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Competition,
Cars and Consumers^

THE HIGH COST

OF PROTECTION

Do import controls save jobs? Or do they penalise
consumer through higher prices and restricted choice?
OECD's * Indicative Checklist*, which examines the

effects of protectionism (box), has recently been
applied to the car industry in Canada, France, the

United Kingdom and the United States; the results
are striking. Barriers to trade delay adjustments
in the economy. They save few jobs, only in
the short term and at high cost. And they
are almost inevitably circumvented by
the market. '



The automobile sector remains one of

the foundation-stones of manufac¬

turing industry in several OECD
countries, but in many of them it has long

been subject to restrictive trade policy.

These measures include quotas and tariffs

(in Italy and Australia), voluntary export
restraints (VERs, mostly applicable to Japa¬
nese sales in Europe and North America),

efforts for monitoring and limiting imports (in

Canada and France, again applicable to

imports from Japan), and requirements such

as safety or emission standards, which in
some instances can act as technical barriers

to trade.

The main form of trade restriction,

whether described as VERs or import

monitoring measures, is thus aimed at

imports from a single country Japan.

These steps were first taken in the mid-

1970s, when Japanese manufacturers
started to make inroads into North Amer¬

ican and, particularly, European markets.

So-called 'prudent marketing' was first

applied in the United Kingdom, where Japa¬

nese producers agreed to limit their market

share to 10-11 per cent, and they have

confined themselves to that range ever

since. In Germany, too, Japanese sales were

required not to rise by more than 1 0 per cent

over the previous year's total (although their
market share did gradually increase to reach

1 5 per cent in 1 986). The Japanese have

also accepted curbs on their exports to the

United States for the past six years; their
exports are currently limited to 2.3 million

cars a year on the basis of a unilateral

decision taken by the Japanese government.

In Canada, Japanese motor manufacturers

were limited to an 18 per cent share of the

market between 1 982 and 1 987, although

the latest arrangement has raised the ceiling

to 21 per cent. Under the French system

registrations of Japanese vehicles cannot

exceed 3 per cent of total annual registra¬

tions, a limit which has remained unchanged
since 1977.

All four studies, commissioned by the

OECD, reveal that these restrictions

resulted in immediate losses for consumers

while generating benefits to domestic

industry and labour that were modest at

best in the short term. The longer-term

effects have also, on balance, been

adverse, distorting patterns of investment,

possibly delaying structural adjustment in

Is the measure in conformity with the

country's international obligations and
commitments?

What is the expected effect of the

measure on the domestic prices of the

goods or services concerned and on

price in general?

What are the expected direct eco¬

nomic gains to the domestic sector,

industry or firms in question (techni¬

cally, the increase in producers' sur¬
plus)?

What types of jobs are expected to
be affected by the measure? What are

the net employment effects of the

measure in the short and long term?

What are the expected (direct) gains
to government revenues (e.g., from
tariffs, import licenses, tax receipts)
and/or increased government costs
(e.g., export promotion, government
subsidies, lost tax revenues)?

What are the direct costs of the

measure to consumers because of the

resulting higherprices they must pay for
the product in question and the reduc¬

tion in the level of consumption of the
product (technically, the reduction in

consumers' surplus)? Are specific

groups of consumers particularly af¬
fected by the measure?

What is the likely impact of the
measure on the availability, choice,

quality and safety of goods and ser¬
vices?

What is the likely impact of the
measure on the structure of the relevant

markets and the competition within
those markets?

THE INDICATIVE

CHECKLIST

OF CRITERIA

FOR ASSESSING TRADE

POLICY MEASURES1

In the medium and longer term, will

the measure, on balance, encourage or
permit structural adaptation of

domestic industry, leading over time to

increased productivity and international
competitiveness, or will it further

weaken and delay pressures for such

adaptation? Is the measure of a tempo¬

rary nature? Is it contingent on, or

linked to, other policy measures
designed to bring about the desired

structural adjustment?

What will be the expected effect on

investment by domestic firms in the

affected sector, by potential new

entrants and by foreign investors?
What could be the expected eco¬

nomic effects of the measure on other

sectors of the economy, in particular,

on firms purchasing products from, and

selling products to, the industry in
question?

What are the likely effects of the
measure on other countries? How can

prejudice to trading partners be minim¬
ised?

How are other governments and for-

North America and Europe and boosting

import penetration by foreign manufac¬

turers who are not subject to trade restric¬

tions. Some improvements in productivity
may have flowed from the establishment of

Japanese plants in these regions, although

productivity might have increased in any

event and at a faster rate without protec¬

tionist measures. VERs may have also

contributed to a higher degree of concen¬

tration in the industry than might otherwise
have been the case, and there has been a

growing trend for producers in different

countries to co-operate rather than com¬

pete with one another.

1. Robert D. Willig and Mark A. Dutz, U.S.-Japa-

nese VER: A Case Study from a Competition Policy

Perspective; Patrick A. Messerlin and Stéphane

Becuwe, French Trade and Competition Policies in

the Car Industry; Tim Hazledine and Ian Wigington,
Protection in the Canadian Automobile Market:

Costs Benefits and Implications for Industrial Struc¬

ture and Adjustment; Daniel T. Jones, 'Prudent

Marketing' and Price Differentials in the UK Car

Market: a Case Study.

The studies represent the opinion of the authors and

not necessarily that of the OECD or its member

countries. They appear as appendices in The Cost

of Restricting Imports: The Automobile Industry,
OECD, Paris, 1988.

eign firms likely to react to the measure,

and what would be the expected effect
on the economy of such actions? Is the

measure a response to unfair practices
in other countries?

The OECD's four studies highlight the
virtues of the checklist approach.
Applying the full range of criteria en¬

ables the effects of policy measures to
be gauged across a wide economic and

social spectrum. The impacts on dif¬

ferent aspects of economic activity can
be weighed analytically against one
another, because they are assessed in a

coherent framework. Although, for
example, voluntary restrictions on

Japanese exports to the United States

cost American consumers up to $5 bil¬
lion a year and 20,000-35,000 jobs
were saved, the policy cost between

$93, 000 and $250, 000 perjob saved.
Similarly, a checklist analysis can esti¬
mate how much consumers paid for the

additional profit gained by domestic
manufactures (US producers gained
from $18,400 to $28,300 of added

profit for each $100,000 of lost con¬

sumer income, for instance). Compari¬

sons of these kinds should be key

factors in policy decisions, but they
would be meaningless if not made
within a common framework, and that

is precisely what the checklist pro
vides.

1. Developed by the OECD Committee of

Experts on Restrictive Business Practices and the

Committee on Consumer Policy (after consulta¬

tions with the Trade Committee) and approved by
the OECD Council on 30 April 1 985.

1



Import controls affect not only the car market but also many other durables, always raising the price to the

consumer or restricting choice.

In line with the criteria of the Indicative

Checklist, the authors of the case studies

have measured the effects of the trade

restraints on prices, trade, investment,

competition and market structure, and

employment.

	\	

Higher Prices
for Domestic Consumers

Restrictions on imports of Japanese

motor cars have increased the prices not

only of Japanese products themselves but

in some countries also of domestically-

produced vehicles and non-Japanese im¬

ports. In the United States and Canada,

Japanese producers chose to raise their

prices and modify the range of their models

in favour of more expensive lines so as to

clear the market at the stipulated volume of

sales. In the United Kingdom, on the other

hand, prices were already high, so that

restricting the share of competitive Japa¬

nese producers probably had the effect of

preventing prices from falling as much as

they would have in the face of unfettered

Japanese competition.

The size of the price effect depends

largely on the availability of alternative

imports. The largest increase in prices has
therefore occurred in the United States

where there were few alternative sources

of low-priced imports. VERs are estimated

to have resulted in a 1 5-25 per cent

increase in the prices of Japanese imports

when they were limited to two million units

and a 10-15 per cent rise when the limit

was upped to 2.3 million units. At the

lower limit, the cost to consumers is put at

$3.25-$5 billion annually. That figure,
moreover, is based on the assumption,

probably foolhardy, that domestic pro¬

ducers did not take advantage of the

situation to raise their own prices. A study
by the US International Trade Commission,

for instance, found that reduced Japanese

imports boosted domestic prices by 6 per
cent in 1984 ($650 per vehicle).

Prices of Japanese autos increased less

in Canada because the arrival of low-priced

Korean imports from Hyundai reduced the

scope for Japanese producers to raise

prices. Without that additional competi¬

tion, Japanese car prices would have been

an estimated 6.5 per cent higher than

in 1 985, while without restraints on Japa¬

nese imports, their prices would have been

at least 7.5 per cent lower. In the United

Kingdom restraint by Japanese manufac¬

turers was only one of a number of factors

contributing to the high price of cars,

although it is estimated that without the

VER Japanese car prices would have been

1 0 per cent lower than they were between
1979 and 1982.

Prices of Japanese cars increased also in

France, by around 7 to 9 per cent between

1980 and 1983, although the increase

was limited by competition from other

imports (especially from EEC countries). In

general, Japanese producers improved

their margins by upgrading the models they
marketed in France, as in other countries

where the volume of their sales was

limited. Although that change cannot be
considered an additional cost for the con¬

sumer, since he is receiving increased
value, it does mean that some demand for

low-priced cars may not be satisfied.

Boost to Other Exporters

Restricting imports from one country in
particular does not mean that domestic

industry will automatically benefit to a

corresponding degree since the gap may be
filled by imports from other countries. That

is what happened at the low end of the

market when Japanese producers ac¬

cepted VER arrangements. Hyundai of

South Korea was a primary beneficiary of
limitations on Japanese sales in North

America; in Canada, especially, Hyundai's
shipments were boosted by an estimated

45,000 units in 1 985 and its presence to a

large extent offset the anti-competitive
effects of the restrictions on Japanese car
producers.

In the United Kingdom, the main effect of

the VER agreement primarily intended to

help British Leyland was to increase sales

by BL's non-Japanese competitors. BL's
sales are estimated to have been boosted

by some 23,000 to 25,000 units annually,
but other European manufacturers saw

their UK sales rise by some 36,000 a year

as a result, while the European (including
British) subsidiaries of US multinationals

gained some 50,000 in annual sales.

The study on France found that domestic

firms did not benefit to any significant
extent from limitations on Japanese

imports, whereas imports from other EEC

countries did increase. At the same time,

moreover, exports by French companies

declined, although this reduction may not

have been a direct consequence of import
limitations but rather of problems of com¬

petitiveness experienced by French pro¬

ducers during that period.

Japanese Encouraged
to Invest Abroad

In investment terms, VER arrangements

reduced the efficiency of domestic auto

industry investment while encouraging
direct investment abroad by Japanese

manufacturers. In the United Kingdom

capital infusions to British Leyland in the

mid-1970s were not sufficiently used to

modernise the company because of the

protection afforded by these trade restric¬

tions, and its process of restructuring was
delayed by several years as a result. In the
United States, domestic investment was

distorted by VER arrangements insofar as it

was largely financed by consumers through
excessively high automobile prices.

On the other side of the coin, Japanese
manufacturers had committed themselves

to direct investments totalling $2.1 billion
in the United States by 1 986 as a direct

result of VERs and they have, moreover,
announced additional investment plans

since the US study was completed. The

Japanese are also investing in Europe.



Honda has entered into an agreement to

develop its products jointly with British

Leyland, and Nissan has developed a

facility in the North of England, although
this decision was taken some time after

VER arrangements came into effect and

thus may not be a direct result. The

objective, more likely, is to reach more
closed markets on the continent, such as

Italy and France. These investments will

help undermine VERs and intensify com¬

petitive pressure on domestic manufac¬

turers once again. But such developments

might have come about sooner had

domestic producers not been protected

from international competition. Further¬

more, these foreign plants might have

higher production costs than their Japa¬

nese counterparts (depending on exchange
rate movements), and it is uncertain how

much technology is transferred from Japan

to host countries through these invest¬
ments.

More Collusion,

Less Competition

Predictably, import restrictions result in

increased concentration and market power

for the protected industry, even though

their effectiveness has been eroded by

increased exports from third countries and

direct investment by Japanese producers in

importing countries. Less predictably,

there has been a move towards joint

ventures and co-operation agreements
between manufacturers in different coun¬

tries, increasing the danger of collusion.

Another anti-competitive consequence is

that a significant proportion of world auto¬

mobile trade is now managed by govern¬

ments through arrangements that not only

set the overall volume of Japanese imports

into particular countries but also assign

individual market shares to each Japanese
manufacturer.

In the United States, the market power

of domestic producers has been increased,

but at the same time competition between

different Japanese suppliers has been vir¬

tually eliminated through the attribution of

prescribed market shares to each com¬

pany. A similar phenomenon has been

observed in France and Canada, and in the

latter competition has been further reduced

by increased oligopolistic interaction be¬

tween domestic producers. In the United

Kingdom, anti-competitive effects from

VER arrangements were observed to the

extent that Japanese suppliers other than

Nissan were prevented from gaining suffi¬
cient market shares to establish full distri¬

bution and service networks.

One lesson that emerges from the stu¬
dies is that market forces will tend to erode

OECD RECOMMENDATIONS ON RESTRICTIVE

TRADE AND BUSINESS PRACTICES

its work on combatting interna¬

tional restrictive business practices, the

OECD has produced a series of Recom¬
mendations that constitute a framework

for consultation and co-operation be¬

tween member countries designed to

facilitate governmental investigations

across national frontiers and prevent

such incidents from developing into dis¬

putes. The first Recommendation on
competition policy was published in
1979 and revised in 1986J More than

700 cases were recorded between 1979

and 1986 in which governments fol¬

lowed the procedures laid down and

worked out mutually acceptable solu¬
tions as a result. In no instance has it

been necessary to submit a case to the
arbitration of the OECD's Committee of

Experts on Business Practices, a last-

resort conciliation procedure available to

member governments.

More recently, on 23 October 1986,
the OECD Council issued a new Recom¬

mendation on areas of potential conflict

between competition and trade policies.

Among other things, it re-affirmed the
Indicative Checklist for assessing trade
policy measures issued in April 1 985

(Box 1) and urged governments

undertake a systematic and comprehen¬

sive review of existing and proposed

trade policies on the basis of the thirteen
criteria contained in the Checklist. The

report on the effects of trade restrictions
in the automobile market in four OECD

countries is the first piece of research in
which these criteria have been used to

evaluate trade policy measures in a
particular sector.

As with the earlier Recommendations,

the new one lays down pro¬

cedures for avoiding or minimising con¬
flicts between trade and competition

policies. It urges national governments

to ensure that competition policy objec¬
tives are taken into account when formu¬

lating trade policies. And internationally,

the Recommendation calls on govern¬
ments to notify other countries of trade

measures that might affect the applica¬
tion of their competition laws and to
consult the countries concerned.

1 . The two Recommendations have been issued

in the form of a booklet which is available free of

charge from the OECD Publications Service:
Competition Policy and International Trade

OECD Instruments of Co-operation, OECD,

Paris, 1987.

trade restrictions, either because third par¬

ties will take advantage of the situation

(exporters whose sales are not restricted)

or because the firms subject to the restric¬

tions will try to circumvent them by estab¬

lishing manufacturing facilities in the mar¬

kets concerned. The net long-term effects

on competition of joint ventures, such as

between General Motors and Toyota or
Chrysler and Mitsubishi, are hard to deter¬
mine.

Protecting Jobs at $93,000
to $250,000 Apiece

Not only are the employment gains from

import restrictions relatively modest, but

those jobs that are gained come at a high

price to consumers. It is estimated that

perhaps 20,000-35,000 jobs were saved

in the American automobile industry in
1 982, while some 200,000 workers were

laid off. The estimated cost to consumers

of saving those jobs is put at between

$93,000 and $250,000 per job. Although
a considerable number of new jobs will be

created by the Japanese plants being built

in the United States, increasing the coun¬

try's annual capacity by some two million

units, employment will be mitigated by the

closing of some existing US factories and

by the fact that a significant content of

Japanese cars assembled in the United

States will be imported.

The employment effects in Canada are

similarly mixed and the net outcome corre¬

spondingly difficult to predict. No signifi¬
cant effect could be identified in France,

while in the United Kingdom some 2,000 to

4,000 jobs are expected to be saved (insig¬
nificant in comparison to the 1 80,000 jobs

that had previously had to be shed to

restore competitiveness to the British

motor industry).

The studies conclude that the jobs saved
have been bought at too high a price to the
consumer, who would have been much

better off paying the direct adjustment

costs of displaced workers under condi¬

tions of free trade than paying many times
that amount in high prices and hidden
subsidies.

The only winners from trade restrictions

are the manufacturers, but even then only

in a haphazard and unpredictable way.
Foreign firms (whether subject to restric¬
tions or not) benefit more than domestic

firms, either through increased profitability

from selling at higher prices or upgrading
the model range or through a boost in

export volumes arising from the restrictions

imposed on others. For domestic firms,

there is the possibility of higher margins in

the short term and a breathing space in

which to adapt themselves to changing
conditions and to modernise.



Guiding
the Helping Hand

Joseph C. Wheeler,

Chairman of the OECD

Development Assistance Committee,
comments on his latest Report1

Over the past five years DAC Official
Development Assistance (ODA)

has shown an average increase, in

real terms, of about 3.4 per cent. The

increase in real terms of 1 .4 per cent in

1986 to a figure of $36.7 billion, thus

represents a slowing down in the rate of

growth. Yet a real increase in a period of

general budget austerity is a significant

achievement and has been possible only
because most DAC members gave it an
exceptionally high priority in the fierce
competition for funds.

DAC aid represents about 80 per cent of
total world aid. OPEC aid, which now

comes mostly from Saudi Arabia and

Kuwait, reached nearly $10 billion
in 1 980. By 1 985 it had fallen to $3.6 bil¬

lion, although in 1986 OPEC disburse¬

ments in nominal terms went up to

$4.6 billion. Disbursements by CMEA
countries2 also increased from about

$3 billion in 1985 to about $4 billion

in 1986. Thus total world aid, which in

1986 amounted to over $46 billion, has

continued a modest rate of growth.

The proportion of DAC aid going to
multilateral institutions has held about

steady at 25 per cent (or 30 per cent,
including the EEC) and the DAC sees no

reason that this figure should change in the

near future. Over the years geographic
priorities have shifted towards Africa,

which in 1975-1976 was receiving about
21 per cent of total aid and by 1 985-1 986
about a third. About 25 per cent goes to
Asia and Oceania, 24 per cent to North

Africa and the Middle East, and 1 4 per cent
to Latin America and the Caribbean.

Where Does the Money
Come From?

Official Development Assistance as¬

sumes an important position in total finan¬

cial resource flows for development. The

OECD Secretariat compares official devel¬
opment finance (which consists of both

bilateral and multilateral ODA along with
the non-ODA disbursements of multilateral

development institutions) with export cre¬
dits and private flows. In 1 980 official

development finance represented only
35 per cent of total net financial flows,

with export credits providing 1 3 per cent

and private flows 51 per cent. By 1986
these proportions had changed dramati¬
cally: official development finance provided
67 per cent, export credits 2 per cent and
private flows 31 per cent.

This volte face reflects the disastrous

drying-up of private investment and

lending at conventional rates as a result of

the economic crises of the past several

years. While DAC members would agree
that even more aid is required than they are
now able to provide, the Report underlines

the importance of the steady and
increasing flow of aid in this period. It has

been an essential element supporting the
economies of developing countries at a
time when other forms of financial assis¬

tance have slowed down.

Most of the debt of developing countries
it now comes to almost $1 .2 trillion (in

the American usage) is owed by middle-

income countries such as Argentina, Brazil
and Mexico. The solution to the debt

difficulties of middle-income countries will

be found primarily in non-aid instruments

since these countries no longer receive
substantial aid and the debt is either owed

to private banks or government export-

credit institutions. Although a variety of
instruments have been developed, the
basic strategy assumes these countries can

grow out of their debt if exports can be

increased and banking institutions will refi¬
nance credits.

The aid donor community tends to con¬
centrate its attention on the debt problems
of low-income countries where most debt

is held by the public sector. Thus the

members of DAC have looked particularly
at the difficulties facing the poorer coun¬

tries of Sub-Saharan Africa although
there are a few countries in Asia and the

Americas as well with large amounts of

debt where aid is a significant factor. They
include Indonesia, the Philippines, Bolivia,
Ecuador, Peru and a number of Central

American and Caribbean countries.

In the course of 1987 the handicaps
afflicting these low-income countries were

discussed many times, including at the
Ministerial Meeting of the OECD Council in

May, the Economic Summit in Venice in

June and the meetings of the IMF and

World Bank Interim and Development
Committees. The World Bank and IMF have

highlighted the problems of about 1 7 coun¬
tries in Africa where the current combina¬

tion of multi-lateral and bilateral aid and

various forms of debt relief remain inade¬

quate.3 Many suggestions are under con¬
sideration, including the proposal of the

IMF to increase its Structural Adjustment
Facility which provides medium-term but

1. Efforts and Policies of the Members of the

Development , Assistance Committee, OECD,
Paris, 1988.

2. The Council for Mutual Economic Assistance

consists of representatives from USSR, GDR,

Poland, Czechoslovakia, Hungary, Bulgaria, Ro¬
mania, Cuba, Vietnam and Mongolia. The last three
are recipients rather than donors.

3. The list of countries changes since, to be on the

list, there must be not only an urgent need but also

an appropriate programme of policy reform.

8



very concessional credits to countries

undertaking important programmes of

reform. The IMF proposes an increase of

about 6 billion SDRs (about $8 billion).

Another proposal put forward early in

1 987 by the United Kingdom would pro¬
vide in selected cases concessional interest

rates on 'Paris Club' rescheduling agree¬

ments for export credits.
The donors of aid have shifted some

funding toward this group of debt-

distressed countries examples where aid

increased substantially in 1 986 over 1 985

include: The Gambia, Ghana, Madagascar,

Malawi, Senegal, Somalia, Tanzania, Togo,

Zaire and Zambia. They have also made an

important effort to provide more funds in

forms that can be put into operation

swiftly, such as cash transfers and agree¬

ments on the supply of commodities. This

change of emphasis will be high on the

agenda for continuing attention in the DAC

during 1 988. The concern of DAC mem¬

bers is that many low-income countries

now making bold efforts at structural

adjustment may find that an accumulated

mountain of debt prevents adequate

growth for many years ahead. The exis¬

tence of unmanageable debt burdens in¬

hibits the return of private investment and

private bank lending and the renewed use

of financing by export credits. Thus even¬

tual independence from aid requires an

early solution to the debt crisis.

700 Million Undernourished

Statistics in the 1 987 Report offer hear¬

tening news of progress in development.

For example, in spite of drought in Ethiopia

and some other countries, food production

in Africa as a whole was expected to

increase in 1 987 for the second year at a

rate faster than the 3 per cent growth in

population. The 1 7 members of the Asian

Development Bank experienced a 6 per

cent growth in GDP in 1986. Although

Latin America is coping with very large

amounts of debt, it still achieved a 3.8 per

cent increase in GDP in 1986.

Yet there are some 700 million people

said not to eat enough to lead a fully

productive life. This situation exists side by
side with the fact that industrial countries

are producing more food than the market

requires and are now measuring in
hundreds of billions the dollars the con¬

sumer and taxpayer transfers annually as a

result of their farm subsidies. The anomaly

of hunger amid plenty presents a challenge

to the development community, both

developing countries and donors, which

will be with them for many years.

In 1987, according to calculations by the

United Nations, the world's population

passed the 5 billion mark. World popula¬

tion is expected to continue to increase

toward 10 billion which will probably be

reached sometime in the next century.

Although world population growth rates

have come down from a peak of about

1 .9 per cent to a current rate of about

1.67 per cent, the annual increase, now

about 80 million, is expected to continue to

grow until the turn of the century, because

the slower rate is applied to an ever-larger

population.

Encouraging statistics reveal that life

expectancy in the developing countries in

the past four decades has increased from

about 40 years to 60 years, with infant

mortality down from 200 to 75 per thou¬
sand.

In recent years a number of develop¬

ments make a review of strategy especially

timely. New programmes for innoculation

and oral rehydration4 are being imple¬
mented and seem to be achieving remark¬

able further progress in reducing high

4. Traditionally many children have been treated

for diarrhoeal disease by taking away liquids - ex¬

actly the wrong treatment, often causing quick death

by dehydration. Oral rehydration therapy uses either
a home brew of water, rice or glucose and salt or

water with a pre-packed sachet of salts. The key to

success, or course, is persuading mothers of the

importance of avoiding dehydration.



Cities in developing countries (here
Rio de Janeiro) are expected to have to
absorb a billion new inhabitants before

the end of the century.

mortality rates. The emergence of AIDS
has raised a very important health issue in

DAC and developing countries alike. Drug
abuse, once thought of as a problem only in

developed countries, is now increasingly
seen as critical in the developing world. The

DAC intends to review health strategies
in 1988.

Co-ordinating Aid:
Delivery and Deployment

A typical small African country gets aid
from 25 or 30 governments and often

scores or even hundreds of non-govern¬

mental groups. Thus the task of dealing
effectively with the donor community is, to
say the least, challenging. Along with
questions of the volume of aid, co-ordina¬

tion is therefore one of the most important
aspects of DAC's work. DAC members

agree that co-ordination must be centred in

the governments of the developing coun¬
tries themselves, and, indeed, I have under¬

lined the importance of strengthening their
aid management units. It is proposed that,

in addition to looking for ways of sim¬
plifying the delivery of aid, DAC members

should respond to any requests for help in
strengthening the unit of the recipient
government which co-ordinates aid.

The other new area for concentrated

attention is planning in such sectors as

education, health, transportation or agri¬
culture or in sub-sectors such as primary
education or agricultural research. Donors
cannot co-ordinate aid measures in a

vacuum but if the developing countries
think through what they wish to achieve,

and develop policies and programmes con¬
sistent with budget realities which donors

can help finance, then it becomes possible
to achieve a more co-ordinated approach.
Sometimes one donor will prefer that credit
be provided to poor farmers without

interest while another insists upon market
rates. Or donors might provide different
kinds of pumps which require duplication in

maintenance systems. If recipients have
thought through their policies on credit or

have adopted standards for pumps, donors
then have a basis for co-ordination. The

donor community is increasingly anxious to
help recipient governments develop sector
and sub-sector strategies to overcome this
kind of difficulty in co-ordination.

Helping Aid Reach the Poorest

In addition to ODA the World Bank and

the regional development banks increas¬

ingly provide very important amounts of
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assistance, less concessional but still on

better terms than can usually be obtained

commercially. Furthermore, they have

come to play important leadership roles in

the aid community. The World Bank and

the IMF work with developing countries to

improve macro-economic measures such

as exchange rate reform, budget reform or

changes in the taxing system. The Consul¬
tative Groups led by the World Bank

provide the most important forum for
discussion between donors and recipients

on aid. The United Nations Development

Programme, too, runs round-tables in sev¬
eral countries and provides co-ordination

among United Nations agencies. Their
Resident Co-ordinators can be very helpful

in working with recipients on technical
assistance. The World Food Programme

and the International Fund for Agricultural

Development have emerged as channels of

important amounts of assistance. The mul¬

tilateral organisations have moved quickly

to support new priority areas such as
Sub-Saharan Africa. Their sectoral alloca¬

tions, especially in agriculture, reflect the

importance donors attach to rural develop¬

ment reaching the poorer portions of the

community.

What Role for Women?

Perhaps as a result of the United Nations

Decade for Women, which ran from 1 975

to 1985, many development specialists

recognised the importance of women as
both beneficiaries of and contributors to

development. Since one of the major chal¬

lenges facing development planners is to
make more efficient use of scarce

resources, donor countries sought a way in

which women could participate more fully

in development. The underlying premise of
this interest was the belief that pursuing a

programme which planned development

without taking women expressly into con¬
sideration would be wasteful and self-

defeating wasteful because of the poten¬
tial loss of the contribution of vital human

resources, and self-defeating because

development which does not bring its
benefits to the whole society has failed. As

a consequence of this growing interest in

the differing roles of men and women,

many of the members of the DAC believed
it was time to examine projects in a new

way. For example, if women are the
farmers in a particular society as in much

of Africa should the government agricul¬

tural staff who deal with farmers always be

men? Should only men be able to give and

receive credit? Should only men be enrolled

for agricultural education? The new sensi¬

tivity to the important roles played by
women has led to significant changes in

project design and operations.

Supporting the Cities

Over the past decade a revolutionary

change has taken place in approaches to

urban development. A billion new people

are expected to be absorbed into urban

areas in the developing countries between
1975 and 2000. The number of cities in

those countries with more than 10 million

people is predicted to increase from four to

as many as seventeen. The cost of housing

and services for the fast-growing urban

population is difficult to comprehend.

The philosophy on urban development
now relies less on government provision of

subsidised housing than on an approach
which will allow individuals to provide their

own housing. This calls for firm tenure or

ownership of lots and sustainable low-cost

systems for financing services. Rather than
trying to do the whole job themselves,
governments play the role of facilitator by
granting title to land and then organising
services such as roads, power, gas, water

and sewerage. People usually build their
own houses and pay for most services.

Strong emphasis is put on the informal
sector and community participation.

Although DAC members have so far not

emphasised urban development among

their priorities it seems inevitable that they

will become increasingly involved in urban

programmes in the years ahead. It will not

be too long before most people in devel¬

oping countries live in urban areas.

AID IN FIGURES

The final tally of expenditures

DAC members on official development

assistance (ODA) in 1986 was

$36. 7 billion, compared with

$29.4 billion in 1985. After correcting

for the very important changes in

exchange rates and modest price

increases, this growth represents about

1 .4 per cent in real terms.

$36. 7 billion is about 0.35 per cent
of the GNP ofDAC members countries

the same proportion as in 1 985. Nor¬

way, which spent 1 .2 per cent of its
GNP in 1986, still leads the list fol¬

lowed by the Netherlands at 1 .01 per
cent, Denmark at 0.89 per cent and

Sweden at 0.85 per cent. France

achieved 0.72 per cent, including the

Départements et Territoires d'Outre-

Mer (DOM/TOMs), or 0.49 per cent
when these are excluded.

1986 was the 'year of Italy' in the

DAC since Italian ODA increased 58 per

cent in real terms over 1985, bringing

Italy above the DAC average for the
ratio of ODA to GNP for the first time.

Other fast-growing programmes in
1 986, in addition to Norway, Denmark

and the Netherlands, were those of

Ireland and Finland. Japan achieved a

ODA growth rate in 1 986 slightly above
the DAC average and, with an enlarge¬

ment of its aid budget in 1 987 of 6 per

cent, is expected to fuel continued
increases in DAC ODA over the next

several years.
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The Pros and Cons
of Alternative

Development Strateg
by Keith Griffin1

News from the Third World is almost always bad, or so it seems from reports
in the press: famine in Africa, the debt crisis in Latin America, unprecedented

drought in India, political turmoil in Central America, civil strife and international

conflict in the Middle East. Despite the obstacles to economic development in
such an environment, from a long-term perspective the growth of average

incomes in the Third World has been impressive. However, for the well-being
of the people, it is not so much growth per se that counts as the development

strategy a country adopts.2
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Despite famine, despite the debt cri¬

sis, despite the fall in primary com¬

modity prices, despite political

instability and widespread civil disorder

and violence. Third World countries have

achieved higher rates of economic growth

in the past two or three decades than at

any time in their history.

On conservative estimates, per capita

GDP growth in developing countries has on

average been nearly twice as fast in the

period since 1 950 as in any period

since 1 870. The economic performance of

1 8 of the largest countries of the Third

World over the past 100 or so years is
summarised in table 1 . It shows that the

growth of output per head in the past

35 years (or the period since indepen¬
dence) has been at least as rapid as in the

boom years of 1870 to 1913. Taking the

qualitative information into account,

growth rates have probably been signifi¬

cantly higher in a number of other countries

(such as Egypt, Tanzania and the Philip¬

pines) for which empirical data for the early
period do not exist. Thirdly, as regards the

1913-1950 period, it is noteworthy that

several developing countries performed

relatively well in spite of the disruptions

caused to the world economy by the two

World Wars and the Great Depression.

Focussing on the years from 1 950

to 1 984, all Third World countries repre¬

sented in the table except Ghana recorded

positive growth rates. In Brazil, Chile,

Colombia and Peru, the trend rate of

growth in the 34 years after 1 950 was

lower than in the 37 years before 1950.

Apart from those five countries, however,

growth in the Third World has been faster,

and usually much faster, in the past three or

four decades than in the previous 80 years.

The unweighted average rate of per capita

GDP growth of the 1 8 countries between

1 950 and 1 984 was 1 .2 per cent.

That figure understates the true position

though, since it does not reflect the dra¬

matic improvement in China and the South

Asian countries. The average annual

growth rate of the 1 8 countries weighted

by size of population was 1.53 per cent

in 1 950-1 984. In other words, since 1 950

or since independence (whichever is more

recent), growth in Third World countries

has effectively nearly doubled.

Disparities between Social

and Economic Progress

Accelerated growth in per capita income

has not been the only change for the better
in the Third World. There has also been

remarkable social progress. Perhaps the

best indicator of this improvement is the

increase in life expectancy at birth

since 1 950. In the poorest countries life

expectancy at mid-century was between 30

and 40 years; today it is between 50 and

70 years. On average life expectancy in the

Third World has risen by about 4.6 years per
decade.

A striking fact is that the correlation

between per capita income and life expec¬

tancy is far from perfect. The people of

China and Sri Lanka, countries with very

low average incomes, enjoy a life expec¬

tancy higher than that of many upper

middle-income developing countries such

as Brazil, Mexico and Iran. Peru, on the

other hand, has a lower life expectancy

than the Philippines although average

incomes in Peru are half as high again as in

the Philippines. Growth of output is evi¬

dently not sufficient to increase longevity:

the pattern of growth and the strategy of

development as reflected in public action

are also vital. Indeed, one of the lessons of

recent history is that similar levels of social

development can be achieved at very dif¬

ferent levels of economic development.

The importance of development strategy

can be demonstrated in another way. In

almost all countries women live longer than
men. This seems to be the natural order of

things. Yet in Pakistan and India, women

have a shorter life expectancy than men.

The same was true in an earlier period in

Bangladesh and Sri Lanka as well, but

those countries now conform to the general

pattern. Thus Pakistan and India stand out

as exceptions and this probably reflects a

traditional social discrimination against

females in South Asia that has persisted in

those two countries despite the progress
achieved in other areas.

Data on infant mortality tell a similar

story to that of life expectancy. There has

been a decline everywhere and in some

countries the decline has been dramatic,

with the rate falling by 50 per cent or more.

Once again, there is only a weak correspon¬

dence between infant mortality rates and

average incomes. For example, infant mor¬

tality rates in China and Sri Lanka are lower

1. President, Magdalen College, Oxford, U.K.,

Senior Adviser, OECD Development Centre.

2. This article is drawn from a study by Keith Griffin

entitled Alternative Strategies for Economic De¬

velopment, fo be published as part of the OECD
Development Centre research programme. A series
of case studies on countries such as Colombia /Peru,

Botswana, Sri Lanka and China will appear in the

coming months.

ANNUAL GROWTH RATE OF PER CAPITA GDP 1870-1984
estimates

%

1870-1913 1913-50 1 950-84"

Latin America:

Argentina 1.5 0.6 0.9

Brazil 1.2 1.6 1.8

Chile ( + )b 0.6 0.4

Colombia ( + ) 1.3 1.2

Mexico 0.8C 1.7" 1.3

Peru ( + ) 2.2 0.3

Africa:

Egypt (-)b 0.2 1.3

Ghana 0.9 1.1 -2.0e

Ivory Coast ( + ) ( + ) 1.5'

Kenya ( + ) ( + ) 1.39

Tanzania ( + ) ( + ) 1.3"

Asia:

Bangladesh (0.6) (-0.1) 2.1'

China 0.5 -0.4 2.2

India 0.6 -0.1 0.6

Malaysia ( + ) 2.2 2.8f

Pakistan (0.6) (-0.1) 1.4

Philippines ( + ) 0.3 1.3

Sri Lanka ( + ) ( + ) 1.5

a. 1950 or, where independence or full sovereignty was granted after that date, in the period since

independence.

b. Where quantitative estimates are not available for the two periods 1870-1 91 3 and 191 3-1 950,

qualitative estimates indicate whether per capita growth was positive (+) or approximately zero (
c. 1877/8-1910 g. 1963-1984
d. 1910-1950 h. 1961-1984

e. 1957-1984 /. 1971-1984

f. 1960-1984

Sources: Columns 1 and 2: Angus Maddison, Economic Progress and Policy in Developing Countries,
W. W. Norton, New York, 1 9 70 and « A Comparison of Levels of GDP Per Capita in Developed and Developing
Countries, 1 700-1980» in Journal of Economic History, Vol. XLIII, No. 1, March 1983 (for the quantitative
estimates); Lloyd Reynolds, « The Spread of Growth to the Third World: 1 850-1 980 », in Journal of Economic
Literature, Vol. No. 3, September 1 983 (for the qualitative estimates). Column 3: OECD Development
Centre.
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than the rate in Colombia, although per
capita income in Colombia is roughly four
times higher than in the two Asian coun¬
tries.

Degrees of Inequality

Data on the distribution of income in

Third World countries are difficult to obtain

and often unreliable. The indicators of

inequality in 14 countries shown in table 2

are perhaps the best estimates available.

The table shows that in no country does

the poorest 20 per cent of the population

account for as much as 8 per cent of total
household income. Sri Lanka comes clo¬

sest with 7.5 per cent, while Peru and

Brazil are at the opposite extreme with an

extraordinarily low 1.9 per cent and 2 per

An obvious omission from table 2 is

China, but unfortunately there are no
directly comparable figures for that coun¬

try. One can, however, cite rough calcula¬
tions which give some idea of where China

stands in relation to other countries. Thus

in 1 983, the bottom 20 per cent of peas¬
ants, classified by household income per
capita, had an average income of

1 55 yuan. The top 30 per cent of staff and

workers in cities had an average income of

680 yuan. Assuming the bottom quintile of
the entire population consists of poor

peasants and the top quintile of prosperous

urban staff and workers, the ratio of the top
to the bottom quintile in China is likely to be
between 4.4 and 5.0. This is considerably
lower than the ratio in Sri Lanka, the

country with the lowest ratio of those

reported in table 2.

THE DISTRIBUTION OF INCOME

Poorest "Middle" Richest
Ratio

Richest/Poorest
20% 60% 20%

(percentage share of total household income)

Latin America:

Argentina 1970 4.4 45.3 50.3 11.4

Brazil 1972 2.0 31.4 66.6 33.3

Chili 1968 4.4 44.2 51.4 11.7

Mexico 1977 2.9 39.4 57.7

Peru 1972 1.9 37.1 61.0

Africa:

Egypt 1974 5.8 46.2 48.0 8.3

Kenya 1976 2.6 37.0 60.4 23.2

Tanzania 1969 5.8 43.8 50.4 8.7

Asia:

Bangladesh 1976-77 6.2 46.9 46.9 7.6

India 1975-76 7.0 43.6 49.4 7.1

Indonesia 1976 6.6 44.0 49.4 7.5

Malaysia 1973 3.5 40.4 l" '56.1 16.0

Philippines 1970-71 5.2 40.8 54.0 10.4

Sri Lanka 1 969-70 7.5 49.1 43.4 5.8

Source: IBRD, World Development Report 1985, Oxford University Press, New York, 1985.

cent respectively. The poorest section of

the population generally seems to have the
highest share of income in Asia and the

lowest in Latin America, with Africa coming
somewhere in between. There are signifi¬
cant exceptions, however, with Malaysia,

the Philippines and Kenya all having income
distributions closer to the Latin American

pattern than to those characteristic of their

own regions.

When it comes to the breakdown of

income between 'the rich', i.e., the upper
quintile, and the poor, at one extreme are

Peru and Brazil, where average incomes of
the rich are respectively 32 and 33 times
those of the poor. At the other extreme is
Sri Lanka, where rich households are less

than six times better off than poor ones.
The enormous span of income distribution
ratios (from 5.8 to 33.3) is indicative of the

wide variations in inequality from one
country to another.

The available evidence suggests that the
degree of inequality is related not so much

to the level of income per head, as was

once thought, but rather to factors depen¬

dent upon the development strategy imple¬
mented. These factors include the distribu¬

tion of productive assets (particularly land),

the availability of education, the employ¬
ment intensity of development and the

general policy stance of government. In

other words, it is not growth as such that

creates inequality; what matters is the

development strategy.

Six Alternative Paths

to Development

Six different strategies for economic

development can be distinguished: mone¬

tarism, the open economy or export-

oriented development, industrialisation,

the green revolution or agriculture-led
growth, redistributive policies, and the

socialist approach to development.

These six strategies are not mutually
exclusive and clearly some of them go
together quite naturally. That is the case,
for example, with the redistributive and

green revolution approaches as well as the

open economy and monetarist strategies.
We have attempted to evaluate these

different paths to development by com¬
paring them in terms of six major develop¬
ment criteria: resource utilisation and the

level of income; savings, investment and

growth; human capital formation; poverty
and inequality; the role of the state; and

participation, democracy and freedom.

1. Resource utilisation

and the level of income

The most successful development stra¬

tegy on this criterion is the open economy.
It has the virtues of relying on the price
mechanism, of being exposed to interna¬

tional competition and of using exports as a
leading sector, although external demand

cannot always be relied on to provide full

employment and a high degree of capacity
utilisation. The open economy also has an
advantage to the extent that it can exploit
economies of large-scale production and

opportunities for intra-industry specialisa¬
tion.

2. Savings, investment and growth

Aggregate growth rates have been

highest in countries following an export-led
industrialisation strategy such as South

Korea, in countries following a redistribu¬
tive approach with a strong emphasis on
exports, such as Taiwan, in countries with

an open economy which have enjoyed rapid
export growth, such as Botswana, and in

certain countries pursuing socialist policies.
There are, in other words, a number of

development strategies which are capable
of producing above-average rates of
growth of output and per capita income.

Deficiency of aggregate demand often

results in a low level of savings and
investment and a slow rate of growth of
output and average incomes. That is why
macro-economic performance in countries

implementing monetarist policies has been
poor.

3. Human capital formation

There is more to growth than capital
accumulation, the introduction of new pro¬
cesses and products and the expansion of

the employed labour force. The quality of
the labour force, as reflected in its health

and nutrition, skills and education, is of

equal importance. Perhaps the litmus test

for the importance attached by policy¬
makers to human capital formation is their
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policies as regards nutrition and food dis¬

tribution. Just as literacy, longevity and

infant mortality are not directly related to

per capita income, so the incidence of

hunger and malnutrition may be unrelated

to income per head. Some countries have

been remarkably successful in providing

their entire populations with enough to eat

despite very low average incomes,

whereas in other countries many people

may suffer from chronic hunger despite

much higher income levels.
The difference in outcome reflects differ¬

ences in development strategy. Those

countries which have pursued a redistribu¬

tive or socialist strategy of economic de¬

velopment have tended to include among

their policies food distribution schemes of

various sorts. These have helped to ensure

that the poor and other vulnerable groups

Botswana: open economies enjoy rapid export growth.

income. Monetarism is likely to result in

above average inequality, as are open-

economy strategies based on the export of

petroleum and mineral products or agricul¬

ture-led strategies in countries where land

ownership is concentrated, or industrialisa¬

tion policies, particularly those geared to

producing consumer goods for the
domestic market.

Those countries that have introduced

land reforms, such as China, South Korea

and Taiwan, have succeeded in reducing

poverty and inequality quite considerably,

while most other countries, such as Brazil

and the Philippines, continue to have large

numbers of people living in poverty even

though they might have enjoyed rapid rates

of economic growth. There are exceptions,
of course Sri Lanka has not reformed land

ownership but has introduced other poli-

*'-*

have had access to food at prices they can
afford. Countries which have followed

other development strategies tend to have

been less successful in providing minimum

adequate nutrition to the entire population

except those like South Korea where poli¬

cies have resulted in a relatively equal

distribution of income. Not even the green

revolution approach, which emphasises

food production, is capable of ensuring that

everyone has enough food unless land

reform and other policies have produced a

high degree of equality. That situation is

well illustrated by what has occurred in the

Philippines.

4. Poverty and inequality

It is obvious that higher average income

levels will reduce the incidence of poverty,

all else being equal. Countries which use

their resources fully and allocate them

efficiently are thus likely to have less

poverty than others. A more important
factor, however, is the distribution of

cies which have resulted in a remarkably
even distribution of income. Such cases are

rare and essentially exceptions to the

general rule.

5. The role of the state

It is not primarily how much the state

does but what it does and how quickly it

does it that distinguishes one development

strategy from another. Monetarism in par¬

ticular is commonly believed to entail a very

small state sector with limited functions,

but all the other strategies call for substan¬

tial state participation in economic activity.

The industrialisation approach is asso¬

ciated with strongly interventionist govern¬

ment action, while even the green revolu¬

tion strategy places heavy demands upon
the state.

Redistributive policies depend on mobil¬

ising the population to facilitate grass roots

development. They are more likely to be

successful in countries where government

and administration are highly decentralised

and where participation is actively encour¬

aged and promoted. Under the socialist

approach the state is all embracing, con¬

trolling all economic activity and extending

its influence over all aspects of life.

6. Participation, democracy
and freedom

There appears to be no correlation

between economic policy and the nature of

political regimes except at the extreme.
Monetarism can be considered an extreme

economic doctrine and has occasionally

been accompanied by extreme political

measures. At the other end of the spec¬

trum socialist development strategies

usually are associated with communist

governments.

The political implications of the other

approaches are more ambiguous. If an open

economy strategy results in greatly

increased inequality, that will lead to social

tension and political violence is likely to
follow. Much the same could occur under

an industrialisation strategy. If there is

already considerable inequality, industrial¬

isation based on import substitution is

liable to accentuate income disparities and

social conflict. That may account in part for
the association in Latin America between

repressive regimes and an industrial de¬

velopment strategy.

A country's economic development stra¬

tegy may thus incline it towards authoritar¬

ianism or democracy, although it is seldom
the sole determining factor. Economists

cannot solve politicians' problems for them

but they can help or hinder the problem-

solving process. Ideally, nation-building

and economic development should go hand
in hand in the pursuit of common goals and
in creating general prosperity and a com¬
mitment to established order. In some

circumstances, however, economic policy
may make the task of achieving social and

political stability more difficult. It may fail
to produce a rise in average living stan¬

dards; it may accentuate rather than

reduce inherited inequalities; it may impov¬

erish or in other ways 'marginalise' certain

social groups; or it may contribute to the

alienation of sections of the community and

lead them to question the legitimacy of the

government and possibly the state as
well.

The choice of economic development

strategy matters for political and social
reasons as much as for economic ones and

may determine the overall nature and

evolution of a society as well as its material
advance.
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Moving the Third World
Improving Road Transport

and Safety in Developing Countries

by Burkhard Horn and Franz Joseph Gôtz1

The limited availability of other means
of transport makes most developing
countries highly dependent on road

transport. It is not only a key sector of
economic activity and investment but also
an important catalyst in economic and
social development. It is vital in rural areas

to enable agricultural produce to be
brought to market. For remote villages and
towns, moreover, roads are required to

provide access to education, health and
other services as well as for the distribution

of agricultural inputs such as fertilisers and
pesticides.

The figures speak for themselves. It is
not exceptional for transport by road to
account for 80 or 90 per cent of all
transport in Third World countries. In

Cameroon, for example, freight moved by
road represents 76 per cent of total internal

freight transport (measured in tonne-km),
and 92 per cent of passenger transport is
by road (in terms of passenger-km). In

Roadway maintenance and traffic

safety are two topics of increasing
importance in Third World

countries. The erosion of road

networks has to be stopped and
OECD nations are called upon
to help by sharing knowledge

and resources. Programmes to
improve traffic safety have

to be developed to reduce the

high rates of accidents and their
severity, drawing on the

experience gained in industrialised
countries but ensuring

that the measures adopted meet
local requirements.

Nigeria, 80 per cent of export tonnage and
90 per cent of import volume are trans¬
ported by road.

In Asia, too, road traffic often dominates

the inland transport system. Freight trans¬
port by road as a proportion of total freight
moved amounts to between 80 and 90 per
cent in Thailand and Laos and to even more

in Nepal, Malaysia and Indonesia. China is
currently one of the few exceptions, since
rail still accounts for a high percentage of
passenger and freight transport; but cur¬
rent economic policies and the emphasis on
developing light industry and on more
effective marketing of agricultural output is
fuelling a sharp increase in demand for road
transport services.

The rapid growth in vehicle numbers
together with the road-building boom of
the 1960s and '70s in developing coun¬
tries have caused serious problems of
safety and efficiency. The construction of
new roads has not been accompanied by
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the introduction of systematic monitoring
and maintenance, thus creating a substan¬
tial backlog of roads in disrepair and
producing escalating costs.

Foreseeable trends in developing coun¬
tries point to a further growth of road
transport to the detriment of other sectors,
railways in particular.

Poor Highway Maintenance

The current state of major road systems
in the Third World in general is alarming
(table 1 ). In the 85 countries to which the

World Bank has given assistance for road-
building schemes, 26 per cent of paved
roads (totalling some 270,000 km) and
32 per cent of unpaved main roads outside
urban areas are classified as in a 'poor'
state, having already been worn to the
point where they require reconstruction.

The urgency of restoring and improving
road networks is now recognised, espe¬
cially as the economic return on road
maintenance is extremely high 40 per
cent of the cost (which compares with
24 per cent for new road construction). The
maintenance of secondary or tertiary roads
is of particular economic importance, since
they often account for over 80 per cent of
the total road system in developing coun¬
tries. Most of them are low-volume earth

and gravel roads, which are liable to
deteriorate rapidly through the wearing
down of the surface, the effects of rain and

the encroachment of vegetation. If
neglected for as little as two or three years,
these roads may well cease to be distin¬
guishable from the surrounding country¬
side.

The problem of maintaining roads
cannot be solved simply by pouring more
money into repairing them. Developing
countries have difficulties in the recruit¬

ment, training and retainment of qualified
and motivated personnel and lack the

equipment necessary to ensure the ade¬
quate maintenance of their road systems.
Bilateral co-operation in which many
OECD countries have been involved for

many years therefore plays a vital role in
providing technical and financial assis¬
tance. Politicians and planners have to set

targets for such co-operation on the basis
of multilateral research.

STATE OF MAIN ROAD SYSTEMS BY REGION

%

Region
Paved Roads Unpaved Roads

Good Fair Poor Good Fair Poor

Eastern Africa 42 32 26 42 30 28

Western Africa 52 23 25 20 36 44

East Asia 20 59 21 41 34 25

South Asia 18 45 36 6 39 55

Europe, Middle East and
North Africa 40 35 25 30 46 24

Latin America and

Caribbean 44 32 24 24 43 33

Average 32 42 26 31 37 32

Source : A. Faiz (World Bank), The State of Roads in Developing Countries: Financial Needs and
Cost-effective Maintenance Options, OECD Expen Meeting and Symposium on the Appraisal of the Social and
Economic Effects of Road Network Improvements, Yokohama, Japan, May 1987.

High Accident Rates

In developing countries, road accidents
rank among the ten most common causes
of death. Their severity is high and fatality
rates per 1 0,000 registered vehicles range,
in a number of countries studied, from 30

to 140, compared with 2 to 7 in OECD
member countries. Their accidents and

fatalities have substantially declined, but
they are increasing in many Third World
countries accidents involving injury by as
much as 70 per cent over the last five
years. The cost of road accidents in the

Third World is estimated at 1 to 2 per cent
or more of GNP even though relatively
fewer people own cars.

Average daily flows of traffic on the
roads of developing countries are generally
lower and the absolute number of recorded

accidents far less than in OECD countries.

There are wide variations in accident sta¬

tistics between Third World countries,

reflecting differences in the numbers of
vehicles in use. The number of deaths from

road accidents amounted to 7,500 in

South Korea in 1985 and to 4,500 in

Pakistan, whereas the latest available figures
for eight countries of Sub-Saharan Africa point
to a total of 4,600 fatalities in 1983. Yet

these figures are not a reliable indicator. The
quality of data varies from country to country,
as does the extent and consistency of police
reporting.

Diversity of Road Users

Both the types of vehicle in use and the
involvement of particular vehicles in acci¬

dents distinguish Third World roads from
the highways of industrialised countries. In
addition to the usual range of motorised
vehicles, one finds lorries converted for

transporting passengers (the so-called
Mummy trucks in Ghana), mini-buses (such
as the poda podas of Sierra Leone), jeeps,
jeepneys (in the Philippines), three-
wheelers (like the tuc tuc in Bangkok),
motor-rickshaws and scooters, some of

them being local conversions designed to
meet specific demands for transport.

In most developing countries, moreover,
non-motorised traffic (drawn by animals)
and human porters comprise a large cate¬

gory of road users, especially in urban areas
and for making short journeys. In Dar
es Salaam, in Tanzania, for instance, some

50 per cent of the population depends on
non-motorised forms of transport, while in
Lumumbashi, in Zaire, pedestrians consti¬
tute two-thirds of the estimated

20,000 people going into and out of town
every day. The extraordinary variety of
road users and the large proportion of

1. Road Transport Research Programme, OECD
Directorate for Science, Technology and Industry
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pedestrians all using one and the same
roadway are significant factors in the
high accident rates.

Public Transport
and Truck Safety

Public passenger transport is a fast-
growing activity accompanying the general
urbanisation of the Third World. Although
rising disposable income in industrialised
countries often leads to reduced demand

for public transport, in developing countries
the opposite happens. In many cases, the
demand for public travel exceeds available

capacity, and vehicle design does not cope
with the behaviour of local bus users and

the conditions of the infrastructure. Acci¬

dent rates for buses and other ('paratran-
sit') modes of public road transport are
considerably higher than in developed
countries; a 1 978 study found that buses
in Indian cities caused five to eight times
more road deaths than those in London.

Continuing joint efforts by vehicle manufac¬
tures, operators and public authorities are

required to work on appropriate urban
transport systems and rolling stocks.

The high density of traffic in many Third
World towns and cities is another safety
hazard. The space allotted to road traffic

has usually not kept pace with the rise in
vehicle numbers. A particularly notorious
example is Bangkok, where less than
10 per cent of the metropolitan area is
usable by road traffic. The absence of any
or sufficient space for roadside bus-stops
and limited room for manoeuvre at bus

terminals also create situations in which

accidents are likely to occur. On country
roads, dangerous conditions can arise from
a variety of sources, such as narrow
bridges, steep hills without separate truck
lanes, inadequate drainage and narrow
roads through villages.

Truck safety is a central problem in
developing countries where they constitute
the main portion of overland traffic. Loads

are not controlled and overloading is fre¬
quent. Maintenance and repair of vehicles
is poor, resulting in high running costs and
shortened pavement life. Also, often the
importation of used trucks does not add to
the required standard of safety.

Safety Awareness

One of the principal causes of danger on
the roads in developing countries may lie in
the poor standards of driving instruction,
and in particular in the lack of awareness

about road safety. The training (and pay) of

professional truck and bus drivers and of
mechanics responsible for vehicle mainten¬

ance are often out of step with the eco¬
nomic value and the destructive potential

of the vehicles entrusted to them. In many
countries, driving licences are gained
without formal instruction, and there may
be many loopholes in procedures for
vehicle licensing; responsibility for in¬
specting vehicles is vested with the local

police or licensing authorities, but their
concern is often with ensuring that papers
are in order rather than with checking the
roadworthiness of vehicles.

Teaching drivers about the hazards of
motoring and instilling in them the basic
principles of road safety and vehicle main¬
tenance are essential. There may be con¬
siderable scope for using modern means of
communication, for imparting knowledge
and enhancing public awareness. At the
same time in many countries, institutions
and organisations responsible for traffic
management, accident prevention and
road safety research have yet to be
founded; public accountability of the man¬
agement in charge of these agencies is
essential. Above all, perhaps, stricter
enforcement of existing traffic regulations
and road-safety legislation is called for.

Insurance schemes in most developing
countries are also completely inadequate
for protecting road users, especially pas¬
sengers in public transport vehicles. The
extent of compulsory insurance protection
provides only minimal compensation, while
comprehensive insurance cover is prohibi¬
tively expensive. No-fault insurance
schemes have been proven effective in
several developing countries.

Medical and behavioural factors also

play a large part in contributing to road
accidents in developing countries, where
eye disease can be common and the

consumption of alcohol (and other drugs) is
sometimes endemic.

There is no pat solution that will provide
a universal answer to the scourge of road
accidents in all developing countries. Wide
divergences exist between the quality of
the infrastructure, vehicle fleets, the legal,
administrative and socio-economic envi¬

ronment, fiscal situation, technological
capabilities and adaptability of existing
equipment to technology transfer. The
specific strategies required in each country
do not exclude regional action programmes
and harmonisation between neighbouring
countries; the efforts towards the develop¬
ment of an international traffic code for

Sub-Saharan Africa offers an example.
Many developing nations have now

recognised the urgency of halting or re¬
directing current trends which are pointing
to worsening standards of maintenance

and safety. OECD countries and espe¬
cially those with a long history of motor
vehicle transport and an automobile indus¬
try - together with the competent interna¬
tional bodies, must provide advice on
policy, expertise and resources to initiate or

sustain efforts in developing countries.
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Technology
for Growth and Employment
Science Policy in the 21st Century

Science and technology have revolutionised many aspects of late twentieth-
century life in OECD member countries. New technologies, products and

processes have already transformed entire sectors of economic activity,

creating new industries and new jobs, and their potential appears limitless.
Yet policy-makers acknowledge that science and technology have not

proved the panacea for employment, economic growth and social welfare

that many thought possible in the halcyon days when the Apollo space
missions, heart transplants, supersonic air transport

and powerful computers were new.

In a climate of stagnating world growth,

governments are determined to realise

the full potential for increased direct
economic benefit from scientific and tech¬

nological progress. But how are nations to

act, individually or collectively, when R&D

costs often outstrip the ability of even the

largest multinational enterprises (MNEs) or

national governments to pay?

These were among the issues facing

science and technology ministers and
senior officials from 25 countries who met

recently in Paris to assess the fundamental

techno-economic changes that are trans

forming many OECD member countries

from mass production and consumption

economies into hi-tech, service-oriented

'information societies'.1 For the partici-

1 . Ministerial Meeting of the OECD Committee for

Scientific and Technological Policy, 28-29
October 1987

Teleconferences are part of the high-tech transformation of communications.
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pants at the meeting, the central issues,
strengthening science and technology's
contribution to economic growth and social
development, were two: first, how can

national science policies ensure that maxi¬

mum economic benefits are realised as

quickly as possible? And how can the

significant 'internationalisation' of scien¬

tific and technological progress over the
past decade be harnessed and guided to

multiply its potential for removing ob¬

stacles to employment and growth.

Woven into the discussion were subjects
that have dominated science policy
debates for several years:

the urgency of removing barriers to the

diffusion of scientific knowledge, while at
the same time protecting intellectual pro¬
perty;

the importance of better integrating
science and technology policy with eco¬

nomic and social policies to ensure that

technological progress in the laboratory is
efficiently translated into technical pro¬

gress in production, and thus to growth in

output and employment;

improvements in sharing the burden of

costly research, after decades when the

largest part of the costs have been borne

by a handful of nations.

It is also increasingly apparent that new

technologies have changed both the com¬

petitive standing of individual countries and

patterns of international trade. But as

science and technology are increasingly

exploited to help national industries com¬

pete in domestic and foreign markets, it is

feared that 'technological nationalism' may

be creating a growing technology gap
among OECD countries.

Technology's Potential
for Growth and Jobs

Offset by Economic Trends

Near the close of a century of almost

unbelievable progress, from man's first

wobbly powered flight to his first steps on

the moon, 31 million people are without

work in the world's most developed
nations (more than 8% of the OECD labour

force), with little prospect of improvement
in the foreseeable future. Ministers

acknowledged at the meeting that the

solutions remain to be found to the paradox

of why manifest rapid technological pro¬
gress has not ultimately yielded increases

in productivity growth.

OECD studies show that the impact of

new technologies on employment is diffi¬

cult to measure. Jean-Claude Paye, Secre¬

tary-General of the OECD, noted that

'Paradoxically [...] we are as yet unable to
see a positive effect on growth, as judged

solely by the usual economic indicators'.

Indeed, jobs created by new technologies

only roughly balance those lost through

technological innovations in outmoded

'smokestack' industries. Moreover, they

are leading to severe 'displacement'

effects. Barry Jones, the Australian Min¬
ister for Science and Small Business and

the Chairman of the meeting, pointed out

that technological change is characterised

by 'radical discontinuity': new jobs will be

created but, even with retraining, the tradi¬

tional workforce is unlikely to benefit.

New Parameters

for National Strategies

In reviewing national strategies to bridge
the gap between technological progress

and increased output, policy-makers must

deal with new developments:

private industries are growing more

dominant in national research and develop¬

ment systems, filling the gap left by

increasingly penurious governments. To¬

day's dual industry-government systems

are not only much larger but also more

commercial and entrepreneurial;

shortages of manpower highly skilled
scientists, engineers and technology-con¬
scious managers currently make it impos¬

sible to support the increasing application

of technology required by society: the
present research establishment is aging,

and too few openings for young
researchers due to falling direct support
from government for research could mean

a critical shortfall of scientists in years to
come;
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newer 'generic' technologies like micro¬

electronics, biotechnology, new materials

and, above all, information technology

have the potential to affect the entire

techno-economic system, including tradi¬

tional industries, thereby insisting upon the

integration of policy among all the sectors
affected.

Science ministers at the meeting were
well aware that labour relations can break

down if employees are not informed, and

consulted, about the adoption of new

technologies. Diffusion will be impeded if

managers are not receptive to new pro¬

ducts and processes. Broad public accep¬

tance of technological change presupposes

increased understanding of technology in

all sectors of society, not least, to eliminate

widespread popular concern about ethical,

environmental and safety issues involved in

the advent of new developments.

Research Funding: Demand
Exceeds Resources

As the frontiers of scientific and techno¬

logical knowledge continue to expand and

the costs of R&D increase exponentially, a

climate of contracting government re¬

sources has forced ministries overseeing

R&D to lay stronger emphasis on evalua¬

tion, accountability and the setting of

priorities. But there is a danger that gov¬

ernments, under pressure to promote

research with immediate economic and

social rewards, may neglect areas of basic

research which may be even more impor¬

tant in the long run.

Industry, recognising that further tech¬

nological advance in some spheres involve

a return to basic research, is increasingly

soliciting universities, infusing urgently

required resources at a time of declining

government support. Co-operation be¬
tween universities and business, increas¬

ingly across national borders, has bur¬

geoned, and academic institutions now

market their research capacity to national

and foreign industries, accelerating the
conversion of research results to imme¬

diate commercial applications. But this

development has in turn created concerns

about loss of scientific independence, as

well as about the proprietary character of
the research results.

Intellectual Property:
Motor or Brake

to Technology Diffusion?

The definition of intellectual property has

become one of the most important issues in

discussions of the diffusion of technology.

On the one hand, only rapid and effective

diffusion of new knowledge and techniques
will ensure the essential link between

research and practical application. On the

other, universal protection of intellectual

New uses have been discovered for

materials already known to science:
for silica, in exhaust pipes (left), and
silicon, in a chip which can monitor the

quality of blood during an operation
(right).

property is necessary to protect the scien¬
tists, industrialists and others who have

invested in the basic research.

Yet growing evidence suggests that the

diffusion of new technologies is the major
bottleneck in realisation of their full eco¬

nomic potential. Policy-makers used to

think, or so it seemed, that it was enough

to promote R&D (and frequently only in
specific sectors). Too often they ignored

the hurdles to the subsequent diffusion of

new technologies through manufacture

and marketing into the economy, or the

importance of promoting broadly-based

research likely to benefit small and medium

enterprises.

'Small and Medium'

Is Beautiful, Too

Newton's apple represented a huge leap

forward for science. Apple Computers,

conceived in a garage in California, repre¬

sented a similar leap for technology, and

furnishes one of the best-known examples

of the potential of small-scale, private

enterprise. All participants in the OECD

meeting agreed that small and medium-

sized enterprises have a vital role to play,

both in technological innovation and in

generating jobs, and that a suitable policy
environment is essential to their continued

success.

New Modes

of International Co-Operation

International co-operation on science

and technology sometimes evokes dusty

bilateral agreements, with cumbersome

commissions reviewing often meagre

results. Ministers at the OECD meeting

acknowledged that international co-opera¬

tion has improved significantly, character¬

ised by new, pre-competitive alliances of

MNEs, world-wide computerised commu¬

nication networks, and international gov¬

ernment/private-sector/university con¬
sortia with arresting labels like EUREKA,
ESPRIT and RACE.

The reasons are obvious. The invest¬

ment in research now required to achieve

significant further advances in areas like

telecommunications, new materials and

aerospace, to name but three, is such that

few firms, research establishments, or

indeed governments, can support the costs
on their own.

As one European research minister

noted, projects like the 50-kilowatt laser,
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the Human Frontier Science Programme

proposed by Japan, or finding a cure for

AIDS, are unlikely to be achieved by any

single firm or nation. With quantitative

advances in many hi-tech projects requiring
billions of dollars in investment and world¬

scale markets to amortise R&D costs,

governments are increasingly grouping

together directly, as with the Strategic
Defence Initiative of the United States, or

are encouraging private enterprise to enter

into international arrangements as with

Europe's ESPRIT and EUREKA agree¬
ments.

As they do so, governments may have to

redefine policies on competition, monopoly

wWhat is 'Hi-Tech'?

High technology is evolving so
rapidly that it is estimated that two-

thirds of the technologies that will be in

use in the year 2000 are not yet
available. This year's breakthrough will

be next year's old hat. At the leading

edge of scientific and technological
research are:

Micro-electronics and semiconduc¬

tors: the key to 'intelligent' machines,

from microwave ovens and fuel injec¬
tion in automobiles to supercomputers.

Very Large Scale Integration, new

materials like gallium arsenide for chips,
superconductors and multiple pararallel
processors could enable computers to

reach speeds of trillions of operations
per second by the 1 990s.

* Information Technology: 'IT in¬
volves computers and communication,

increasingly merging as 'telematics'.
Strong emphasis is currently placed on
finding superconductors to allow the
computers to work even faster.

* biotechnology: new plant strains,
new medicines and pharmaceuticals

and soon, new people? Genetic engi¬
neering raises the most sensitive safety
and ethical issues, and has led to the

OECD's own code of conduct. 1

new materials: carbon fibres and

composites for space and aircraft, as

well as the family car. Optical fibres for
communications and cable networks

are opening vast new horizons for

integrated systems digital networks.
* Aerospace: propfans, scramjets
and super-sonic aircraft. The next

quantum leap in air transport is only
around the corner.

precision instruments and robots are

the keys to new manufacturing systems
and machine tools that are both 'intel¬

ligent' and flexible.

1. Recombinant DNA Safety Considera¬
tions. OECD, Paris, 1986.
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and protection of intellectual property. And
although free trade, a concept based on
distinct national sovereignties, remains a
fundamental tenet of OECD member coun¬

tries, its definition, too, may have to be
re-examined in the light of such multi-

government, multiple-enterprise arrange¬
ments.

New international frameworks have

another important spin-off: they are seen
as a means of bridging the 'technology gap'
that has sprung up, even inside the OECD,

among countries with varying capacities to

create and exploit advanced technology.
International collaboration is one way for
small and medium countries to stay in the
high-technology game. But,as Barry Jones
noted at the meeting, such countries must
also choose between two basic schools of

thought on the future direction of their

science policies: if they opt for 'traditional

incrementalism' in the hope of preserving
existing structures and aging industries,

they are likely to see the gap widen; they
may be better served by pursuing, as
countries like Finland and Canada have

done, 'radical discontinuity', where na¬
tional areas of excellence have been devel¬

oped to exploit and fill niches in the world
market.

Committee Will Examine

Code of Conduct

for International

Co-Operation

The Paris meeting concluded that inter¬

national science and technology relations
would have to be based on an equitable

contribution by all countries in supporting
basic research, an open system for dissem¬
inating results of fundamental research and

a fair contribution by all to training a new
generation of scientists and engineers.
International economic relations had to be

strengthened through improved access to

world markets to ensure rapid diffusion of

new technology and to enable firms to

amortise the rising development costs of

new products and services stimulated by
technological advance. At the same time,

universal protection of intellectual property
rights had to be assured for institutions

which have invested in the development of

the new technologies.

As a first step in putting these conditions
into place, the OECD Committee on Scien¬

tific and Technological Policy was charged
with developing proposals for a general
framework of common principles for inter¬
national co-operation in science and tech¬

nology. It is anticipated that the first
proposals will be forwarded to the OECD

Council in April and the resulting frame¬
work should be high on the agenda if OECD
science ministers meet again in two to
three years.

Who

Spends
What

on R&D?

A summary of the OECD's third report on

Science and Technology Indicators1 was
presented to the Ministerial Meeting; some

of its most important findings are outlined
below.

OECD countries spent about
$230 billion on R&D in 1985 and

employed about 1.7 million R&D

scientists and engineers (expressed in full-
time equivalents).

The percentage of GDP devoted to R&D

in OECD countries has grown throughout
the 1980s. Industrial R&D has also both

expanded as a percentage of value added

and grown faster than investment in fixed

assets, while in many countries govern¬

ment funds for R&D have grown more

rapidly than total government expendi¬
ture.

The largest countries the United

States, Japan, Germany, France, United
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Kingdom, Italy and Canada spent most

on R&D, not only in absolute terms, but

also, along with Sweden, Switzerland and
the Netherlands, in relative terms mea¬

sured as a proportion of GDP and industrial

value added. Only five countries spent

2 per cent or more of GDP on civil R&D in

1985: in descending order, Japan, Ger¬

many, Sweden, Switzerland and the United
States.

In Japan, R&D spending during the first

half of the decade grew twice as fast as in
the EEC countries, with the United States

about halfway between them. But the
United States still accounts for a little

under half of total OECD R&D spending,

with Japan, at more than 1 6 per cent, in

second place.

Japan's scientific, technological and

related industrial performance continued to

grow stronger. A strong push from busi¬

ness investment, which accounted for two-

thirds of national R&D spending, increased

Japan's share of all OECD R&D and indus¬
trial R&D. At the other end of the scale, it

improved its market share of OECD exports

of R&D-intensive products, which contri¬

buted to a large surplus in its balance of

trade. OECD domestic applications for

patents grew substantially only in Japan

and, for the first time in 1 984, its receipts

from the sale of licences and patents

matched its payments.

A. RESOURCES DEVOTED TO R&D

Geographical Breakdown

Expenditure1 1985 Research Scientists and Engineers 1983

Others 7 % USA 49 % °tners 8 %_ USA 43%

EEC A \
28 % M \ r

\ EEC mk \
-^ \ 28 % M A r

I Wk Major 7 94 % / / \ B Maior 7 90 % / /

Japan2 16 % >:~-_l	^ Japan 2 21 % ^5^-	,	

1. Gross Domestic Expenditure on R&D (GERD).
2. Figures adjusted by the OECD to facilitate comparison.
Source: OECD, STUD Data Bank, November 1987.

The United States maintained its leading

position for science and technology in the

OECD area. Its share of total R&D spend¬

ing, industrial R&D spending and exports of

R&D-intensive products was unchanged in

the early 1 980s, and it remained the
dominant exporter of technology in the

OECD area, with a very substantial surplus

on its technological balance of payments.

But by the mid-1980s the United States

went into deficit for trade in products of

highly R&D-intensive industries. Defence
dominated the American R&D effort,

OECD Science and Technology Indicators
No. 3 - Resources Devoted to R&D, Produc¬

tion and Diffusion of Technology, OECD,
Paris, 1988.
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C. CIVIL AND MILITARY EXPENDITURE1

ON R&D

as a percentage of GDP

Civil Expenditure

Military Expenditure

HIGH, MEDIUM AND LOW R&D-INTENSIVE INDUSTRIES

Trade Balance and Coverage Ratios in 1985

1. Gross Domestic Expenditure on R&D (GERD).
2. Figures adjusted by the OECD to facilitate

comparison.

Source : OECD, STUD Data Bank, November 1987.

absorbing 60 per cent of government
research funds and representing perhaps a
quarter of the national R&D expenditure.

The EEC lagged further behind the

United States and Japan. Its share in total

OECD R&D spending has continued to
shrink by one percentage point every two
years, falling below 30 per cent in 1983,

and it has continued to drop since. Growth

in total and in industrial R&D was low by
OECD standards and its share of exports of
highly R&D-intensive products fell. It was

in deficit with both Japan and the United

States for such goods and all the individual

EEC countries, with the exception of the

United Kingdom and Denmark, imported
more technology in the form of licences and

patents than they exported.

Business has paid for an increasing share
of national R&D in the majority of OECD
countries and now accounts for over half of

R&D funding in the OECD area as a whole.

Correspondingly, the share of funding by

(billion US$) (Exports where imports - */

High
R&D

Medium Low

R&D R&D
Total1 High Medium Low

R&D R&D R&D

Total

R&D

United States

Japan
EEC2

-6.0

45.2

0.4

-52.4 -73.2

65.1 11.3

63.9 7.6

-130.2

120.8

71.5

0.91 0.58 0.32

5.38 4.95 1.44

1.16 0.86 0.91

0.56

3.32

0.93

1 . These three categories do not add up to an exact total because the trade data are product-based and lack
the detail to allow conversion to industry-based figures.
2. Excluding trade between EEC countries.

Source: OECD, Industry Policy Division, November 1987.

governments has declined. The United

States, where government and industry
have remained equal partners in funding
national R&D, was the major exception.

About 40 per cent of all government-
financed R&D in the OECD area was for

defence programmes, of which about

80 per cent was financed by the United
States government.

R&D support has increasingly been con¬
centrated on key technologies, such as
biotechnology, which has been selected as

a priority by practically every OECD coun¬
try, and on centres of national excellence.

An example from biotechnology in the
United States is the Biotechnology Process
Engineering Centre at the Massachusetts

Institute of Technology. Examples of con¬
centrated support in information techno¬

logy include the 'Fifth-Generation Com¬

puter' programme of Japan and Alvey
Programme in the United Kingdom.

Industry carries out over two-thirds of

R&D in the OECD area. Its R&D investment

has been increasingly concentrated in
industries that are major generators of new

technology, such as electronics, comput¬
ers, chemicals, drugs and aerospace. If
innovations and new technologies are not
efficiently diffused between countries and

among enterprises, the services and other

industries with modest S&T capacities

could fail to benefit fully from the new
technologies.

The importance of university research in
national R&D efforts has declined. It is still

mainly government-funded but the propor¬
tion of 'mission-oriented' government
research funds is increasing at the expense
of block-grant funding from education min¬

istries. Together with the continued

strengthening of R&D links with industry,
this change of emphasis may favour more
short-term objectives and could jeopardise
the traditional long-term or basic research
efforts of the universities.

The internationalisation of science and

technology and related industrial activities

has continued. International programmes
for R&D co-operation have increased in

importance, an example being Framework,
the pan-European research programme
funded by the European Commission,

which consists of eleven separate projects,
such as RACE (communications networks),

JET (nuclear fusion) and BRITE (information

technology), etc. Exports from industries
which are highly R&D-intensive increased

as a percentage of all OECD exports.

Although domestic patent applications

were sluggish, the number of patents taken

out by foreigners grew in most member

countries, due in part to the introduction of

international patent arrangements.

Italy

Denmark

Canada (1983)

-Netherlands

:-- Germany

United Kingdom
France

Portugal
(1984)

Australia (1981)

Austria

Norway

:-Finland(1982)
Sweden (1983)

L-Spain (1983)

Source:

OECD, STUD Data Bank, November 1987.
-Japan

United States (1983)

Receipts
Payments

Balance
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The Tax Treatment

of Fringe Benefits

by Jeffrey Owens1

Fringe benefits account for an

increasing proportion of

employees' remuneration. Because

they are usually given favourable
tax treatment, tax revenues are

reduced and the tax burden

redistributed in ways perhaps

unintended by legislators. But what

are 'fringe benefits'? Why
are they used? And how are they

treated under different tax systems?2

Fringe benefits include all non-mone¬

tary advantages with which an
employer provides an employee for

services rendered. They form part of the

employee's overall remuneration and are
usually offered as part of a voluntary
agreement between the two parties,
though the employer may be under a
statutory obligation to provide some bene¬

fits (a pension scheme, for example).
These general characteristics do not

provide tax authorities with a clear defini¬
tion of fringe benefits. The majority of

'We're not too impressed with the canteen here'

'That's what I call a status symbol - a sunken desk. . .

countries have tried to overcome this

vagueness by establishing a comprehen¬

sive list setting out the tax treatment of a

broad range of the benefits employees

typically enjoy, although a few countries

have been able to tax benefits effectively

under the ordinary income tax rules.3
Whichever approach is adopted, tax
authorities cannot avoid a number of bor¬

derline difficulties in defining fringe bene¬

fits, the most important of which are

discussed below. Not all payments in kind

are fringe benefits. Gifts and gratuities from

employers to employees, for instance, are

not usually regarded as such since they are
not remuneration for services rendered. But

the legal definition of a gift or gratuity

varies from country to country. Benefits

considered part of the taxpayer's working

conditions, such as a canteen or leisure and

recreation facilities provided free of charge

by the employer, are another grey area. In a
number of member countries benefits of

this type are specifically excluded from the
tax base.

Benefits with a definable value but which

cannot be converted into cash may raise

difficulties. An airline ticket which must be

used by the employee, for example, has no
cash value since the ticket cannot be sold.

1 . OECD Directorate for Financial, Fiscal and Enter¬

prise Affairs.

2. The main focus in this article is on the income-

tax treatment of fringe benefits received by

employees, though the self-employed, directors and
shareholders may also use them. The descriptions

refer to legislation in force in 1 986 and are based on

The Taxation of Fringe Benefits, OECD, Paris,
1988. The report examines in more detail the

country practices described in this article and also
discusses a number of issues which are not referred

to here, the most important of which are: the

treatment of fringe benefits under capital gains taxes

and social security contributions; the complex issue

of the tax treatment of employee share participation

schemes; the international implications of different

country approaches; the administrative procedures
used to tax such benefits.

3. In Australia, for example, the relevant provisions

up to 30 June 1 986 required all 'gratuities, compen¬
sations, benefits, bonuses and premiums allowed,

given or granted [...] in respect of, for or in relation,
directly or indirectly to, any employment of or
services rendered by the taxpayer to be subject to
tax'. Other OECD countries have a diversity of

expressions which produce the same result.
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Which fringe benefits are subject
to tax?

In almost all OECD countries, the

provision by employers of accommoda¬
tion, free or low-cost loans and private
motor vehicles is usually taxable. Com¬

pulsory social security contributions paid
by employers are either specifically
excluded from the tax base of the

employee or, most frequently, not
regarded as a fringe benefit at all. Most
countries also exclude contributions to

private pension or superannuation funds

from the tax base, butpensbn payments,
state or private, are usually taxable.

Taxation practice varies widely on
employer contributions to private medi¬
cal, dental and life assurance premiums,

though the payments from such funds
are rarely taxable. Canteen, leisure and
recreation facilities tend not to be taxed

if they are open to all employees
without discrimination. Employees are
usually taxed on any contribution their
employer may make to the education of

their children. Employers are generally
able to deduct the net cost ofproviding
fringe benefits to their employees
where such costs are incurred exclu¬

sively for the purpose of the busi¬
ness.

TAXING FRINGE BENEFITS

How are benefits valued?

One of the main difficulties with

taxing fringe benefits is how to value

the advantage enjoyed by the em¬
ployee. Four main methods are used:

The first is the value to the employee,
which is commonly considered to pro¬
vide the fairest measure for taxation

because it implicitly takes into account

the individual taxpayer's circumstances
and preferences. This value is often

described as whatever the taxpayer
would be willing to pay for the benefit.

But it is a very imprecise concept and in
practice is rarely used.

The second method used is the cost to

the employer, which has the advantage of
usually being readily ascertainable. The
main difficulty arises where there is little or

no real cost to the employer even though
the employée may enjoy a significant

benefit by the consumption of the good,
as, for example, in the provision of airline
seats which would otherwise be unoccu¬

pied.

A third method is market value,

commonly used because it removes the

subjective element inherent in as¬

sessing the value to the employee. But

there is no market for certain types of
benefits, such as motor vehicles the use

of which is restricted by the em¬
ployer.

A fourth valuation method is to use

standard values. It is an approach which

overcomes some of the disadvantages
of the other methods and avoids exces¬

sive administrative costs to the tax¬

payer but it may involve unfairness to
individuals.

In practice, most tax systems use a
variety of methods. Standard valua¬

tions may be applied to some types of
benefits, such as the private use of

motor vehicles, while a more general
range of methods, often based on

market value, may be applied to a wide
range of other benefits.

The majority of countries use market

values as the general basis for valua¬

tion. In the United Kingdom, Ireland and
Italy, the more general basis applied is

the cost to the employer. Very few
countries use the notion of value to the

employee, although several use market
value as a general approximation of

value. In all OECD countries any pay¬
ments made by the employee to obtain
a benefit serve to reduce the amount

that would otherwise be taxable.

These benefits may escape tax altogether
because of the hardship which would be

imposed on employees if they had to pay
tax on them. Problems can arise also when

the employer provides benefits to persons
associated with the employee, such as a

free television to an employee's spouse.
Since the employee does not receive the
benefit directly it may escape tax.

Although the treatment of specific fringe
benefits may differ between countries,

there is broad agreement that certain

advantages associated with employment
do not constitute taxable income. Benefits

which are either completely intangible (like
the status attached to a job), or which
cannot be reasonably assigned a value
(such as flexible working hours) are there¬
fore rarely taxed.

The Benefits to Employees ...

Employees accept fringe benefits for a
number of reasons:

To pay less tax. The most obvious
motive is that favourable tax treatment of

fringe benefits reduces the employee's

average (and, in some cases, marginal) rate

of tax on his total remuneration package.

To pay lower social security contribu¬
tions. A number of countries either do not

include fringe benefits in the base used to

calculate employees' social security contri¬

butions or, if they do, tend to undervalue

them. Increasing the proportion of remun¬

eration taken in fringe benefits will thus

reduce the amount that employees contri¬
bute.

To maximise welfare entitlements.

Where an employee's entitlement to social

benefits, such as income support pay¬

ments, increases inversely to his money

income, he will have an incentive to substi¬

tute fringe benefits for wages.

To reduce inconvenience. Some fringe
benefits may be accepted by employees
because they make life easier, such as

accommodation close to work or parking
facilities in a large city.

To enhance their status. Some benefits

may confer increased status within the

company (dining in the directors' restau-

M iitji tttnc.
s/m

1,-ïSJK

Accommodation close to work...
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rant, for example) or in society (a chauffeur-
driven car).

But the proportion of remuneration that

employees are prepared to accept as fringe
benefits is limited. Benefits 'in kind' will

limit an employee's spending flexibility.

Second, the exclusion of fringe benefits

from the social security base may reduce

employees' rights to social benefits, such

as pensions which are determined by the
extent of their contributions.

... and to Employers

The advantages to employers of pro¬

viding fringe benefits mirror to a certain

extent the gains derived by employees.

They lower total labour costs. Favour¬

ably taxed fringe benefits may enable an

employer to provide an equivalent after-tax

remuneration to the employee at a lower

cost than if the employee were paid all his

salary in cash.

They reduce social security contribu¬

tions. Where fringe benefits are excluded

from the base used to calculate employers'
social security contributions or are valued

at less than the market rate, their substi¬

tution for wages and salaries reduces the

amount of social security contributions

paid by the employer.

They allow more flexibility in salary

structures. Where salary scales are nego¬

tiated centrally, an employer may see

fringe benefits as a convenient way of

rewarding outstanding employees or cer¬

tain categories of workers, especially when

an income policy is in operation.

They provide an incentive for employees

to remain with an employer, which could be

important where the company has made a

large investment in the training of its
workers.

They encourage productivity, especially

with fringe benefits such as employee

share schemes where employees partici¬

pate in company profits.

They have come to be expected by

employees. In many countries and in many

industries the provision of a company car

and possibly other benefits has become an

accepted part of the employee's total

package of remuneration. If an employer

does not provide them he risks being
considered uncompetitive.

But there are limits to the substitution of

fringe benefits for cash wages, the most
important of which is that not all benefits

may be tax deductible or enjoy favourable
tax treatment.

Implications for Governments

The main implications for tax authorities

from the spread of fringe benefits are that
the tax base is eroded, the distribution of

the tax burden is altered and increased

7 expect he's got an uncompetitive employer

opportunities for avoiding tax may be
created.

It is not easy to compile comparable data

on the extent to which fringe benefits

reduce tax revenues. Nevertheless, the

statistics presented in the OECD report The

Taxation of Fringe Benefits suggest never¬

theless that the revenue cost may be

large, and time-series data from Australia,

the United Kingdom and the United States

indicate that it has been increasing.

It is equally difficult to draw general
conclusions about the distribution effects

of the favourable tax treatment of fringe

benefits. Yet the available data do suggest
that as income increases so does the

percentage of employees receiving fringe

benefits (Australia, Finland, United King¬
dom, United States) and the proportion of

wages and salaries taken in the form of

fringe benefits (Australia, Finland, Ireland,

United Kingdom). The monetary value of
fringe benefits, moreover, tends to rise

with income in most countries. Progressive

rates of income tax, combined with these

features, ensure that the value of a fringe

benefit to a taxpayer increases with his
income.

Besides these revenue and distribution

effects, the spread of fringe benefits may
also have some broader economic implica¬

tions. Because it is often difficult to put a
value on these benefits and their real costs

to the employer, wage negotiations may be
complicated and it may be more difficult to

compare remuneration packages between

firms. Non-portable fringe benefits, such as

pension and life insurance plans, may also

reduce the mobility of the labour force and

thus impede the efficient functioning of
labour markets. And consumption patterns

can be distorted when particular goods or

services are typically provided as favour¬

ably taxed fringe benefits. For example,
favourable tax treatment for business

lunches may enable restaurants to charge
higher prices than they would otherwise be
able to do.

To conclude, fringe benefits are now a

major component of employees' remunera¬

tion, and tax authorities have become

concerned about their impact. Many coun¬

tries have responded by tightening their

legislation, sometimes as part of a major

reform of their tax systems.
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Transport's Toll
on the Environment

by Ariel Alexandre and Christian Avérous1

Efforts are being made in
many countries to reduce the

harmful impact of transport
on the environment. But the

problem is international:

motor vehicles are

internationally traded, they
cross national borders and

they emit pollutants which
also cross frontiers. So

internationally agreed
standards on emission are

necessary, though insufficient
in themselves.

Stricter enforcement of

existing standards and

schemes which manage traffic
without damaging the

environment are also required,
as are 'incentives' to

minimise pollution and noise

and encourage the use of
quieter, cleaner vehicles. Such

a package of measures could

drastically reduce noise and

pollution, as an OECD report
points out.2

Despite their increasing prominence
on the roads, diesel-powered

vehicles are less strictly controlled
than those which consume petrol.
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The production and use of infrastruc¬

tures and vehicles constitute a key

sector in OECD economies, repre¬

senting 4 to 8 per cent of GDP and 2 to

4 per cent of jobs. The purchase of trans¬

port services and vehicles accounts for a

significant percentage of business outlays
and household expenditure (around 10 to

1 2 |per cent). A substantial share of tax
revenues also goes towards government

expenditure on transport, particularly for

capital investment and subsidy to running
costs.

The side-effects of transport include

accidents, traffic congestion, air and noise

pollution as well as the consumption of

energy, land and other resources.

Dirty and Noisy Vehicles

Air pollutants emitted by road transport

vehicles include carbon monoxide, lead,

volatile organic compounds, nitrogen ox¬

ides and particulate matters, all of which

damage health and environment. In addi¬
tion, the combustion of fossil fuels contri¬

butes to the growing concentration of

carbon dioxide in the atmosphere, and the

potential climatic and consequent eco¬

nomic and social effects are causing con¬

cern.

Only Japan and the United States have

succeeded in improving the quality of
'ambient' air in the 1 980s over the 1 970s.

Elsewhere, progress has been limited; in

Europe, for instance, control of emission
and other measures have still not been

sufficient to bring about anything more

than isolated improvements in the quality

of the atmospheric environment.

Even less progress has been made in the

reduction of noise. Transport creates by far

the most noise, ahead of construction.

New sources of noise now invade quiet holiday villages.

TRANSPORT NOISE AND AIR POLLUTION

NOISE

United States OECD Europe Japan All OECD

Percentage of population
exposed to high noise levels 7 13 31 14

from transport (Leq>65 dBA)

AIR POLLUTION

Total transport emissions as %
of total emissions

NOx 47 51 39 48

CO 71 81 n.a. 75

sox 4 3 9 3

Particulates 14 8 n.a. 13

HC 39 45 n.a. 40

Sources: OECD Environmental Data, OECD, Paris, 1985; Fighting Noise, OECD, Paris, 1985.

industry, or neighbourhood noise. Road

traffic is the chief offender, with exposure
to aircraft noise next in most countries. The

overall quality of the acoustic environment

has remained stable in recent years, but

there has certainly been no change for the
better.

It is hard to determine what has contri¬

buted most to the relative stabilisation of

noise in the past five to ten years noise

abatement policies (where they exist), gen¬
eral economic trends (the slowdown in

growth rates), or technological progress.
With aircraft noise, for instance, while

international regulations have played some
role, energy constraints have induced

manufacturers to develop aircraft which

use fuel more efficiently, which happen also

to be quieter.
The standards on the emission of noise

that have been adopted are bringing some
improvement in road traffic noise, but the
full effects of such measures take some ten

to twelve years to be felt when the vehicle

fleet is fully replaced. Moreover, consider¬

able efforts have been made to protect

existing buildings through the installation

of anti-noise screens and soundproofing,

especially in unacceptably noisy 'black-

spots' (above 65 decibels).
But on their own such devices cannot

improve the quality of the acoustic environ¬

ment to any significant extent. Before real

progress can be made, noise abatement

policies must be reinforced to counter

adverse trends, especially in the growing

number of areas subject to uncomfortable
noise levels (55 to 65 decibels). New

sources of noise are also emerging (such as

recreational vehicles and the diesel engines

which are in increasing use), while noise
pollution is also beginning to affect rural,

tourist and unspoilt areas hitherto spared

this type of nuisance.

1. OECD's Environment Directorate.

2. Transport and the Environment,

to be published.
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Catalytic convenors (inset) require the use of lead-free petrol: both are innovations which will reduce environmental pollution.

Tighter Standards.

Most OECD countries have introduced

regulations governing exhaust and noise
emissions from motor vehicles. The sev¬

erity of regulations varies widely, and the

countries which deal most harshly with air

pollution do not necessarily impose the

tightest restriction on noise. And opinion
about the speed at which emission stan¬

dards should be progressively tightened is

far from united, reflecting not only differing
public attitudes but also variations in the

impact of air pollution and noise and the

capacity of the local environment to assim¬
ilate them.

On Exhaust Emissions

The stringent standards on air pollution
applied in the United States and Japan and,

more recently, in other countries, too, are

achieved by the use of what are known as

catalytic converters, especially 'three-way
catalytic converters', which require the use
of unleaded gasoline, itself beneficial, since
lead is harmful to health. These devices and

the necessary ancillary equipment increase

the cost of vehicles by $250 to $750, with

the relative increase in cost being largest
for small and inexpensive cars.

Other new technologies are being devel¬
oped, especially in Europe and Japan. The

best known is the 'lean-burn' engine, which

will have the advantage of consuming less
gasoline and causing less pollution than

present engines.

Attention so far has been primarily
directed at gasoline engines, with relatively
little consideration given to diesel engines
used in cars, trucks and buses or to

two-wheeled motor vehicles. These types
of vehicles are becoming increasingly used
in OECD countries, and emissions of

nitrogen oxide and particulate matter have

risen in consequence. Tighter standards
must therefore be imposed on these vehi¬

cles as well; the United States is now

introducing such standards, and the Euro¬

pean Commission has also advanced a

proposal to that end.

On Noise Emissions

The targets set for noise emissions

agreed at the OECD Conference on Noise

Abatement Policies in 1980 - 75 decibels

for cars and 80 decibels for heavy vehi¬
cles - have not yet been attained, although
similar standards have been adopted by
Japan and Switzerland. Various techno¬

logies exist for bringing noise emissions

down to the OECD's targets, and the
resultant increases in cost would generally
be under 5 per cent of the price of the
vehicle (less than 3 per cent for cars and
buses).

... Better Enforced

Standards obviously have to apply not

only to new vehicles but also to existing
ones. Their emission of pollutants and
noise rises over time, so that the enforce¬

ment of emission standards and the main¬

tenance of vehicles are two essential com¬

ponents of policies intended to protect the
environment.

But test procedures for vehicles in use

must be simpler than those for new ones.

Such tests (which could include on-the-

spot checks) must be cheap, quick and
easy to carry out, and they may have to be

performed by a network of inspection

centres. Special teams of inspectors and

test centres are the only effective way to

ensure that vehicles comply with the stan¬
dards imposed and that motorists maintain

them properly. In addition, special dura¬
bility tests should be carried out on new

vehicles, to promote the adoption of dur¬
able technical solutions.

Broadening the Policy Base

To reinforce regulatory provisions aimed

at making vehicles cleaner and quieter,

economic incentives could encourage the

production and purchase of non-polluting
products. Vehicle prices could be linked to
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noise and pollution characteristics. An 'en¬

vironment' tax could be put on fuel (as
exists in the Netherlands to combat both

noise and air pollution). Leaded fuel could

be taxed at higher rates than unleaded fuel

(as in Germany and Switzerland). Such

devices would not only speed the introduc¬

tion and use of quieter and cleaner vehicles

but could also generate funds for combat¬

ting air pollution and noise.

Other types of incentive are available.
Vehicles could be labelled in terms of their

acoustic and air-polluting characteristics.

Preferential treatment could be given to

very clean and quiet vehicles and their use

in sensitive zones, such as residential and

leisure areas, encouraged. And information

campaigns could change the behaviour of
drivers.

Traffic management can usefully affect

the impact of vehicles on the environment.

Charges can discourage driving where

traffic is especially intense, or direct con¬

trols may be required, combined with

improvements, where necessary, to public

transport services. More general measures

designed to limit the volume of traffic both

in cities and outside them (through devices
such as buffer zones, speed limits, schemes

to control congestion and so on) can
significantly reduce emissions and other
adverse effects on health and the environ¬

ment.

Controls may have to be extended to

other pollutants besides those covered by

existing provisions. They include organic

substances such as polycyclic matters,

EXTENDING THE USE OF ECONOMIC INSTRUMENTS

Economic instruments involving pric¬

ing, taxation and subsidy applied to
fuels, vehicles and infrastructure could

be used more effectively to reduce the
harmful effects of transport on the

environment. That is a key lesson from
ten case studies carried out in Athens,

Gothenburg, Hong Kong, London, Los
Angeles, Munich, New York, Osaka,
Paris and Singapore, as part of the

OECD study on transport and the envi¬
ronment.

A few examples of such economic
devices are:

government purchasing of low- or

non-polluting vehicles to expand their
market (Munich)

charging road users to promote the

staggering of travel times and increase

the occupancy of private cars, thereby

raising the efficiency of highway sys¬

tems and stabilising vehicle emissions

(Hong Kong, Singapore)
transit 'travelcards' giving easy and

'free' access to networks of buses,

métros and trains (London, Paris)

employer contributions towards em-

Pans transport authorities
have instituted

a campaign to reduce the
volume of traffic

on the roads around the

city.
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ployees' travelling expenses, to offset

such inducements to commuting by car

as free parking, company vehicles and
fuel allowances (Osaka, Paris)

the trading of 'air rights' and land-use

zoning advantages above or near
railway and metro stations in return for

the building or rebuilding of inter¬

changes (Los Angeles)
the leasing of rapid transit cars to

reduce pressure for capital borrowing

and to obtain the tax advantages on
capital investment available to private

companies (New York)

charges on petrol and diesel fuels
as have been levied in the Nether¬

lands since 1980 to help finance

noise abatement programmes
differential taxation of leaded and

unleaded fuels to promote the use of

the unleaded forms and limit the risk of

misfuelling vehicles equipped with

exhaust catalysts (Switzerland)
tax reductions on the purchase of

cars with lower polluting tendencies to
offset the cost of emission control

devices and to promote the sale of cars

fitted with them (Germany)

aromatic hydrocarbons like benzene, heavy
metals and fibres such as asbestos. Little is

known about the magnitude and the effects

of such emissions, and few governments

have taken preventive measures. At the
same time, emissions from fuel additives,

from the wear and tear of tyres and brakes

and from the use of regenerated lubricants

must also be studied and may call for

controls.

Past policies on transport and the envi¬
ronment have not been successful in

bringing about the improvements in the

quality of ambient air and the acoustic

environment that were hoped for.

National governments must apply their

specific policies more vigorously to reduce

the environmental damage of road traffic,

and at the same time incorporate environ¬

mental considerations into traditional poli¬

cies covering transport, industry, energy

and trade. They must also co-ordinate and

implement these policies more effectively

than in the past. Moreover, national poli¬

cies must be applied and supported locally;

and since urban areas are more directly

affected by the harmful consequences of

transport movement, local authorities must

reinforce central government measures by

taking effective steps to control traffic on

the roads under their control. Eliminating

pollution and noise 'blackspots' would go a

long way to enhancing the quality of life in
towns and cities.
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New Policies

for the Countryside

by Christian Huillet and Pieter van Dijk'

Large-scale rural depopulation now

seems a thing of the past, although

there is still substantial migration

from country to city in the least industrial¬
ised Mediterranean countries. In the Uni¬

ted States during the 1 970s the population

of the countryside increased by 1 6 per cent

and in metropolitan areas by only 10 per
cent. There was a similar trend in France:

from 1975 to 1982 the rural population

grew by 6 per cent, compared with urban

growth of 2 per cent. So had an explosion

taken place? The answer is no, although in
most OECD countries there was an unex¬

pected rural growth during the 1970s. But

it is already starting to slow down. Fore¬
casts indicate that between now and the

turn of the century the populations of some

areas may fall so much that their economic

survival may be threatened. In Sweden, for

example, despite some migration to the

country, the number of people who live

there is still declining by about 1 per cent

per year.

Urbs in rure

This demographic change is particularly

important where it is accompanied by

sociological change. The people who are

moving into the countryside are seldom

farmers; virtually all of them work in

industry or in the service sector. The rural

economy has undergone considerable

diversification. Crop and livestock farming

are no longer its mainstay. Fifty-two per

cent of new industrial jobs in France
between 1976 and 1985 were in rural

areas. In Italy, 63 per cent of the non-

agricultural jobs created by private enter¬

prises between 1971 and 1981 were also

in rural areas.

At the beginning of the 1 980s the rural

population in the OECD area accounted for

10 per cent of the total working popula¬
tion, compared with 22 per cent two

decades previously. As industry and ser¬

vices have shifted to the countryside, the

traditional importance of agriculture has

declined. Although it is still the backbone of

The past ten years have seen

a series of upheavals in rural

life, bringing changes so
extensive that the previous

policies of OECD countries

may no longer be

appropriate. What

considerations should govern

the drafting of new measures?

the rural economy, it now often accounts

for less than 5 per cent of GDP, and in some

cases is now only a supplementary part-

time activity.

Decentralisation

The third change affects the institutional

organisation of rural areas. Many OECD

countries have devolved central power to

rural local authorities or regions. Some
federal states have transferred additional

powers to lower tiers of government.

Others, like France, have increased the

ambit of local and other regional authori¬
ties.

At the same time, the 1 2 Common

Market countries have delegated some of

their authority to Brussels, notably through

the Common Agricultural Policy. As a result

of these institutional changes, it is often

difficult to determine where the responsi¬

bility lies for collecting or allocating the

funds required to implement policies. In

many countries, the authorities responsible

for formulation of policy disagree with
those able to tax or borrow on the financial

markets. In others, a reduction in central

government funding is seen as going hand
in hand with the decentralisation of bud¬

getary powers.

New Initiatives

How can governments today embody

these demographic, economic and institu¬

tional changes in a new policy of rural

development? Until now 'countryside' all

too often meant 'farmland', and rural

development policy was thus seen as a

by-product of, or adjunct to, agricultural

policy; very few OECD countries have

attempted to implement rural policies

geared to today's economic realities. But

things are changing. In May 1987 the

OECD Council at Ministerial level recog¬

nised the importance of concerted reform

of agricultural policies that would take into

account the changes that have taken place

in rural life. In September 1 987 the Euro¬

pean Commission, with several aims in

mind, set up an inter-departmental group

to study new measures for rural develop¬

ment: to promote the rural economy, to

develop the leisure and recreational activi¬

ties that the countryside has to offer, and

to encourage environmental renewal in the

countryside.

The Council of Europe has launched a

'Campaign for the Countryside' for 1 987
and 1988, and the United States is

engaged in a similar venture on a vast

scale. In France, a 'national day of the

countryside' has just been organised under

the aegis of the Prime Minister. But strate¬

gies, and especially institutional ones, for a

new rural policy still have to be defined.

Current thinking identifies five basic
trends.

Territorial rather than Sectoral

Policies

The first trend is that development

objectives are starting to be defined for the

countryside as a whole instead of for a

single economic sector. Until now land-use

and regional policies have often reflected

the requirements of a single sector that

is, industry. Agricultural policies have like¬

wise often given insufficient weight to the

difficulties of managing rural areas as a
whole.

Some countries have implemented a

'territorial' approach to rural development.

In 1975, for instance, Switzerland passed
a federal act on aid for investment in

1 . OECD Technical Co-operation Service.
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mountain areas, granting low-interest

loans to improve regional and local infra¬

structure. To qualify for a loan, regions
must first submit a file setting out their

aims and difficulties. The regional authori¬
ties are inter-commune bodies of various

types, whose essential task is to improve
the regional economy. They do not consti¬

tute an additional tier of government
between the communes and the cantons.

Broader Participation

The second feature of the new rural

development policies is broader participa¬

tion in decision-making. Powerful agricul¬

tural lobbies have long held sway where
everyone concerned with rural develop¬

ment ought to be allowed to voice his or her

opinion; and pockets of privilege can often
be found between the legislature, the

executive and the agricultural lobby.
This special relationship tends to con¬

tinue, although the farming community is
now making an effort to redefine its role for

all the groups and interests in rural areas.

Governments are thus faced with obvious

difficulties in ensuring that these groups are
representative. In some countries the

number of associations concerned with

More than half of new industrial jobs in France between
wine than light industry.

rural economic development has risen con¬

siderably. In Finland, over 2,000 village
committees have been set up in the past
few years. In the United Kingdom, a
national debate was launched in 1 987 by
the ALURE Report {Alternative Land Uses

and the Rural Economy). But these associa¬

tions are handicapped by their relative

youth, and they lack the vertical integration
and efficiency of the farm lobby.

For the moment, the local and regional
elected bodies are in the best position to
make their voices heard. In many OECD
countries, and especially in Scandinavia,

the associations of rural mayors play an
increasingly important role.

Institutional Efficiency

A third new trend in rural policy is that
central government is now looking closely
at its own role and the effectiveness of its

own institutions. In too many member
countries, state management is frag¬
mented, particularly in agriculture, which

tends to be organised by individual com¬
modities (cereals, dairy produce, sugar,
etc.) rather than through a general
approach; each commodity is promoted by
particular interest groups and the govern

ment departments responsible for it. The
same is true of tourism, small-scale rural

industry and the like.

Ministries of agriculture have too often
seen rural development in terms of food

supply, whereas it also concerns tourism,
the environment and planning of land-use.
Central government is now starting to take
account of these aspects. In Portugal, a
Ministry of Planning and Territorial Admin¬

istration has been set up. In Turkey, the
Ministry of Agriculture has been merged
with the Ministry of Rural and Village
Affairs. Sweden has set up specialised
departments to deal with the problems of
sparsely populated areas, which may come
under either the Ministry of Labour or the
Ministry of Industry.

The Complementary Roles
of the Tiers of Government

A fourth trend is the new awareness of

the desirability for genuine complemen¬
tarity between central and local govern¬
ment and local and regional authorities.
Although it is easier to identify require¬
ments and resources locally, a fragmented
system of decision-making will not help a
rural economy to integrate itself into

1 976 and 1 985 were created in rural areas. This engineering works is sited in Burgundy, better known for light
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national and international markets. Local

objectives must be integrated into the
national or world economy - one of the

natural roles of central government. Clear

directives should be set for the representa¬

tion of local and regional authorities on
international bodies.

Obviously, the rural economy can benefit
from complementary links between the

different tiers of government, but the com¬

plementarity should be dictated by the
scale of the operations involved rather than

imposed within the hierarchy of govern¬
ment.

The Role of the Private Sector

The fifth new trend in rural development

is the growing role of the private sector.

Most of the changes that have taken place

in recent years in the rural economy have
been the result of private initiative. In Italy,
the industrialisation of the North-East

began with local private initiatives, initially
involving the creation of agriculture-related
small and medium-sized enterprises

(SMEs), and subsequently the growth of

industry and services. In Spain, a recent
survey found 83 rural areas where local
industrial initiatives have been much more

successful than big development pro¬

grammes implemented by the government

or important private groups. These local
initiatives today employ 1 1 per cent of the

Spanish labour force.

The experience of a large number of

OECD countries has confirmed that large-

scale government intervention with a wide

range of sometimes conflicting objectives
has led, notwithstanding some successes,

to disparities of income in rural areas, and

has thus sometimes failed to promote

balanced economic development. In these

circumstances the role of government and

the private sector in rural development

must now be re-appraised.
In the United States, the Netherlands,

the Federal Republic of Germany and Den¬

mark, there are hybrid organisations that

are neither completely public nor com¬

pletely private, such as locally-based agri¬
cultural co-operatives and advisory ser¬

vices. Although their powers and aims are

limited, they will intervene, often on their

own initiative, in the formulation and imple¬

mentation of government policy. They can

exert pressure to obtain structural adjust¬

ments, while filling the gaps left by the

government and the market. Other organ¬

isations are the land and water develop¬

ment companies in Belgium and the

Netherlands (Rijkswaterstaat and Land-

inrichtingsdienst), which decide, finance

and manage the development of polders or
deltas.

But it is impossible to frame a new rural

policy without rethinking agricultural policy
itself. Farmers have historically been the

Agricultural policy could be more easily
reformed if the use of the countryside for

other purposes were encouraged.

most important force in shaping the coun¬

tryside and continue to play an essential

role in it. Nonetheless, it is now generally

agreed that agricultural policy places a

considerable burden on the public purse,

both for consumers and for the economy as

a whole. All the OECD countries agree on

the importance, underlined at the Minis¬

terial meeting of the OECD, of imple¬

menting a balanced and concerted reform

of agricultural policy. This reform will be

facilitated if it is backed by a range of

measures to promote activities in rural

areas, to strengthen the rural economic

fabric and to create alternative jobs. Rural

development is thus as necessary as
ever.

Now that the main thrusts of a new rural

development policy have been sketched,
mechanisms must be devised to allow

farms to adapt themselves to changes in

the structure of the economy, which in turn

will promote the mobility of labour and

capital between sectors of the economy.

At the same time, such services as

transport, education and health care must

be guaranteed without constant and inevi¬
table reliance on direct state intervention.

The question of which framework of insti¬

tutions best reflects these new realities is

now on the agenda.
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Spotlight on Spain

After a protracted period of sluggish

growth, with slow progress in

winding down inflation during the

late 1 970s and the first half of the 1 980s,

the Spanish economy has entered a phase

of vigorous expansion of output (4V2 per
cent in 1987, 3^2 per cent forecast for

1988) and employment (3V2 per cent
growth in 1987, Vk per cent in 1988),
accompanied by a marked slowdown of

inflation (514 per cent in 1 987, 4'/4 per cent
in 1 988). Strong pressure from domestic

demand, together with the dismantling of

trade barriers under the EEC agreement,

have led to an unprecedented surge of

imports, while export growth, influenced

by sluggish demand abroad, has remained

relatively weak. Despite the resulting

marked fall in net export volume, the

current balance-of-payments surplus in¬

creased in 1986 to some $4 billion, or

1 3U per cent of GDP and probably remained
in surplus to the tune of $1V2 billion in

1 987, thanks to continuing favourable

developments in terms-of-trade and

growing invisible receipts. Moreover, be¬

cause of huge inflows of foreign capital,

mainly long-term, official exchange re¬

serves rose to $28V2 billion by September
1 987, more than twice the figure of two

years earlier and for the first time exceeding
the amount of external debt.

Economic policy has lent support to

economic activity since 1985. Even so,

powerful automatic stabilisers, the fall in

the price of oil and other factors have

served to reduce the general government

deficit by almost 1 per cent of GDP both in

1986 and 1987. Following a period of

relatively easy monetary conditions, mone¬

tary policy was tightened in the spring of

1 987 with real interest rates climbing to a

record 1 0 per cent in September. But this

increase has not prevented an over¬

shooting of the initial monetary targets.

The 1988 Budget remains expansionary

and a gradual decline in real interest rates is

envisaged.
The Government has made more effort

to slow down pay rises in 1 988 by fixing

the increase of public-sector pay at 4 per

cent, compatible with an official inflation

target of 3 per cent during 1988. Con¬
tinuing structural adjustment and favour¬

able domestic demand prospects suggest

continuing rapid growth of GDP for at least

another year, making some further dent in

the persistently high rate of unemploy¬

ment -203/4per cent in 1987, 20V4 per

cent in 1 988, and under 20 per cent by the
end of 1989. On the other hand, the

current external account, reflecting the

rapid expansion of domestic demand, is

expected to shift into deficit from 1988.

The improvements in the economy have

two major causes: first, tighter financial

policies in 1 983-1 984 and the adoption of

a more realistic industrial policy, together

with improved flexibility in the labour mar¬

ket, have strengthened the financial posi¬

tion of all sectors of the economy, thereby
setting the stage for the subsequent non-

inflationary upswing; second, Spain's

accession to the EEC has both given an

important stimulus to the economy and

helped keep inflationary pressure at bay.

Indeed, cuts in customs duties and higher

import quotas, together with the massive

The opening of the Spanish economy under the aegis
of the EEC has attracted an enormous amount of

investment by foreign companies: here Lesieur, the
French food company, in Andalusia.

inflows of competitive foreign imports,

have in a large measure contributed to

bringing down consumer price inflation to

ambitious official targets. Similarly, the
EEC has induced substantial inflows of

private long-term capital, one of the prin¬

cipal forces behind the sharp upturn in

investment activity.

Spain's financial markets are still beset

by substantial rigidities despite appreciable

deregulation and liberalisation. Most of the

remaining deficiencies can be ascribed to

the lack of adequate instruments for effec¬

tive monetary control and management of

government debt.

Despite the favourable record of the

recent past and satisfactory short-term

prospects, two (partly related) features
give rise to concern:

After three years of rapid economic

growth (1986 to 1988), the general gov

ernment deficit is projected to stay
between 4 and 5 per cent of GDP, indi¬

cating that, apart from the windfall gain
from the fall in the price of oil, the structural

deficit has not been reduced. In periods of

strong overall growth in demand, as at

present, budget deficits directly crowd out

private demand, notably investment, and

seriously limit the scope for action in

periods of weak activity.

Despite continuing current account sur¬

pluses during the past three years, the real

foreign balance deteriorated sharply and is
projected to shrink further in 1 988 and

1 989. The cumulative decline of real net

exports over the entire period could

amount to as much as 7 per cent of 1 986
GNP.

EEC membership has increased the

openness of the economy, augmenting
import penetration but also the scope for
exports. To seize this opportunity Spanish

goods will have to be more competitive.

And to exploit its comparatively high
potential for growth, Spain will have to gain

shares in foreign markets by diversifying its
production and reducing relative prices.

While maintaining a firm policy on the
peseta, and thereby on competitiveness,

the present policies of moderating the
pressures of domestic costs, stimulating
investment and restructuring declining
industries should help shift resources to the
external sector.

The public-sector borrowing require¬

ment continues to be high. So the steep rise
of government expenditure will have to be

curbed. Institutional provisions must en¬

sure a more effective screening of both

government investment projects and cur¬

rent expenditure and, more generally,

assure better control over spending, espe¬
cially subsidies and transfers. There is also

scope for raising tax revenues as far as

possible by widening the tax base and

improved collection rather than higher
rates.

Sustaining a rate of growth sufficient to

reduce the per capita GDP gap with Spain's
EEC partners and the high volume of
unemployment, requires a major shift of

resources to the export and import-com¬

peting sectors of the economy. The crea¬

tion of viable jobs would seem to require a

shift to more cautious budgetary policies to

maintain the present downward trend of

inflation and interest rates and to bring the
growth of domestic demand more in line

with that of output.
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Achieving a Sustained Reduction
of International Economic Tensions

Tensions in the world economy, which had been building upfor
several years, broke out dramatically in the form of the sharp
world-wide falls in equity prices during the last two weeks of
October. These had been preceded by significant declines in bond
prices. By early November the disorder had spread to exchange
markets, with stock markets remaining volatile. At the time of
writing, conditions were still unsettled, and the outlook was
clouded by uncertainty, particularly about the response ofpolicy
and the consequences for private-sector confidence.

Ifthere were now a return to calm conditions, the effects of the
recentfinancial-market developments could be limited: economic
growth might be only slightly weakenedfor a year or two, while at
the same time inflation could be lower and the major interna¬
tional imbalances somewhat smaller. But in the absence of
furtherpolicy changes, market perceptions that the adjustment of
the imbalances might be insufficient over the medium term could
well give rise to renewed financial- and exchange-market
turbulence. Prospects for activity would then be worse; indeed,
prolonged or acute financial-market turmoil could even carry
with it the risk of a recession accompanied by higher interest
rates.

The main task facing governments is therefore to ensure,
through co-operative action, that an adequate momentum of
adjustment is maintained. A set ofappropriate, internationally-
consistent, policy actions has been explicitly agreed upon by
OECD countries in a number offora, most comprehensively at
last May's OECD Ministerial meeting. Recent developments
underline the urgency ofgovernments'pursuing the implemention
of these measures - and standing ready to take additional action

if necessary. Even if this is done, the correction of the largest
imbalances is bound to take time, but thepsychological impact on
private-sector behaviour and hence growth prospects could be
large. At the time of writing, a broad agreement between the
Administration and Congress hadjust been reached to reduce the
U.S. federal budget deficit. This is a step in the right direction,
though initial market reactions suggested disappointment at the
scale of reduction, particularly for 1989. In Japan, following
recent policy action, domestic demand isfor the moment growing
adequately, although in Germany recent and prospective growth
performance appears unsatisfactory.

The stock-market crisis has added to the tasks of monetary
policy, which was already over-stretched in some countries by
conflicting domestic and exchange-market objectives. Monetary
authorities are nowfaced with the task ofgauging and responding
to the demands for extra liquidity arisingfrom financial unrest
while ensuring, over a slightly longer-term horizon, that the
increases in liquidity are not large enough to stimulate inflation.
Preventing a resurgence of inflation expectations is necessary if
damaging increases in long-term interest rates are to be avoided.
International monetary co-operation can and should contribute
to orderly conditions in exchange markets.

The new situation also underlines the importance of comple¬
mentary action in areas other than macro-economic policy. A
comprehensive approach should include a speeding-up ofmicro-
economic reform, more determined moves towards trade liberal¬
isation, and further steps to promote an orderly resolution of
international debt problems.

Prospects
for OECD Economies

The loss of financial wealth resulting
from the sharp fall in equity prices is
projected to weaken economic activity
over the next year or so, notably through
a rise in household saving. This effect
would be especially large in the United

States. For the OECD as a whole, instead

of growth at around 2lh per cent per year
in 1988 and 1989 as had been projected
by the OECD on the eve of the turmoil, it
could now average around 2 per cent
(table 1). Unemployment seems set, in
general, to begin to rise again (table 2),
but projected inflation rates are lower,
particularly for the United States: area-
wide inflation may stabilise at around
3'/2 per cent (table 3).

It should be noted that, as usual, the

figures presented in this issue are not
forecasts of the most likely outcome;
rather, they are conditional projections.
On this occasion, the distinction may be
more important than usual. The projec¬
tions are predicated in particular on the
following working assumptions:

No further large shocks in equity
markets

Unchanged exchange rates from the
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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

1982

From previous year From previous half year

1986 1987 1988 1989
1987

II

1988

I II

1989

I II

United States 40.6 2.9 2% 214 1% VA 214 114 VA 2

Japan 13.9 2.4 y/i 3 14 3 414 314 VA 3 3

Germany 8.4 2.5 114 l'/2 VA yà % % 154 114

France 7.1 2.0 VA 154 VA 2 VA VA 114 114

United Kingdom 6.2 3.3 33/4 2% VA 33/4 254 VA l3/4 l3/4

Italy 5.2 2.7 2% 2 VA 4'/4 114 VA VA VA

Canada 3.9 3.3 33/4 2% VA 43/4 VA V/2 2 2

Total of

above countries 85.2 2.8 VA 254 VA 314 2 A VA VA 2

Four major
European countries 26.9 2.6 214 VA VA 354 V/2 VA VA VA

Total OECD 100.0 2.8 23/4 214 VA 354 VA VA VA 2

Total OECD

less the

United States 59.4 2.6 23/4 214 2 314 2 VA 2 2

Industrial production:
Major seven countries 0.9 VA 314 VA 4 314 VA VA 3

Total OECD 1.2 2% 3'/4 23/4 3-y4 314 23/4 23/4 3

Other OECD Countries

percentage changes

Share

in trom previous year

OECD

1982
1986 1987 1988 1989

Austria 0.9 1.7 1 IK. 1

Belgium 1.1 2.3 IK. IK. 1

Denmark 0.7 3.4 -% -1 -K.

Finland 0.7 2.4 3J4 Vh 1%

Greece 0.5 1.3 -Vi Vh 1%

Iceland 0 6.2 4% 3

Ireland 0.2 -1.6 2 -Va 0

Luxembourg 0 2.3 1% 1 IK.

Netherlands 1.8 2.4 1% 1 IK.

Norway 0.7 4.4 1% 1 !

Portugal 0.3 4.3 5 3 2K2

Spain 2.3 3.4 4¥i 3K2 3/2

Sweden 1.3 1.3 V/i V/2 IK.

Switzerland 1.2 2.7 Wi M 1%

Turkey 0.7 8.0 6h 5 5Kz

Total of above

countries 12.4 2.9 Vh 1% 2

Australia 2.1 1.5 M 2 2

New Zealand 0.3 1.0 -'A IK. \Vi

Total of above 17

countries 14.8 2.7 2¥i 1% 2

OECD Europe 39.3 2.7 2K. Wt V/i

EEC 33.8 2.6 IVi 1% \Vi

a) Aggregates were computed on the basis of 1 982 exchange
rates.

levels reached on 10 November (in parti¬
cular, just under Y 1 34 and DM 1 .66 per
dollar)

A continuation of generally lower
interest rates, in line with the declines

that have been observed since the begin¬
ning of the stock-market crisis

No pervasive and persisting loss of
confidence on the part of consumers and
investors

Unchanged policy: in this regard, the
projections are based on a $23 billion cut
in the U.S. budget deficit from 'current
services' baseline levels for fiscal year
1988, and a $30 billion cut for 1989. The

cuts subsequently announced on 20 No¬
vember amount to $24 billion and

$41 billion, respectively, for the two
years once asset sales are excluded; the
projections would therefore not require
substantial revision on account of this

policy development.
In present circumstances, mainten¬

ance or strengthening of private-sector
confidence may well depend importantly
on prompt action to implement agreed
policy changes. The OECD - and many
other observers - have for several years
now expressed concern about the poten¬
tially damaging effects of persistently
large internal and external imbalances.
Before the stock-market crisis, projec¬
tions pointed to only limited correction.
The crisis and recent exchange-rate
changes will induce some additional
reduction in the imbalances. But in the

absence of further policy changes, uncer¬
tainty about the future course of imbal¬
ances and exchange rates could build up
again, as it did in early 1987. In that case,
confidence could be hit substantially,
and the outlook would then be weakened.

By the same token, appropriate policy
changes could strengthen confidence and
improve the outlook. There is probably a
widespread understanding that the im

pact of new policy measures on present
imbalances is unlikely to be large in the
short run; but uncertainty would be
reduced and confidence increased if mar¬

kets were convinced that the momentum

of reduction of imbalances is likely to be
sustained over the medium term.

External Adjustment and Debt

It had been expected for some time that
reduction of current-account imbalances

would be a slow process because of their
sheer size, their cumulating effects on
flows of investment income and 'J-curve'

effects. And so it has proved (table 4). A
U.S. current deficit of over $ 1 50 billion is

likely for 1987, and the Japanese and
German surpluses may be around
$85 billion and $45 billion respectively -
3'/: to 4 per cent of GNP in all three
cases.

Nonetheless, significant adjustment is
taking place in the volume of trade flows.
Reflecting markedly improved competi¬
tiveness, U.S. exports of manufactures
appear to have grown nearly 10 percen¬
tage points faster than markets in 1987
and are projected to make similar gains
of market share over the next two years.
Meanwhile, Japanese and German ex¬
porters have been sustaining losses of
market share and are projected to con¬
tinue to do so. Relatively slower demand
growth in the United States should con¬
tribute to more visible reduction of

external imbalances over the next two

years. By the second half of 1989, the
U.S. current deficit could fall to around

$100 billion (2 per cent of GNP), while
the surpluses of Japan and Germany
could each decline to around 2 xh per cent
of GNP.

Apart from the situations of the three
largest OECD countries, one significant
feature of the external adjustment pro¬
cess is the evolution of the current

accounts of European countries other
than Germany. The combined position of
those countries seems set to swing from a
small surplus in 1987 to a sizable deficit
by 1989 - and this in the context of slow
European growth. A number of indi¬
vidual European countries could face
external constraints, particularly if the
U.S. current deficit were to shrink by
more than is projected here.

Another striking feature of the
evolving pattern of international pay¬
ments balances is the position of the four
Asian NICs (South Korea, Taiwan, Sin¬
gapore and Hong Kong). They had a
major improvement in their international
competitiveness between mid- 1985 and
mid- 1987. Their combined current sur-
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UNEMPLOYMENT IN THE OECD AREA

national definitions

1986 1987 1988 1989
1987

II

1988

I II

1989

I II

Unemployment rates %
United States 7.0 614 6 614 6 6 6% m 654

Japan 2.8 3 3 354 3 3 3 354 3%

Germany 8.0 8 814 854 8 8 814 854 854

France 10.5 10% 103/4 ll3/4 1054 1054 1154 1114 12

United Kingdom 11.8 103/4 1054 1014 1054 10 105/4 1054 1054

Italy 10.1 103/4 1114 1154 10% 11 1154 1114 1154

Canada 9.6 9 83/4 9 83/4 8% 8% 8% 9

Total of

above countries 7.3 7 7 VA 6% 6% 7 714 714

Four major
European countries 10.1 10 10 1014 10 10 1054 1054 1014

Total OECD 8.3 8 8 814 VA 7% 8 814 8%

Total OECD

less the

United States 8.8 VA PA 954 8% 8% 9 9 954

OECD Europe 10.9 10% 11 1 1 14 103/4 10% 11 1154 11%

EEC 11.2 11 1154 11 14 11 11 1154 1154 11 54

Unemployment levels
(millions)
North America 9.5 814 814 9 854 8% 8% 9 9'/4

OECD Europe 19.2 19 1954 20 19 19% 19% 20 2014

Total OECD 31.0 3014 3054 32 29% 30 31 31% 3254

Other OECD Countries

%

1986 1987 1988 1989

Austria 3.1 3 H. 4M 4%

Belgium 11.4 11K. UK. UK.

Denmark 7.9 8 9K2 10%

Finland 5.5 5K4 5K, 5K;
Greece 7.6 8 Sh 9

Iceland 0.8 % %

Ireland 17.4 18% 19fc 19%

Luxembourg 1.4 \Vi IK: IK2

Netherlands 13.2 12% 12K2 12%

Norway 2.0 2K> 2K2 2%

Portugal 9.2 8 8 8

Spain 21.5 20% 20% 19%
Sweden 2.2 2 T 2%

Switzerland 0.8 % 1 1

Turkey 15.6 15» 16 16%

Total of above

countries 12.2 12 12(4 12%

Australia 8.0 8 m 8K2

New Zealand 4.6 6 6!à 6%

Total of above 17

countries 11.7 UK: 11% 11%

plus increased from 5 per cent of GNP to
10 per cent between 1985 and 1986, and
increased still further in the first half of

1987, to an annual rate of around
$30 billion. South Korea and Taiwan

account for most of this surplus, and have
thus acquired a prominent role in the
international adjustment process. In
these countries, a shift away from inter¬
ventionist trade policies and foreign-
exchange restrictions would contribute
to better international balance as well as

serving their own interests.
The economic situation of the devel¬

oping countries, which was already weak,

has on balance been worsened slightly by
the changed environment in the OECD
area: the outlook for their export reve¬
nues has been adversely affected by
slower OECD growth and correspond¬
ingly weaker commodity prices, though
there is some offset from lower interest

rates. For most developing countries,
debt problems remain of major concern.
The prospects for a return to financial
viability still appear remote for most of
the 'problem' debtors, since, despite
severe compression of imports during the
past five years, their debt-export ratios
remain very high.

Perceptions about ways to resolve the
difficulties of indebtedness are changing,
which has led to a more active search for

new approaches. Although banks have
become more reluctant to lend to enable

countries to service their debt, they have
been willing to accept lower fees and
'spreads' on rescheduled debts and to
experiment with new arrangements, such
as debt-equity swaps and securitisation
of debt to open up the possibility of sales
of loans at a discount. Yet it does not

seem likely that the measures taken so
far, and the instruments developed, can
be sufficiently broadly applied to make a
significant dent in the problem. Further
experimentation is required, on a case-
by-case basis, to seek ways of alleviating
debt burdens while, at the same time,
strengthening the incentives for debtor

countries to meet their modified obliga¬
tions and to continue with desirable

adjustment policies.
The extent to which multilateral finan¬

cial institutions are able to play a leader¬
ship role will help commercial banks and
debtors in this task. Such a role would be

effectively strengthened by support from
governments for a substantial increase in
the lending capacities of those institu¬
tions, though this source of funds should
not be envisaged as a substitute either for
flows from private sources or for the
structural reforms still required in many
of the debtor countries. For the poorest
countries, whose debt is largely to multi¬
lateral institutions and export credit
agencies, OECD governments are ex¬
ploring further avenues for easing finan¬
cial constraints. The proposed extension
of the structural adjustment facility in
the IMF has received support, as has the
World Bank's initiative, with bilateral
aid agencies, for co-operative financing
of low-income countries. In the Paris

Club, extended repayment periods have
been agreed in a number of recent re¬
scheduling agreements.

Orientations

for Economic Policy

United States

A key feature of the consensus on policy
requirements among OECD countries
has been the importance of obtaining a
sustained series of reductions of the

federal budget deficit of the United
States. Even apart from its economic
impact, continued progress in reducing
the U.S. budget deficit has become a
symbol of the willingness of the U.S.
authorities to take appropriate measures,
with important psychological implica¬
tions for financial markets. It is true that

the main underlying problem in the
United States, a deficiency of domestic
savings, seems likely to be attenuated by
the effects of the stock-market crisis:

household savings are likely to be higher,
and private investment could well be
lower than previously expected. But
these considerations do not lessen the

necessity of bringing down public-sector
borrowing. For the fiscal year which
ended in September (FY 1987) there has
in fact been a large reduction in the
federal budget deficit, exceeding $70 bil¬
lion. But the momentum of deficit reduc¬

tion has to be maintained, and be seen to
be maintained. In this light, the cuts
announced on 20 November, though
welcome, may have to be followed up by
further measures because (according to
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3. PRIVATE CONSUMPTION DEFLATORS IN THE OECD AREA 7

percentage changes seasonally adjusted at annual rates

1986 1987 1988 1989
1987

II

1988

I II

1989

I II

United States 2.2 4 4 3% 4 4 3% VA 3%

Japan 0.6 lA 1% 2 114 154 1% 2 2

Germany -0.5 % 1% 154 1% 1% 1% VA 154

France 2.5 314 2% 254 3 2% 2% 214 254

United Kingdom 3.6 3 454 4% 414 4% 454 4% 4%

Italy 6.1 5 4% 414 5 454 454 454 4

Canada 4.2 4% 4 354 454 4 4 354 314

Total of

above countries 2.1 3 354 3% 354 354 314 3% 354

Four major
European countries 2.5 2% 354 3 354 354 3% 3 3

Total OECD 2.9 354 3% 354 3% 314 354 354 354

Total OECD

less the

United States 3.3 3% 354 3% 3% 354 354 3% 354

OECD Europe 3.7 3% 4 3% 4 3% 3% 354 354
EEC 3.2 3 3% 3 354 354 3% 3 3

Other OECD Countries

percentage changes

1987 1988 1989

Austria \Yi 2 1%

Belgium 2 2% 2

Denmark 4 m 3%

Finland6 3% 3% 4

Greece 16% 13K2 11%

Iceland* 19% 24

Ireland 3 2% 3

Luxembourg 1 1% lKj
Netherlands -y* % 1

Norway 8K2 6% 4%

Portugal 9K2 6% 6

Spain6 5h 4% 3%

Sweden 4h m 3%

Switzerland 1K4 2 2K2

Turkey 41 36 33

Total of

above countries 6 5K2 5

Australia m 6% 6

New Zealand* 15% 7% 6%

Total of above 17

countries 6K2 5K2 5%

a) Aggregates are computed on the basis of 1982 GNP/GDP

values expressed in 1982 U.S. dollars.

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

the estimates of the Congressional
Budget Office) they leave the Federal
deficit essentially unchanged in fiscal
years 1988 and 1989 compared with the
1987 outturn. If growth in the United
States were to be slower than assumed,
the deficit actually recorded would tem¬
porarily be larger. Yet such a cyclical
development should cause no concern:
the 'automatic stabilisers' should be

allowed to operate. What matters is
steady progress in reducing the under¬
lying, or 'structural', deficit.

Japan

Japan has taken significant fiscal mea¬
sures over the past year. These, coupled

with earlier packages and expansionary
monetary policy, will contribute to what
is likely to be rapid growth in domestic
demand over the next year. Yet major
uncertainties remain about the possible
impact of lower world demand and about
possible future exchange-rate develop¬
ments. The Japanese authorities will
have to remain vigilant to ensure that
domestic activity remains on an appro¬
priate growth path conducive to non-
inflationary external adjustment. The
prospective strength of demand in the
immediate future underlines the impor¬
tance of control of domestic liquidity as
well as the usefulness of import libera¬
lisation, which would alleviate bottle¬
necks. It would be desirable for the

Japanese authorities to make full use of
the period of reasonably rapid growth to
promote the envisaged structural adjust¬
ment of the Japanese economy, along the
lines of the Mayekawa Report. In parti¬
cular, the time is ripe for land reform to
encourage more efficient use of limited
space. The recent 6 per cent fall in
domestic rice prices - the first for thirty
years - is welcome as a symbol of reform,
though it still leaves a large gap between
the world price and the domestic price;
additional measures to reduce protection
in agriculture - as indeed in other areas -
would be beneficial from an international

as well as a national standpoint. Finally,
recent tax reform could be extended by
further broadening the tax base.

Europe

Unemployment in Europe is very high
and is likely to rise. European countries
now face a clear challenge of devising

and implementing policies that would
improve their economic prospects indi¬
vidually and as a group. A set of appro¬
priate policy actions could spark off a
self-reinforcing interaction of improved
confidence, better growth prospects, and
reduced financial tensions. But policy
responses must be carefully differen¬
tiated, reflecting the important differ¬
ences between countries. Inflation is

under relatively effective control in most
countries of Europe, but in some it still
calls for caution. Medium-term con¬

straints on budgets differ widely. But
perhaps most important are the substan¬
tial differences in current-account posi¬
tions, actual and prospective, among the
European countries. To improve growth
prospects on a sustainable basis and
reduce unemployment, these differences
have to be narrowed as adjustment of the
U.S. current-account deficit is reflected

in a shrinking combined surplus of Euro¬
pean countries. Otherwise, external defi¬
cits of some countries in Europe could
become so large as to weaken confidence
further and impose new constraints on
growth.

Germany necessarily has a central
role. While the authorities have set in

motion previously agreed policy changes,
it is the assessment of the OECD and

most other observers that, even taking
account of the 1988 tax cuts and dis¬

counting any adverse direct effects of the
stock-market crisis, the German
economy may continue to grow below its
medium-term potential over the re¬
mainder of the 1980s.

Additional macro-economic policy ac¬
tion is necessary to achieve more satisfac¬
tory performance. There is scope, too, for
improving performance through struc¬
tural policies. Possibilities for action
- macro- and micro-economic - include

additional advancement of the 1 990 tax

reform, temporary income tax cuts under
the Stabilisation and Growth Law,
further deregulation to enhance competi¬
tion and flexibility, and the reduction of
subsidies (the largest of which remain
essentially intact). At the time of writing,
the German authorities had just an¬
nounced measures to support economic
activity, the likely impact of which
remains to be evaluated.

In the other major European countries,
the room for mannuvre on an individual
basis is limited:

The structural adjustment and liberal¬
isation of the French economy is advanc¬
ing. But bringing this process to a suc¬
cessful conclusion requires perseverance
with the current orientation of macro-

economic policies. While the short-term
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4. CURRENT BALANCES OF OECD COUNTRIES

$ billion; seasonally adjusted at annual rates

1986 1987 1988 1989
1987

II

1988

I //

1989

I II

United States -141.3 -156 -134 -105 -156 -145 - 123 -109 - 101

Japan 85.8 86 81 79 82 83 79 79 80

Germany 37.1 44 41 32 45 43 38 34 31

France 2.9 -3 -5 -6 -5 -5 -6 -6 -6

United Kingdom -1.5 -3 -6 -9 -7 -4 -8 -7 -12

Italy 4.0 -2 -4 -4 -1 -3 -4 -4 -4

Canada -6.7 -7 -7 -7 -8 -7 -7 -8 -7

Total of

above countries -19.7 -41 -35 -21 -50 -39 -31 -22 -20

Four major
European countries 42.5 36 26 13 32 31 20 17 9

Total OECD -22.8 -46 -50 -43 -56 -51 -48 -42 -44

Total OECD

less the

United States 118.6 110 84 63 101 94 75 67 58

OECD Europe 50.5 40 20 0 36 28 12 5 -5

EEC 49.3 40 25 8 36 31 18 12 3

Other OECD Countries

1986 1987 1988 1989

Austria 0 Vi % -Vt

Belgium-Luxembourg 3.1 V/i 3K2 2Vi

Denmark -4.3 -2% -3 -3%

Finland -0.8 -IK: -2 -2%

Greece -1.7 -1% -1% -1%

Iceland 0 0 0

Ireland -0.4 -% Vi %

Netherlands 4.9 3 2% 2%

Norwav -4.4 -4% -5% -6

Portugal 1.2 % -% -Vk

Spain 4.1 \Yi _2 -4

Sweden 1.2 -Y> -\Yi -2%

Switzerland 6.8 6'â 5% 5

Turkey -1.5 -1 -1 -1

Total of above

countries 8.0 4K2 -5% -12K2

Australia -9.7 -8% -8% -8

New Zealand -1.4 -1 -1% -m

Total of above 17

countries -3.1 -5% -14% -22

outlook for activity in France is weak,
achieving a better outcome depends on
the scope for lowering real interest rates
and improving export performance. With
profits in most industries now sound, an
improved export outlook would create a
better climate for investment and could

be conducive to growth generally.
Growth in the United Kingdom has

been buoyant, and unemployment has
been falling for more than a year. Infla¬
tion is likely to continue running some¬
what above that in partner countries. The
scope for macro-economic policy to con¬
tinue supporting growth will depend on
achieving further progress in bringing
down wage increases, which are out of
line with those elsewhere.

Rapid growth in Italy earlier in 1987
- dominated by consumer expenditure -
induced a familiar sequence of events:
sharp deterioration of the trade balance,

substantial pressure on the lira and a
tightening of both monetary and fiscal
policy. The continued fragility of the
external position and the risk that infla¬
tion could accelerate leave little scope to
soften the current orientation of policy.
In any case, reducing the budget deficit
- in particular by cutting current expen¬
diture - remains a key medium-term
priority.

In the context of a concerted European
response, these and other European
countries could face a wider set of policy
options.

Monetary Policy
and Exchange Rates

The stock-market crisis and ensuing
exchange-market disorder have compli¬
cated the task of monetary authorities.
They have to define a course that meets
the liquidity requirements of the finan¬
cial system stemming from possibly large
shifts in portfolio choices and patterns of
financial intermediation, without accom¬
modating faster inflation. The behaviour
of monetary aggregates in the near
future may prove to be relatively uninfor-
mative in this context, because of shifts in
the demand for money resulting from the
present financial disturbances. But to
limit anticipatory rises in long-term
interest rates, it will be important for
markets to be convinced that possible
short-term bulges in the money supply
will not be allowed to be inflationary.
Both pragmatism and flexibility in the
conduct of monetary policy would thus
appear to be called for.

The importance of pragmatism of this
kind in the pursuit of domestic objectives
may well mean that there will be less
scope for monetary policy to respond to
exchange-rate considerations. Achieving
and maintaining orderly exchange-
market conditions may have to depend
more on progress in correcting the imbal¬
ances which appear to be the funda¬
mental source of exchange-market tur¬
moil. Indeed, the Louvre Accord was
based in part on the view that the
external adjustment process had been
depending too much on exchange-rate
changes and too little on adjustments to
domestic policies. The Accord, with its
dual emphasis on domestic policy com¬
mitments and increased exchange-rate
stability, can be seen as having aimed to
restore a better balance between the two.

In practice, the policy commitments
entered into were only partially imple¬
mented, or were perceived by markets as
insufficient, so that, to keep exchange
rates broadly stable, the authorities had
to undertake massive exchange-market
intervention and to adjust monetary poli¬
cies.

There is a limit to how far it is feasible

or desirable for currencies to be held at

any particular level by means of interven¬
tion and monetary policy changes alone
- a view borne out by the recent re-
emergence of exchange-market pressure.
This does not mean that the co-operative
approach to maintaining orderly ex¬
change markets should be discontinued:
on the contrary, it is as important for
changes in exchange rates to occur in a
smooth and orderly manner as it is for
rates to be kept reasonably stable when
the authorities concerned regard them as
broadly appropriate. What can lead to
difficulties are attempts to hold rates for
extended periods at levels inconsistent
with 'fundamentals'.

The Evolution

of Structural Reform

It is widely accepted that achieving satis¬
factory medium-term growth of output
and employment will require extensive
micro-economic reform in most coun¬

tries. Further, to the extent that struc¬

tural reform enhances an economy's
response to relative price changes, it
should contribute to a better working of
the international adjustment process.
These views were endorsed by OECD
Ministers when they met last May. The
following paragraphs summarise recent
policy developments in some of the main
structural areas. They suggest that,
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while there is evidence of progress on a
number of fronts, this does not add up to
a wide-ranging programme of micro-
economic reform.

Trade

Recent developments in trade have been
mixed. The most positive development is
the active pursuit, in the context of the
Uruguay Round, of the discussions on
multilateral trade liberalisation in both

traditional and new areas of trade. But

strong protectionist pressures remain evi¬
dent, both in bilateral frictions and in

proposed national trade laws and regula¬
tions; the trade bill before the U.S.

Congress is a source of particular con¬
cern. Some efforts at liberalisation have

been made, but these have tended to be

bilateral (notably the U.S.-Canada free-
trade arrangement) or regional (some
further dismantling of barriers within the
EC). The continuing resort to bilateral
solutions to specific trade disputes is
unfortunate - though it is true that such
solutions are being sought, increasingly,
within the multilateral framework and

procedures of the GATT. Overall, it
appears that trade tensions, though
strong, have been held in check for the
time being. Although there has been
little progress in rolling back restrictions
on trade in goods, there has been some
further liberalisation in a number of

service sectors.

The importance of pressing forward on
liberalisation of trade is all the more in

the wake of the stock-market crisis.

Further unilateral protectionist initia¬
tives would weaken confidence, as well as
affecting economic performance in other
ways. Judged in relation to what the
situation requires, recent and prospective
developments in trade policies are a
matter for concern.

Agriculture

Against the background of long-standing
obstacles to reform, the agreement
reached on agriculture at the 1987
OECD Ministerial and at the subsequent
summit meeting was significant. Govern¬
ments recognised the costs and imbal¬
ances that result from present agricul¬
tural policies, and agreed on principles
for reform. The main single principle
would be to allow market signals a
progressively larger role in determining
agricultural production. It is important
in this connection that agriculture has
been included in the Uruguay Round;
and discussions and proposals in recent
months, in both large and small countries
and in the EC, have reflected increased

acceptance of the importance of a bigger
role for market forces. This is also discer¬

nible in the proposals submitted by a
number of countries for the GATT nego¬
tiations, although these vary in degree
and nature. The possibilities for some
replacement of price support by various
forms of direct income support are also
under discussion in many countries.

Labour Markets

Policies to assist the functioning of
labour markets have been implemented
or improved in a number of countries,
particularly in Europe. New measures to
improve the skills and qualifications of
the unemployed have been introduced in
the United Kingdom, France, Spain, the
Netherlands and Finland, while existing
programmes are being restructured and
expanded in Australia. In several coun¬
tries, agreements to reduce working time
have included explicit commitments to
eliminate restrictive working practices.
Germany, France and Spain have
increased the scope for fixed-duration
and temporary employment contracts;
and the two latter countries have made

working-time rules more flexible,
thereby making it cheaper for employers
to resort to overtime. In New Zealand,
the new Labour Relations Act is

expected to promote more decentralised
bargaining; in addition, conditions of
public-sector employment are being
more closely assimilated to those in the
private sector. In addition, measures to
reduce the role of the public sector in the
operation of labour markets have been
taken in a number of countries. Thus,
France has abolished the obligation for
administrative authorisation of redun¬

dancies; the United Kingdom has
reformed the system of Wages Councils,
making it possible for wages for young
people to be set freely at rates which
reflect their relative lack of experience;
the Netherlands have allowed the law to

lapse under which the government could
intervene in the wage-setting process;
and both the United Kingdom and the
Netherlands have eliminated unneces¬

sary forms of protection prohibiting
women from undertaking certain forms
of employment. In general, institutional
changes in labour markets seem to be
moving in appropriate directions, but it is
important to maintain the pace of
change, and in some countries to step
it up.

Financial Markets

A number of countries have continued

the process of reforming financial mar

kets. For some, regulatory changes have
extended the role of markets and/or
modified monetary policy operations. In
France, controls on capital outflows were
substantially relaxed, and quantitative
ceilings to credit, formerly used as the
main monetary policy instrument, abol¬
ished. Similar but more limited steps
were taken in Italy, though as part of
recent policy tightening (noted above) to
protect the lira quantitative credit ceil¬
ings as well as controls on external
transactions of enterprises were re-intro¬
duced. In Spain the remaining restric¬
tions on interest rates on deposits were
lifted during 1987, and in Sweden com¬
pulsory portfolio constraints for banks
and insurance companies were abolished
at the end of 1986. Where financial

markets had already been largely decon¬
trolled, as, for example, the United
Kingdom and Canada, reforms have
been aimed mainly at extending the
permissible range of activities of finan¬
cial institutions as well as strengthening
supervision and prudential controls in
view of increasing systemic risks arising
from financial innovation. These risks,
and the workings of financial-market
structures more generally, are being sub¬
jected to close scrutiny following the
stock-market crisis. The globalisation of
financial markets and, in particular, the
world-wide nature of the recent stock-

market crisis underscore the limits to

purely national approaches to main¬
taining the soundness of the financial
system: here, too, stronger mechanisms
for international co-operation are re¬
quired.

The new situation poses unusual diffi¬
culties for policy. Uncertainty about the
outlook has markedly increased, and it
would be natural for economic agents to
adopt wait-and-see attitudes until a
better sense of perspective is possible.
Governments do not have that luxury.
They have to move promptly to restore
credibility, and to strengthen market
confidence that major problems are
being addressed effectively and in a spirit
of international co-operation. The imme¬
diate response of the monetary authori¬
ties to financial turbulence was speedy
and well-judged. It should be followed up
by actions in the fiscal and structural
domains that would underpin stable
market conditions, and lay the founda¬
tions for a sustained improvement in
performance.

2 December 1987
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