of the areas where there was an

obvious need to update and strengthen the
Invisibles Code4.

To begin with, the CMIT Committee has

proposed substituting for the old, narrow

concept of "films" the much broader one of

"audiovisual works". Drafted in general

terms so that it will be possible to take

future developments into account, the new

definition ought to encompass any

animated sequence of images, regardless

of mode of production, transmission,
distribution or use. The aim is to cover not

only "traditional" audiovisual works

recorded on a physical medium (film,

magnetic tape, vidéocassette, videodisk)

but also and this is a new departure

works transmitted or broadcast live by new

modes of communication (cable, satellite,

etc.). Even digitalized transmission and

other coded forms of broadcasting are

covered, so long as the final viewer sees a

degree of animation.

If this proposal were adopted, its effect

would be to make all audiovisual works,

without exception, subject to the same

liberalization requirement. Such a move

also has the merit of demonstrating that

the concepts of the Code as an instrument

for liberalizing trade in services can be

adapted and applied to activities directly

affected by new technologies or new
consumer fashions.

The next stage will be to review Member
countries' attitudes towards the new

obligations. It is also planned to tackle the

issue of copyright protection, which is

having an ever greater impact on
international trade in audiovisual works.

All this work, together with the studies

on banking and financial services and on

maritime transport, highlights the

increasing importance attached by OECD

Member countries to liberalizing trade in
services. These efforts will continue to

make a valuable contribution to the

Uruguay Round negotiations.

2. Instead of 700 and 50 SDRs respectively before

the new provisions took effect (in April 1 987,

1 SDR = roughly $1.30).
3. See Obstacles to International Tourism in

the OECD Area, OECD, Paris, 1984.

4. See International Trade in Services:

Audiovisual Works, OECD, Paris, 1986.

In the 1 960 Convention setting up the
OECD, Member countries agreed to
pursue their efforts to reduce or abolisn

obstacles to the exchange of services
and current payments, as well as to
maintain and extend the liberalization of

capital movements. This commitment

was put into concrete form in Decem¬
ber 1 96 1 when the two Codes the

Code of Liberalization of Current Invi¬

sible Operations and the Code of Liber¬
alization of Capital Movements - were

adopted. Both Codes have the legal
status of the Decisions of the Council of

the OECD, binding on all Members, and
cover a large part of international trans¬
actions other than those concerned with

trade in goods.
The basic objective of both Codes is

that residents in different OECD Member

countries shall be as free to conduct

transactions between one another as

with residents in the same country. Thus
the key commitment, in both Codes, is
that Members shall eliminate restric¬

tions on transactions between residents

and non-residents.

The Invisibles Code covers not only a
wide range of current payments
involving trade, industry and business,
as well as salaries and investment

income, but also most service activities,

THE CODES

including insurance, transport, tourism

and the film industry.
The Code of Liberalization of Capital

Movements covers most medium- and

long-term financial transactions, no¬
tably securities transactions, commer¬
cial and financial credits and direct

investment in all sectors. In 1984,

obligations with regard to the liberaliza¬
tion of direct investment were extended

to cover regulations on the right of
establishment, a key factor in service
activities where establishment is often

essential to the penetration of foreign
markets.

National governments' commitments
to liberalize the transactions listed in the

two Codes entail their participation in a
gradual process of liberalization spread
over a certain period, in the framework

of an international monitoring and
reporting system. A country may give
notice of certain reservations initially,
when it is not ready to liberalize a certain
category of transaction immediately.
Once those transactions have been liber¬

alized, however, no new restrictive mea-

>osed,sures concerning them may be imposed,
except temporarily and subject to cer¬
tain specific conditions. Restrictions and
liberalization measures must be trans¬

parent and non-discriminatory. Above
all, Member countries must submit to

regular reviews of all the restrictions

they impose. Following these reviews,
the Council of the OECD makes a series

of recommendations to the country con¬
cerned. The Committee on Capital
Movements and Invisible Transactions

(CMIT), composed of independent ex¬
perts appointed by the Council, con¬
ducts the reviews, monitors the imple¬
mentation of recommendations and

generally oversees the application of the
two Codes.

The growing interest in these ques¬
tions has led the CMIT Committee to

prepare a brochure which gives a brief
description of the Codes and how they
work1. Its purpose is to make the
Organization's particular role in the pro¬
cess of liberalizing trade in services and
capital movements in the OECD area
better known, and thus to contribute to

the discussions now under way in the
wider geographical context of the
GATT.

1 Introduction to the OECD Codes of Liber¬

alization, OECD, Paris, 1987.
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Country Problems and Strategies

New Zealand

Among the reforms the government

has already introduced to make the

New Zealand economy more subject to
market forces are a reduction in tax

incentives for exports and the easing
of import restrictions.

The declared aim of the three-year-
old Government is to make the New

Zealand economy, formerly one of

the most regulated in the OECD area, more
market-oriented.

To achieve this and certain other goals,

Wellington policy-makers have put forward

a reform package based on three principles:

restricting state intervention to areas

where it is justified on the grounds of equity

or efficiency or both; easing access to

product and factor markets; and improving

conditions surrounding economic transac¬

tions by reducing the attendant contracting

costs and increasing the flow of informa¬
tion.

To ensure the consistency of the pro¬

posed measures, the Government has for

mulated macro-economic policy within the
framework of a medium-term financial stra¬

tegy. The strategy's two main thrusts

reducing the budget deficit and infla¬

tion are accompanied by structural mea¬

sures to promote competition and lessen

institutional rigidities and distortions.

Wellington has already enacted reforms

to liberalize capital markets, including for¬

eign exchange markets; free the New

Zealand dollar exchange rate; broaden the

tax base; cut marginal tax rates; partially

shift from direct to indirect taxation; and

reduce tax incentives for exports and

import protection.

A second set of reforms is currently

being carried out. Among these are a

review of government activities and expen-
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ditures in an effort to reduce its interven¬

tion in markets, improve its efficiency and
cut the budget deficit; the creation of

state-owned enterprises (SOEs) operating
like private companies to assume activities

currently carried out by the public sector;

and the further dismantling of protectionist

barriers. And policy-makers are considering
still other measures, concerning social pol¬
icy, corporate taxation and the labour
market.

Reform of the labour market is a key
element of the Government's overall stra¬

tegy. The institutional framework of New
Zealand's industrial relations dates back to

1894 (it was later embodied in a 1973

Act). Its aim has been to ensure certain

minimum standards of remuneration and

other conditions of employment for most of

the labour force, in an attempt, amongst
other things, to reduce the risk of industrial

unrest. Within this framework, wages have
been set on a nation-wide craft basis,

rather than on an enterprise or industry
basis. These arrangements are believed to

have contributed to low productivity
growth, the acceleration of inflation in the

1970s and the subsequent rise in unem¬

ployment.

Until the late 1 960s, the labour market's

system of conciliation and arbitration

worked well. In 1 968, however, the Arbi¬

tration Court's refusal to grant wage
increases and a subsequent tightening in
labour market conditions led to a break¬

down of existing wage-setting and arbitra¬
tion practices. The Government intervened

to curb the wage and price spiral (with an

apparently limited effect) as escalating
labour costs pushed up inflation. In fact,

until 1981 real labour costs grew faster
than productivity, which increased only
slowly. The past five years have seen this

gap narrow, however, as a result of the

1 982-84 wage and price freeze and
improved productivity growth. It is difficult

to gauge the impact of unemployment on
nominal wage increases because of persis¬

tent government intervention in wage for¬
mation prior to 1 984.

National wage norms, besides fuelling
inflation, are also believed to have contri¬

buted to the rise in unemployment. The
system of "blanket coverage" means a

wage contract is awarded to all employees

and employers in an industry (including
firms not necessarily capable of bearing
them). Nevertheless, in spite of this prac¬
tice and a large increase in its labour force,

New Zealand's unemployment record is
better than that of most other Member

countries: it maintained virtually full

employment until 1978 and now has an

unemployment rate of 514 per cent - 3 per
cent less than the OECD average. Above-

average growth in employment and migra¬

tory flows have been important factors in

keeping the unemployment rate down. But,

as noted above, labor productivity perfor¬
mance has also been below par.

Policy-makers have planned reforms to
make the labour market more flexible in line

with developments in other sectors of the

economy. Current proposals accord

greater responsibility to both sides of

industry in collective bargaining, especially
with respect to conditions of employment.

The proposals address what appear to be

the two major current sources of labour

market rigidity: an archaic union structure

and the blanket coverage of wage
awards.

Output growth in the economy has
slowed since mid-1985, partly as a result
of the Government's more restrictive mon¬

etary and fiscal policies to ease inflationary
pressure and reduce the public sector

deficit, but the pace of reform has not

slackened. The improvement in the
external balance has so far been less than

expected and inflation accelerated initially

as a result of the large wage increases that

followed the removal of wage and price
controls (The shift from direct to indirect

taxation itself implied a 6 per cent step

increase in the price level). Unemployment

has started to rise again and fiscal consol¬

idation has come to a temporary halt. But

Government policy-makers expect a revival

in activity later this year, carrying through

into 1 988. And inflation is forecast to drop,

given the deceleration in wages during the

most recent wage round.

Despite facing many difficulties, Wel¬

lington's task has been made easier by the

broad consensus that emerged as to the

need for change. And, while in the short run

economic adjustments may result in a

temporary deterioration in macro-eco¬

nomic indicators, in the longer term these

reforms should strengthen New Zealand's

economy, making it more efficent and

competitive.

Source: OECD Economic Surveys - New Zealand.
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Iceland HBBH

For better or worse, the Icelandic

economy is very exposed to external

developments. Over the past two
years, it has benefitted from increases

in the fish catch and the prices of
seafoods.

he past two years have brought a
strong recovery in output and real

incomes and a more balanced economy
following the disruptions caused by the
1982-83 recession. Several factors have

contributed to the improvement in the
terms of trade and in the current account

balance: the drop in oil prices, the increases

in the fish catch (up 1 0.4 per cent in 1 985
and 13.2 per cent in 1986) and in the

prices of marine products (up 20 per cent in
1 986) and the decline in interest rates on

international capital markets. The current

account was in approximate balance in

1 986 following a deficit equivalent to
10 per cent of GNP in 1982-83. Export
volumes were up by 61/2 per cent in 1985

and 1986, which was appreciably more
than imports, and the trade balance

showed a surplus of 3 per cent of GNP in

1 986. But total external debt, both public
and private, currently stands at 50 per cent

of GNP, one of the highest rates in the
OECD area.

Owing to greater exchange rate stability,
wage de-indexation and incomes policy,
inflation dropped sharply in 1 984 to an
annual rate of 1 5 per cent in the third

quarter (against more than 100 per cent
the previous year). However, despite
favourable external factors, the rate of

increase in consumer prices re-accelerated

to 32 per cent in 1 985 and 21 per cent in
1 986, mainly because of the rise in wages
(33 per cent in 1 985, 25 per cent in 1 986).
It was difficult to achieve a better perfor¬
mance given the extremely tight labour
market; the unemployment rate is less than

1 per cent and job vacancies are running at
about 214 per cent of the labour force.

Real GNP growth was close to 9 per cent
during 1985 and 1986, with all sectors

except agriculture contributing to this
acceleration. The 1 1 per cent increase in

gross national income stimulated private
consumption and saving, but also boosted

government consumption. Investment as a

whole remained flat, but the private sector
invested heavily in plant modernization,

especially the fishing and allied industries,

thanks to greatly improved profitability.
To some extent the government has

pursued contradictory economic policy
objectives in recent years. In endeavouring
to check inflation, it has increasingly inter¬
vened in wage negotiations. At the same

time, it has tightened monetary policy,
brought the budget into better balance and

sought to achieve "the greatest possible

stability" in the exchange rate in order to
reduce the pressures in the credit and

labour markets, and that has in turn con¬

tributed directly to easing the pressure on

wages. However, wage restraint in 1 986

was achieved only through the govern¬

ment's concessions on taxes, public ser¬
vice charges and subsidies, which it was

forced to grant before the wage settlement

was signed. The effect of these measures

was to prevent the original objective of a

slight Treasury surplus from being attained
in 1986. Thus no significant progress has
been made towards cutting the budget
deficit over the past two years, and the
underlying structural position of Iceland's

public finances has probably even deterio¬
rated.

Prospects for 1987 point to further
significant growth in real GNP and national

income, with full employment continuing.
However, the current external balance is

expected to swing back into deficit, while

the inflation outlook remains highly uncer¬
tain.

In that regard, the terms of the 1 987

wage settlement could prove incompatible
with the maintenance of internal and

external equilibrium. Nominal per capita
earnings are officially forecast to grow by
20 per cent this year and real disposable
income by 7 to 8 per cent, which is far in

excess of developments in other OECD

countries. Against the background of tight
labour market conditions, there is even a

risk that wages will rise faster than

expected, putting additional pressure on

the current external balance, business pro¬
fitability and ultimately the exchange
rate.

Given the risk of another acceleration in

the cost-price spiral, a more effective

anti-inflation strategy needs to be intro¬
duced, calling for greater commitment to

non-accommodating fiscal and monetary
policies. In view of the large overruns in
recent years, it is particularly important

that there should be no slippage in the
implementation of the 1 987 budget and
that serious consideration should even be

given to adopting a more restrictive fiscal
stance, given the outcome of the recent

wage negotiations.

Another requirement, and one that the

authorities have already embraced, is to

curb the rate of monetary growth and
domestic credit expansion, in particular by
allowing interest rates to play their market-
clearing role more fully.

The government, would be unwise to

bank on a continuation of the exceptionally
favourable international climate of the last

two years. Given the narrow base of the

Icelandic economy and the relatively lim¬
ited scope for reducing dependence on
traditional industries, the country remains
extremely vulnerable to external shocks.

Less favourable developments in the

value of the dollar, the prices of marine

products, fish catches, the growth of the
world economy and international interest

rates could again deal serious blows to the

economy and the foreign balance. For

these reasons it is essential that govern¬
ment policy should aim to further stabilize

the economy as a whole.

Source: OECD Economic Surveys - Iceland.
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Cooperative Policy Action to Restore Satisfactory Growth
The economic situation has deteriorated in recent months, and OECD projections to the end of 1988 point to little

improvement. Slow growth, high unemployment and large payments imbalances are likely to persist. Recent downward
movements in the dollar, which occurred despite unprecedented interventions in exchange markets, have led to rising inflation
expectations and higher interest rates in the United States. These developments, together with growing tensions in international
trade relations and continuing debt problems, have increased the risks of a worsening world economic situation.

At the same time, many ofthe conditionsforfaster growth remainfavourable: inflation is under control in most countries;
corporatefinancial positions are generally good; interest rates have declined markedly in recent years; budget positions have
improved in a number ofcountries; and labour markets show signs ofincreasedflexibility. Thefact that, in spite of this, the
outlook is not better is due in large part to an apparent weakening ofprivate-sector confidence, related in particular to recent
wide swings in exchange rates and uncertainty about theirfuture evolution. For confidence to be restored, it is importantfor
governments swiftly to implement internationally-agreed commitments in both the macroeconomic and structural policy
areas.

The present

situation

The economic situation is less favour¬

able than expected last year. The assess¬
ment then was that lower oil prices and
the associated falls in inflation and

interest rates had created an opportunity
to achieve faster growth accompanied by
both low inflation and an unwinding of
major current account imbalances. It
now appears that the oil-price fall may

have improved performance by some¬
what less than originally projected. In
addition, investment may have been
weakened by uncertainty about the
future course of exchange rates.

The falls in oil and non-oil commodity
prices early in 1986 did have a favourable
impact on OECD economies. In particu¬
lar, rates of inflation came down and
interest rates fell. However, the partial
reversal of the fall in oil prices at the turn
of the year is eroding these positive
developments slightly. (The current pro

jection embodies an oil price assumption
of $18 per barrel compared with $15 per
barrel in the projections six months ago.)
Furthermore, the overall impact on
demand of the substantial transfer of

income from oil producers to oil con¬
sumers may have been slightly negative
rather than neutral as expected earlier:
oil producers appear to have cut back
expenditure by more than originally pro¬
jected, while somewhat more than
expected of the terms-of-trade gains may
have been saved.
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1. GROWTH OF REAL GDP/GNP IN THE OECD AREA"
percentage changes seasonally adjusted at annual rates

Share

in

total

OECD

From previous year From previous halfyear

198S 1986 1987 1988 1986 1987 1988

1982 11 I 11 1 11

United States 40.9 2.7 2.5 Vk 2% 1.8 2% Vk 2% Vk

Japan 14.0 4.7 2.5 2 2 3.2 1% Vk 1% Vk

Germany 8.5 2.5 2.4 Vk 2 3.9 'A Vk 2 Vk

France 7.0 1.4 2.0 l'A 2 2.0 >/2 Vk 2 Vk

United Kingdom 6.3 3.5 2.7 3'A 2 'A 3.5 3'/2 23A 2'A Vk

Italy 4.5 2.3 2.7 3 Vk 2.7 3'A Vk Vk Vk

Canada 3.9 4.0 3.1 2'/2 Vk 1.2 3 3 2% Vk

Total of

above countries 85.1 3.0 2.5 2'/4 Vk 2.4 2'A 2'A 2'A Vk

Four major
European countries 26.3 2.4 2.4 2 'A 2 3.1 1% 2'A 2'A 2

Total OECD 100.0 3.0 2.5 2'/4 Vk 2.4 2'A 2'A Vk Vk

Total OECD

less the

United States 59.1 3.3 2.5 Vk 2 2.8 2 2 2 Vk

Industrial production:
Major seven countries 2.7 0.9 2 3 'A 0.9 2'A 3 3'A Vk

Total OECD - 2.7 1.1 2'/4 3 1.1 2'A 3 Vk Vk

Other OECD Countries

percentage changes

Share

in rrom previous year

total

OECD

1982
1985 1986 1987 1988

Austria 0.9 3.0 1.7 % Vk

Belgium 1.1 1.5 2.3 VI* VU

Denmark 0.7 4.2 3.4 -% 0

Finland 0.7 3.0 1.8 23/4 Vk

Greece 0.5 2.1 1.3 -1 vu

Iceland 0 3.4 5.9 3%

Ireland 0.2 0.2 -0.5 % vu

Luxembourg 0 2.9 2.0 Vk vu

Netherlands 1.8 1.7 1.9 Vk 1

Norway 0.7 5.4 3.8 2% l'A

Portugal 0.3 3.3 4.8 yk 2%

Spain 2.3 2.2 3.0 3 2'U
Sweden 1.3 2.2 1.3 1% Vk

Switzerland 1.2 4.0 2.8 VU 2

Turkey 0.7 5.1 8.0 6'k 6 'A

Total of above

countries 12.5 2.8 2.7 2 2

Australia 2.1 5.1 1.4 Vk 2%

New Zealand 0.3 0.7 -0.6 >u Vk

Total of above 1 7

countries 14.9 3.1 2.5 2 2

OECD Europe 38.8 2.6 2.5 2 2

EEC 33.3 2.4 2.4 2 2

a) Aggregates were computed on the basis of 1982 exchange
rates.

Earlier, more favourable, assessments

depended not only on the positive effects
of lower oil prices but also on the assump¬
tion that private investment decisions
would be taken in a climate of relative

exchange-rate stability, following the
substantial corrections seen during 1985
and in the early part of 1986. In the two
previous editions of the Economic Out

look the OECD has discussed the case for

a period of relative exchange-rate stabil¬
ity, arguing inter alia that the reduction
of external imbalances should not be

made to rely unduly on exchange-rate
changes. At the time, it seemed possible
that a period of relative exchange-rate
stability might go together with a deter¬
mined implementation of announced pol¬
icies -especially those holding out the
prospect of initiating a sustained process
of reducing external imbalances.

In the event, despite periods of calm,
exchange markets have remained dis¬
turbed. Further appreciation of the
exchange rate in Germany and, espe¬
cially, Japan has adversely affected
investment intentions, without an offset¬

ting surge of investment plans in depre¬
ciating countries. In addition, growth
prospects may have been weakened not
only by actual changes in exchange rates
but also by the disorderly manner in
which they have occurred, especially
since late 1986. This has increased uncer¬

tainty about future exchange-rate devel¬
opments, apparently undermining busi¬
ness confidence. While it appears that
exporters in a number of sectors in
appreciating countries could have ad¬
justed to the recent pattern of exchange
rates, investment decisions seem to have

been affected by fear of additional
exchange-rate appreciation. Very re¬
cently, fear of accelerating U.S. inflation
arising from further dollar depreciation
seems to have been an important factor

behind the rise in U.S. long-term interest
rates and, in consequence, weaker pro¬
spects in interest-sensitive sectors in that
country. In both appreciating and depre¬
ciating countries, therefore, uncertainty
about future developments in financial
markets seems to be contributing to
weakness of investment. At the same

time, however, financial positions of
enterprises have generally strengthened
further and profits are relatively high;
the means to invest are there if the

prospects encourage it.
The increase in uncertainty and hence

the weakening of private-sector confi¬
dence appears to have been importantly
due to concerns arising from delays by
governments in fully implementing inter¬
nationally-agreed commitments to ad¬
just policies. These concerns may have
been heightened by perceived disagree¬
ments among major countries.

The outlook

The projections in this issue of the
Economic Outlook have been prepared on
the customary working assumptions of
unchanged policies and exchange rates.
However, details of fiscal policy actions
agreed in principle by the United States
and Japan were not yet known and could
not be included. On this basis, the pro¬
spects for activity are unsatisfactory.
OECD real GNP is estimated to be

expanding currently at only 2 to 2 k per
cent at an annual rate, and little acceler¬

ation is likely over the next 18 months
(table 1). Employment growth is pro¬
jected to continue at a rate of 1 per cent a
year, just sufficient to stabilize the unem¬
ployment rate at 8'Aper cent for the
OECD area as a whole. Unemployment
rates may continue to fall in North
America and the United Kingdom but
are likely to rise in many other countries
(table 2, p 3 4).

The inflation outlook, while still

broadly satisfactory in most countries,
has nonetheless worsened slightly. For
the OECD area as a whole, inflation may
run at some 3 ]k per cent this year with a
marginal acceleration possible in 1988
(table 3, p35). For the United States,
the effects of the recent dollar decline

and the firming of oil prices are likely to
move inflation into the 4 to 4 'A per cent
range. This would appear to bring U.S.
inflation to a point where any further
acceleration (associated, for example,
with continuing dollar weakness) would
have to be resisted by the monetary
authorities and therefore provoke a rise
- possibly sharp - in interest rates.



2. UNEMPLOYMENT IN THE OECD AREA

national definitions

1985 1986 1987 1988
1986

II

1987

I II

1 988

I II

Unemployment rates %
United States 7.2 7.0 6V4 6V2 6.9 6% 6% 6V2 6'A

Japan 2.6 2.8 3 3 2.8 3 3 3 3

Germany 8.3 8.0 8 8 'A 7.8 8 8 8 'A 8 'A

France 10.2 10.5 11 'A 12 10.6 11 11 'A 11% 12

United Kingdom 11.7 11.8 11 'A 10% 11.7 11 'A 11 11 10%

Italy 10.1 10.9 IVk 11% 11.0 11 'A 11 'A 11% 11%
Canada 10.5 9.6 9V4 9 9.5 9 'A 9% 9 9

Total of

above countries 7.4 7.4 7 «A Vk 7.4 7 'A 7 'A 7 'A 7 'A

Four major
European countries 10.0 10.3 IOV2 10'A 10.2 10'A 10'A 10'A 10'A

Total OECD 8.4 8.3 8 'A 8 'A 8.3 8 'A 8% 8 'A 8 'A

OECD Europe 11.1 11.0 11 11 'A 11.0 11 11 11 'A 11%
EEC 11.4 11.4 11 'A 11% 11.4 11 'A 11 "A 11 'A 11%
Total OECD

less the

United States 8.9 8.9 9 9 8.9 9 9 9 9

Unemployment levels
(millions)
North America 9.6 9.5 9 'A 9 'A 9.4 9 'A 9 'A 9 'A 9

OECD Europe 19.2 19.2 19 'A 19% 19.2 19 'A 19 'A 19% 19%
Total OECD 31.0 31.1 3 l'A 3 l'A 31.0 31 3 l'A 3 l'A 3 l'A

Other OECD Countries
%

1985 1986 1987 1988

Austria 3.6 3.4 4 4'k

Belgium 12.0 11.4 11% 12

Denmark 9.0 7.8 8% 10

Finland 5.0 5.5 5 'A 5 >k
Greece 8.6 8.1 83A 9V2

Iceland 0.9 0.7 %
Ireland 17.3 17.9 18% 18%

Luxembourg 1.6 1.5 l'A l'A
Netherlands 14.3 13.3 12% 12%

Norway 2.5 1.9 2'A 3

Portugal 9.0 8.7 8% 8'/2

Spain 21.9 21.5 21 2OV2

Sweden 2.3 2.2 2'A Vk

Switzerland 1.0 0.8 1 1

Turkey 15.9 15.1 14% 14'/2

Total of above

countries 12.7 12.2 12 12

Australia 8.1 8.0 8 8V2
New Zealand 3.7 4.9 5% 6'A

Total of above 17

countries 12.1 11.6 IVk 11%

The exchange-rate changes of the past
two years seem likely to have arrested the
trend towards ever-wider current ac¬

count imbalances for the three largest
OECD countries. Indeed, in volume

terms the Japanese and German sur¬
pluses declined by 1 'A and 1 'A per cent of
GNP respectively in 1986, while the
United States deficit, after widening
further in 1986, could from now on be

declining in real terms at an annual rate
of some % per cent of GNP. Nonetheless,
the outlook for external imbalances

remains disquieting. In dollar terms, the
three largest imbalances may be slightly
larger in 1987 than in 1986. These

prospects are somewhat less favourable
than envisaged in the last Economic
Outlook. This is due largely to J-curve
effects stemming from the further
exchange-rate movements (which should
make for greater adjustment over the
longer term). The imbalances should
however decline from now on, even in
dollar terms, and be noticeably smaller in
1988 than in 1987. Even so, the U.S.
deficit next year could still be in the
region of $125 billion (2'A per cent of
GNP), and the Japanese and German
surpluses not far short of $90 billion
(3'A per cent of GNP) and $30 billion
(2'A per cent of GNP) respectively
(table 4, p36).

The OECD has done some exploratory
work which suggests that, on the basis of
existing policy settings and unchanged
real exchange rates, the situation would
be unlikely to improve significantly in the
medium term. In particular, analysis
suggests that, on these assumptions,
large external imbalances might persist
over the medium term. In those circum¬

stances, there could be a risk of a con¬

tinued fall of the dollar; increased infla¬
tionary pressure in the United States;
reaction by the U.S. monetary authori¬
ties to contain such pressure, necessarily
pushing up interest rates; reduction of
activity in interest-sensitive and heavily-
indebted sectors of the U.S. economy; a
deterioration of the international debt

situation forcing a further cut-back in

debtor-country imports; heightened pro¬
tectionist pressures; and the interna¬
tional interaction of these negative
forces, further weakening prospects for
growth and employment.

Policies for a better outcome

Developments of this kind would be at
the extreme end of a range of possible
outcomes. Conscious of this, govern¬
ments have agreed at international meet¬
ings in recent months on policy action
designed to boost confidence and
improve the conditions for faster growth
and the unwinding of international
imbalances. If the risks enumerated

above are to be averted, however, it is
essential that the agreed action be imple¬
mented fully and swiftly. The OECD
Ministerial meeting in May elaborated
the necessary - and mutually suppor¬
tive- actions under three broad head¬

ings: macroeconomic policies; structural
reform; and relations with the developing
countries.

Macroeconomic policies

For the three largest OECD countries,
it would appear desirable for fiscal poli¬
cies to aim at altering the pattern of
domestic demand growth - slowing it in
the United States and raising it in Japan
and Germany. These directions of
change would both promote external
adjustment and be consistent with what
these countries should consider doing in
their own domestic interest. For the

United States, the need, on domestic
grounds, for a determined effort to
reduce the fiscal deficit is widely
accepted. One important effect of deficit
reduction could be relatively lower
interest rates in the United States (and
possibly in other countries), thereby sup¬
porting investment and the debt strategy.
Fiscal policy action of this kind would
reduce the risk of sharp downward pres¬
sure on the dollar leading to higher U.S.
interest rates. More rapid expansion of
domestic demand in Japan and Germany
may have a relatively minor role to play
in external adjustment - but would pro¬
vide an offset to the deflationary conse¬
quences of external correction on these

countries' domestic economies, and help
prevent a decline in world demand. For
both countries, the increasing risk of
inadequate growth of domestic demand
and, in consequence, rising unemploy¬
ment would seem to provide domestic
grounds for fiscal support.

Fiscal re-balancing along these lines
would not imply that countries that have
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PRIVATE CONSUMPTION DEFLATORS IN THE OECD AREA3

percentage changes seasonally adjusted at annual rates

1985 1986 1987 1988
1986

II

1987

I II

1988

I II

United States 3.5 2.1 4 4'A 2.3 4'A 4'A 4'A 4'A

Japan 2.1 0.6 0 Vk -0.3 -'A 'A 3 'A

Germany 2.1 -0.4 % Vk 0.1 % l'A l'A Vk

France 5.5 2.2 3'A Vk 2.6 3% 2% Vk 2%

United Kingdom 5.4 3.7 4 4'A 2.9 4% 4'A 4'A 4'A

Italy 9.4 6.1 4% 5 4.6 5 4% 5 'A 4'A
Canada 4.1 4.1 3% 3'A 4.0 3% 3% 3'A 3'A

Total of

above countries 3.8 2.0 3 3'A 1.9 3'A 3% 3% 3%

Four major
European countries 5.0 2.4 2% 3 2.2 3 3 3 3

Total OECD 4.5 2.8 3'A 3% 2.6 3% 3% 4 3'A

OECD Europe 6.1 3.7 3% 3'A 3.4 3% 3% 3'A Vk

EEC 5.4 3.1 3 3 2.8 3'A 3 3 3

Total OECD

less the

United States 5.1 3.2 3 3'A 2.8 3 3 3'A 3

Other OECD Countries

percentage changes

1986 1987 1988

Austria 1.5 VU Vk

Belgium 1.4 Vk VU
Denmark 3.6 4 Vk
Finland6 3.6 3% 4

Greece 22.3 14% 11

Iceland1" 21.3 14'/2

Ireland 3.7 3'A 3

Luxembourg 0 1 1%

Netherlands 0 ->k 'A

Norway 7.4 8'/2 5 'A

Portugal 11.7 9% Vh

Spainb 8.9 5% 4%

Sweden 4.7 4'/2 4<k
Switzerland 0.4 l'/2 2

Turkey 34.0 30 27

Total of

above countries 6.4 5'k 4%

Australia 9.5 m 6'A
New Zealand b 14.6 10% 6

Total of above 17

countries 7.0 6 5

Aggregates are computed on the basis of 1982 GNP/GDP
values expressed in 1982 U.S. dollars.
Consumer price index instead of national accounts implicit
private consumption deflator.

been pursuing a medium-term approach
to the setting of macro-policies over the
past few years would now be abandoning
it. On the contrary, the present situation
provides ample illustration of the prob¬
lems that can arise when policies are not
sustainable over the medium term. A

re-balancing of fiscal policy settings, to
positions which would be sustainable
over the medium term - and which would

be seen as such by private agents - would
represent a reinforcement of the me¬
dium-term approach to policy.

The largest fiscal action required is to
ensure the continued reduction beyond
FY 1987 of the Federal deficit in the

United States. Indeed, this is the over¬
riding priority for policy in that country.

The reduction in the deficit in FY 1987

now looks likely to be smaller than
previously envisaged. Meanwhile,
FY 1988 is getting closer with agreement
on that year's budget still to be reached.
Failure to reach a satisfactory agreement
could seriously affect confidence, both in
the United States and elsewhere. Hence,
it is important that an early agreement be
reached between the Administration and

Congress on the specific measures to be
implemented. To complete action on a
budget with substantially reduced defi¬
cits, it seems that a wide range of possi¬
bilities may need to be considered: cuts in
non-defence spending, lower-than-
planned defence spending, and increases
in taxation.

For Japan, policies should be aimed at
supporting expansion of domestic de¬
mand at a rate more rapid than that of
underlying output growth, thereby re¬
ducing the unsustainable dependence on
export growth. Such an action would be
consistent with the longer-term require¬
ment to reorient the Japanese economy,
along the lines advocated in the Mae-
kawa Report. Furthermore, relative to
the budget position embodied in the
present OECD projection for 1987 and
1988, some such fiscal easing could be
sustained over the medium term - al¬

though the pressure of the ageing popu¬
lation on the budget position will require
action at some point in the early 1990s.
For example a sustained general govern¬
ment deficit of 1 per cent of GNP would
be compatible with a net debt/GNP ratio
that was stable or falling slowly. A large
package of measures is currently under
discussion, but its likely impact is as yet
unclear. It is not, however, only a matter

of the size of tax receipts and government
spending: measures should be designed
on both the revenue and expenditure
sides to channel savings more towards
domestic investment and imports. In
particular, action should be taken to
promote housing construction together
with the deregulation of the use of land in
urban areas.

In Germany also, domestic demand
growth needs to strengthen, and to
exceed the growth of potential output.
The slow growth of exports and recent
uncertainty concerning exchange rates,
which triggered a sharp scaling back of
investment intentions, underscore the
need for greater support for domestic
demand to maintain a reasonable rate of

expansion and enhance the growth of
productive potential, while strengthening
the process of external adjustment.
Fiscal prudence over recent years in
Germany has created scope for a larger
budgetary contribution to domestic de¬
mand, consistent with sound manage¬
ment of government finances. The Gov¬
ernment has announced that DM 5 bil¬

lion of a broader tax reform will be

advanced to 1st January 1988, rein¬
forcing the tax cuts already scheduled for
that date. The authorities have also

undertaken to consider taking further
action in the event that activity fails to
strengthen as expected. The medium- to
longer-term performance of the German
economy could be improved by reduction
of subsidies - which would allow rela¬

tively lower tax rates.
Other OECD countries are in diverse

situations, but most have little room for
fiscal relaxation. Some have been fol¬

lowing a course of budgetary consolida¬
tion, but have further to go; others
adopted expansionary fiscal policies
during the first half of the 1980s, and
now need to restore sound fiscal posi¬
tions. Many countries also face an
external constraint. As to individual

cases, France has committed itself to

further reduction of the central govern¬
ment deficit, as well as to a programme of
tax cuts. Italy and Canada remain com¬
mitted to further progressive deficit
reduction. Although the United
Kingdom has gone far towards meeting
its medium-term fiscal objectives, its
recent budget has probably used as much
scope as existed for easing. Denmark,
Finland, and Sweden have comfortable

fiscal positions, but may nonetheless be
constrained - Denmark and Finland by
weak external positions, and Sweden by
the risk of accelerating wages. Mean¬
while, Belgium, the Netherlands and
Spain are in current account surplus but
have large fiscal deficits. Perhaps only



4. CURRENT BALANCES OF OECD COUNTRIES

$ billion; seasonally adjusted at annual rates

1985 1986 7957 1988
1986

II

7957

/ II

1988

I II

United States -117.7 -140.6 -147 -126 -144.3 -149 --145 -132-120

Japan 49.2 86.0 95 87 96.5 95 95 86 88

Germany 13.2 35.8 37 29 41.0 40 34 29 29

France -0.2 3.5 2 -1 3.7 4 1 0 -1

United Kingdom 3.8 -1.6 -3 -6 -4.9 -1 -4 -5 -7

Italy -4.2 5.1 3 -1 10.3 5 1 0 -2

Canada -0.4 -6.3 -4 -4 -6.1 -4 -4 -4 -5

Total of

above countries -56.3 -18.2 -17 -22 -3.7 -11 -22 -26 -18

Four major
European countries 12.6 42.8 40 21 50.2 47 32 23 19

Total OECD -58.9 -19.7 -23 -30 -5.7 -16 -29 -34 -27

OECD Europe 20.0 52.0 44 23 57.6 52 35 26 20

EEC 15.1 50.4 45 25 54.7 52 37 28 22

Total OECD

less the

United States 58.8 120.9 124 96 138.6 133 116 98 93

Other OECD Countries

1985 1986 1987 1988

Austria -0.1 0.1 -'k -1

Belgium-
Luxembourg 0.7 3.8 4 'A 4'A

Denmark -2.7 ^t.3 -3'A -3'A

Finland -0.8 -0.8 -l'A -1%
Greece -3.3 -1.7 -l'A -l'A

Iceland -0.1 0 0

Ireland -0.6 -0.4 -'k -'A

Netherlands 5.2 4.8 VU 2'A

Norway 3.0 ^1.5 -5 -4'A

Portugal 0.4 1.3 'A 0

Spain 2.7 4.2 2'A l'A

Sweden -1.2 0.8 0 -%

Switzerland 5.2 7.5 7 'A 7 'A

Turkey -1.0 -1.5 -1% -l'A

Total of

above countries 7.4 9.2 4 l'A

Australia -8.7 -9.3 -8% -8 'A

New Zealand -1.3 -1.4 -l'A -l'A

Total of 1 7

above countries -2.6 -1.5 -6'A -8 'A

Switzerland among the smaller countries
is free of constraints on both budgetary
and balance-of-payments grounds; but,
with unemployment very low, there is
little reason, on domestic grounds, for a
change of policy.

Monetary policy has been easier in
orientation and pragmatic in implemen¬
tation over the last year or so. Broad
money growth has tended to be close to or
above the top end of target ranges in the
major countries, and to be stronger than
nominal income growth. In view of the
low rates of inflation in most countries

and the weak growth of activity, as well
as uncertainty about the behaviour of the
demand for money, the flexible response
of the monetary authorities has been
appropriate. Given the outlook for
activity and inflation, a relatively easy
stance remains justified in much of the
OECD area. Over the medium term, of

course, monetary policy has to be pri

marily concerned that the rate of
increase of nominal demand is consistent

with acceptably low inflation rates.
In view of the outlook for a continua¬

tion of low inflation, policies seem to be
consistent with a further market-led

decline in interest rates in a number of

countries. However, as noted above, pro¬
spects for interest rates in the United
States - especially long-term rates - are
clouded by uncertainties about the
exchange rate, the apparent revival of
inflation expectations, and the Federal
budget.

Monetary policy has a further role to
play in contributing to the orderly evolu¬
tion of exchange rates, the importance of
which was underlined in the Louvre

Agreement and reaffirmed at other
recent high-level meetings. If the
exchange-rate objective is accorded high
priority, tensions can arise between the
two roles of monetary policy - pursuing a
stable medium-term course domesti¬

cally, and contributing to exchange-rate
stability. However, with close coopera¬
tion among central banks, it should be
possible to ensure that easing of mone¬
tary policies in countries with strong
exchange rates is broadly balanced by
tightening in those with weak exchange
rates. In this way, policies can avoid an
unintended collective bias towards exces¬

sive ease, or excessive restraint, that
could arise when central banks respond
individually to exchange market pres¬
sures: mistakes of this kind contributed

to excessive monetary expansion in the
1970s for the major countries as a group.
At the same time, monetary policy is not
the appropriate instrument for reducing
swings in exchange rates that stem from

fundamental forces such as major cur¬
rent-account imbalances; in that respect,
fiscal re-balancing is the key macroeco¬
nomic policy requirement.

Structural reform

An appropriate setting of macroeco¬
nomic policies is a necessary but far from
sufficient condition of better economic

performance: microeconomic policies
also have a crucial role to play. Indeed,
the limited room for manauvre in mac¬

roeconomic policies in most countries
serves to underline the importance of a
rapid implementation of structural re¬
forms. Only if structural conditions are
progressively improved is growth likely to
be sufficiently strong to make substantial
inroads into unemployment over the
medium to longer term.

OECD Ministers reviewed microeco¬

nomic policies on the basis of the Report
of the Secretary General on Structural
Adjustment and Economic Performance
and agreed on a set of necessary reforms.
As with macroeconomic policies, agree¬
ment needs to be followed by action. This
need is particularly urgent in respect of
trade and agriculture policies:

International trade provides, through
competition, the most powerful means of
promoting economic efficiency and
growth. It is therefore disquieting that
barriers to an open multilateral trading
system have been increasing. Particu¬
larly disturbing is the increasingly bila¬
teral nature of trade disputes with, in
consequence, resort to specific "solu¬
tions" which necessarily introduce distor¬
tions into the multilateral trading sys¬
tem. It is of key importance to reverse
this recent trend towards ad hoc discrim¬

inatory trade measures, to strengthen the
multilateral approach to trade relations,
and to make rapid progress in the Uru¬
guay Round.

World agricultural markets are cur¬
rently marked by the financially costly
and economically damaging vicious
spiral of mounting surpluses, collapsing
prices on international markets and
further trade restrictions and increasing
subsidies. Moreover, policies in most
OECD countries are failing in their
objective to provide reasonable incomes
to all farmers. Ministers agreed on the
principles for the reform of agricultural
policies. In particular, production and
investment decisions should be increas¬

ingly guided by market signals. Farm
income support should, where appro¬
priate, be provided through direct income
support, rather than through price guar¬
antees or other measures linked to pro¬
duction.



Reforms in other areas are also called

for, especially as simultaneous actions in
several areas of microeconomic reform

would be both cumulative and mutually
reinforcing in their effects. Action on a
wide front may be needed to make a
significant macroeconomic impact. In¬
dustrial subsidies, frequently a source of
domestic and international distortions

and an impediment to structural adjust¬
ment, should be reduced. The removal of

obstacles to labour mobility - notably by
improved education, training and re¬
training opportunities, as well as
increased portability of pensions, and
reduced rigidity in the housing market -
would reduce the likelihood that wage
pressures would emerge as lower rates of
unemployment are achieved. Wage mod¬
eration could also be fostered by reforms
like making "capacity to pay" a stronger
consideration in public and private sector
wage setting, dismantling of mandatory
wage indexation and freezing of min¬
imum wages. Price moderation could be
promoted directly by strengthened com¬
petition, internationally and domesti¬
cally, deregulation, privatisation or re¬
form of public enterprises, especially in
communications and transport sectors;
and, as noted above, reduction of

domestic price supports in agriculture.
A crucial object of structural reform is

to direct investment towards its most

productive uses. Current investment
decisions, which will affect the pattern of
production well into the future, have to
be made on the basis of current indica¬

tions as to policy. Given clear and cred¬
ible signals, the pattern of investment
decisions would soon respond. This
underlines the urgent need, in a number
of areas of policy, to refrain from further
market-distorting measures and to begin
the process of dismantling existing ones,
notably by reducing trade barriers and
opening up regulated domestic markets
to create competition. In this respect, the
programme of completing the internal
market of the European Community and
reducing regulation within it would
expand opportunities. At the same time,
a continuation of recent trends towards

more flexible and competitive financial
markets would make investment in new

and risky ventures easier to finance.
Structural reform would also contri¬

bute to bringing down external imbal¬
ances. Success here depends in part on
production and investment decisions
responding effectively to the major
changes that have taken place in
exchange rates, and more generally to
changes in relative prices which reflect
economic fundamentals. The required
international re-balancing calls for more

U.S. investment in its tradeables sectors

and more investment by surplus coun¬
tries in their non-tradeables sectors, as

well as disinvestment by many countries
in their agricultural sectors. The needed
adjustments will be smoother, more
rapid and possibly more far-reaching to
the extent that price signals are fully
received by private investors - and are
not masked or muted by structural rigid¬
ities or protectionist measures.

Relations

with

developing countries

The situation of different developing
countries varies greatly, but many of
them continue to face serious difficulties

of external adjustment. In 1986 the
oil-exporting countries were especially
hard hit by terms-of-trade losses and, as
a result, the volume of their imports fell
by between 20 and 25 per cent. Other
developing countries benefitted from
lower oil prices, though weak commodity
prices tended to offset this gain for
commodity exporters, and a reduced
availability of external financing re¬
quired import compression for these
countries as well. The newly-industrial¬
ising economies, in aggregate, experi¬
enced a substantial improvement in their
external earnings in 1986; strong import
growth and some terms-of-trade rever¬
sals may lead to some decline in their
current account surpluses this year and
next.

Debt problems continue to be a matter
of concern. The debt-export ratios for
many developing countries have prob¬
ably increased further of late despite
import compression. Another disquieting
feature is the recent increase in U.S.

interest rates.

The Baker initiative contains what

continue to be the essential elements of a

sound strategy for handling the issues of
developing-country debt and adjustment
problems. At the same time, there is
widespread disappointment at the way
the debt strategy has been implemented.
In part, difficulties have arisen from the
policies pursued by some of the heavily
indebted countries themselves. Sound

adjustment policies can achieve growth
and strengthen economic development,
but they need to be realistic with respect
to the capacity of economies to support
rapid consumption growth, and they
must take seriously the task of improving
the microeconomic functioning of eco¬
nomies. In some cases, policies have not
met these requirements. But for coun¬
tries that are making stronger efforts,

there needs to be greater certainty that
adequate financing will be forthcom¬
ing.

The multilateral development agen¬
cies are playing the part that was
assigned to them. The IMF is continuing
to support adjustment programmes with
short-term financing as appropriate;
because of the sharp increase in such
financing in the early phases of the debt
crisis, the Fund has, as foreseen, become

a net recipient of funds from developing
countries. It will be necessary to ensure
that an adequate contribution continues
to come from the multilateral agencies as
a group. It is the commercial banks that
have not been making their expected
financial contribution. They have dis¬
played ingenuity in developing new
menus of options for rescheduling, but
protracted negotiations have slowed the
flow of new money. It would be desirable
for them to be prepared to accept some
reduction of cash flow on problem cre¬
dits, through measures ranging from
provision of larger amounts of new
money to the more developed countries to
capitalisation of part of interest due from
the poorest countries.

Fundamentally, however, export ex¬
pansion - along with appropriate
domestic policies in debtor countries -
will be crucial to an easing of debt
problems. The shortfall of OECD
domestic demand expansion from earlier
expectations, if it persists, would under¬
mine the debt strategy, as would a major
increase in U.S. interest rates or a failure

to provide freer access to OECD
markets for the products of developing
countries.

In the absence of timely policy
action, both macro and micro, the risk of

worsening economic performance could
intensify. Internationally-agreed policy
commitments therefore need to be imple¬
mented fully and rapidly. Action now
could help rebuild confidence rather
quickly, and improve prospects. Even
with appropriate policies in place, how¬
ever, restoration of stronger underlying
growth performance and a substantial
unwinding of international imbalances
will inevitably take time. Governments
will accordingly have a continuing need
to nurture private sector confidence, by
demonstrating a steady determination to
pursue policies that are sustainable and
internationally compatible over the me¬
dium term.

28th May 1987
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1 74 pages
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(61 87 05 3) ISBN 92-64-02935-4

554 pages & 540 pages
F440.00 £44.00 US$88.00 DM196.00
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