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1.1

t. The Community econohyjunder'the'impact of the oiL‘shocks

Since 1973, economic policy has had to manage the super-imposition of major
external shocks = in the oil price rises of 1973 and 1979/80 - on top of the
traditional business cycle fluctuations. The second oil shock Largely precip-
itated a turning point in the Community economy during the early months of 1980.
-after two-and-a-half years of steady upswing. While the increase in oil prices
in the two episodes has in real terms (constant dollars) been of similar order
of magnitude, severalvother conditions have been’quite'diffehent. Capacity
utilisation was higher in 1973 than in 1979.  Price increases for non-oil com-
modities have been less than half as- great in the second episode. Exchange-rate
apprecvat1on of European currencies against the dollar has also diminished the
oil price impact on this second occasion, aLthough this has also come with a
weakening in demand.for Community production in home and external markets. A
" more stable internal and external monetary policy has come with a more moderate
‘wage reaction to the second oil shock. Overall, a lesser weakening in output
trends is expected in 1980 and 1981 compared to 1974 and 1975, reflecting a
steadier pattern of investment and consumption -behaviour and smaller swings in
sectoral financial balances. GDP growth in the Community as a whole is expected :
to remain positive in 1980 and 1981 (+1,3% and +0,6%). However, there is evidence
to suggest that the underlying rate of growth of production potential has declined
substartially from about 4 1/2% up to 1973 to perhaps about 2 1/2% since then.

‘The size of the 6il shocks. compared

The Community is now inrthe“process»ef adjustment to a new increase in

the price of oil of such a magnitude that it can be expected to hahe a major
“impact upon the pattern of demand. from households and the choice of techniques
iof production in enterprises. Given the'considerable influence of,this event,

both on short-term stabilisation policy and on tonger-term econemicprosﬁects,
it is important that policy decisjons should take full account of the impact of

the oil price increase on domest{c pribes, real. incomes, balance of payments etc.
" so as to undertake adjustment'hOLicies on the'retevant basis. In order to bring‘

into relief the effects of the oil pr1ce 1ncrease, it . is useful to introduce a

distinction between these effects and the normal cyclical development of the
'econom1es. With this purpose in v1ew, this section presents the essential

results of estimates of the'impact of the oil price, considered in isolation.

The following section, ih contrast to this somewhat theoretical presentation,

provides a broader picture of the actual development of the Community economy

after the first oil shock and dur1ng the period 1mmed1ately following the most

‘recent. oil pr1ce Tncreases.
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From;December‘19?8 to‘thefmiddle~0fh1930,:the&average dollar price"‘
" of oil rose from just over 8 13 per barreL_to\aLmost 8,33511n’perCentage *
terms this represented an increase of about: 150%, much less than the 365%
~ increase’which occurred in the final months ¢f~1973, but otfcourse this
eartier increase>was trom a very Low base. Ktmost 8 20 was added‘to'the
pr1ce of oil- 1n 1979-80 compared with a r1se of g 7 3 in 1973. Even
;;when account is taken of the increase in pr1ces generatty wh1ch occurred
“in the Commun1ty between the two shocks, the add1t1on to the o1L price in
‘1979-80 is still somewhat Larger than that in 1973 (8 8, 7 and % 7,3,

'reSpect1veLy, at constant pr1ces)

The direct cost of the oilipriCeirises to'the Community'S‘trade ‘
balance, ignoring exchange rate changesandany reduct1on in the volume of

“oil imports, is aLmost g 70 b1LL1on for the 1979-80 r1ses(1)

compared with
~some 8 31 b1LL1on in 1974. Expressed as a’ percentage of ‘Community imports
of goods and services 1n the years preceding the 01{ shocks, the costs to

‘ "~ the trade baLance are of s1m1Lar magn1tude (13 4/, compared to 13% respectwvely)

As a percentage of GDP the doLLar 1ncrease 1n the o1l b1LL(2) was

- 3,4% in the case of the recent price r1se, as aga1nst 2, 9% in the earl1er
case (f1gures based on 1978 and- 1973 GDP respect1veLy)
‘However, exchange rate performance, here summarised as the Ecu s rate
' aga1nst the doLLar, has been s1gn1f1cantLy d1fferent as between the two
ep1sodes. After the f1rst oil shock the- doLLar ‘ol pr1ce rise was ampL1f1ed
- for the Community by the. deprec1at1on of the ECU (of 7, 4%‘1n 1974 as a
,;whole over September 1973), whereas after the second oil shock the dollar
pr1ce rise was eased for the cOmmun1ty by an ‘appreciation of the ECU

(of 5,4% in the f1rst e1ght months of 1980 over December 1978) . thle :

it is d1ff1cuLt to select the appropr1ate exchange-rates to be used in these
caLcuLat1ons, the above rates have the effect of chang1ng the percentage

of GDP represented by the oil pr1ce rise to 3,1/ for the f1rst oil shock, and
3,0% for the second (compared to the 2,9/ and 3,4% f1gures quoted above) .
'Thus, the o1L shocks are now of even cLoser size, w1th the exchange-rate, =
“factor dimtnishing the direct impact in the case of the second oil shock.

(1) In fact, due to a decline in the volume of 01L 1mports of around

10%, the increase in the Communnty s oil bilt ‘between
1978 and 1980 is expected to be about 835 b1ll1on. B

(2) With the votume of 1mports unchanged
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1.3

‘The theoret1caL 1mpact on the pr1ce Level of thehincreased oil /
import bill, based on the above figures adjusted for exchange rate changes,1s in
both periods in the f1rst'1nstance of a similar order of ‘magnitude. Thus the
theoreticaL direct 1mpact of the second oil- shock on the deflator for
total final demand was about 2 1/2%, and on consumer prices about 3 1/2%.

\»These figures becomedsubstant1aLLy Larger (almost twice as Large) if the
prices of all energy products rise to‘keep‘on a par with the price of jmported
*0il, but data on the speed and amplitude of this secondary energy price
kymovement will only become‘fuLLy,aQaiLabLe at a later date. (The measure-

ment of energy price movementslin pracfice is discussed/in more detail in.

the next chapter on prices and-incomes) .

Assessment of the jmpact of the oil shock on demand and output
starts also with the reduction in purchas1ng power. represented by the
“increased o1l bill of the European economy. The next maJor factors to
be taken into account are offsetting in direction: on the one hand the
“increased demand for exports to the oil producing countries, and on the other
hahd the tendency for the net”shortfall_in demand‘to muLtipLy itself
through the workings of the cyclical process mithin the industrialised
r,economies, to which shouLd-also»be‘added-some depression of demand from
developing countries. In the second year afterfthe oil price rises, a
substantial fraction of the increased oil producers' earnings tends to be
spent in the industrja(ised countries. It is possibtekthat about half of
the COmmUnityfs $ 70 billion initiaiktoss«of purchasing powerfbe' -
compensated by increased exports to oil prOducers'after two years (total
OPEC imports of goods and services “from all sources are forecast to
‘rise from 8 100 billion in 1979 t09$ 170 billion in 19871). On the other
~_hand the process of multiplication of ‘the demand depression w1th1n the.
’1ndustr1al1sed countries couLd more than double the 1mpact of the net
externaL shock on the LeveL of activity after two years. Thus as a simple .
rule of thumb, one might expect the impact on activity Levels to reach
a percentage of GDP somewhat greater\than that of:thé{initial oil bitl
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increase (which was 3% of GDP).

'If the wholqurowth‘profite'is,‘aS‘a result of.the oil shock,

“lowered for akperiod of‘years,'then the loss of,demand'andyoutpqt cumulates.

tb a very high figure~(the'step Lloss in the Level, times fhe'number’of years);

However, such "demand-side" estimates become increasingly inadequate as the
time horizon»is‘extended beyond a short-run Cyclical‘cohtext:and if they
jgnore the supply constraints that Qeré‘imptied by the oig shock in the first

place. Forvéxampte~a‘strqng supply sidevPFOposjtfdn‘couLd'argue that the

whole\médium-term profile,of productive potehfjét{haatbgenkinstantly reduced
by thefoil_price”riSe’with the growth of real’deménd~a[on9»the previous

profile having become no Longer attainable. The macroeconomic policy reaction

to the oil shock, eithericompensating~fﬁe demand loss or accepting it in |
the short run while not accommodating a rise in inftatioh, will in practice’
reveal .the judgement of policy-makers on,thésetduestiOns - on which reliable

mechanical quantification is extremely‘diffibulta

(1) Estimates of the impact of the oil shock on the growth of GDP have s

made.using.a.multi-country multiplier model in which 16 country groups
are identified (8 Community countries, Canada, Japan, USA, otherQECD
North, other OECD South, OPEC, centrally planned economies, and the
rest of the world). The initial loss of real income for each of the O =
importing country groups leads to a reduction 'in imports whigh resultsy
~when allocated viaatrade matrix, in a corresponding fall in exports b;'~
trading partners, and hence a further drop in real income. Second and .
_ subsequent round effects are similarly taken,into account£vThe!éxpansiéqpryw
SHEThent nsreneed,SPEC tmmorts an0 b inctessea wioore eal lne™
calculated in the Saﬁéygaya AR e Sunplyugg‘counfrjes are fg{fhﬁr
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Economic developments. in the wake of the two oil price increases
Thus a‘ﬁost,of-further factors are important in trying to understand
the interaction between the oil shocks = as just summarised in isolation
and in a highly schematic -fashion = and what has actually been happening
to the course of the economy, and what is likely to happen over the

period ahead.

The f1rst o1l shock occurred at a t1me of h1gher capaC1ty utilisation
than in the second case. The rate :of inflation of other commod1ty prices _
was far greater in the first ep1sode. The psychological shock factor, in terms
of creating new uncertainties about the future, was also of course much
greater in the first case. These factors would Lead one to expect a weaker
impact on the production cycle in the case of the second oil shock - ‘
because the cycle‘was in the first case closer to‘a,natural down-turn,

and also because the uncertainty factor'was,greater then.

Non-oil commodity pricesvin fact rose about: three tines~as fast in the
- two years to the end of 1973, compared to the two years to the end of ‘
1979 (145% and 457% respect1vely accord1ng to the Economist's dollar index).
This, together with the exchange rate factor already mentioned, accounts

for the fact that the contr1but1on of 1mports to the rise in the overall
price Level has been probably only half as severe in 1980 than in 1974

(see Table 2.4 below). o |

More generally, the‘eVolution of the terms of trade in the periods’
1974/75 and 1979/80 is set‘out‘in Table 1.1 lwhere:the data is constrained to
annual average figures, giving~a somewhat different picture to the less complete
data ava1lable for more - f1nely selected per1ods of t1me, as in the preceding
section). Here the dollar oil price r1ses are seen to'have been similar in
magn1tude, as also for other commod1ty prices (for which the ma1n impact of the
price boom in the f1rst episode had ‘already been felt in 1973). The differences

in exchange rate experience concern parttcularlyv19?4.aga1nst 1979/80
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‘ (1n 1975 Commun1ty currenc1es reversed most of their Losses of 1974) The‘main
 further information conveyed by Table 1. 1 is in showing how the prices of

- exports’ and of non-oil commodities affected the total loss in“the terms of -
trade, which was nearly twice .as severe in compar1ng 1974 alone (a loss of
9.6%)with 1979 and 1980 taken together (a loss of 4.4%); however, in 1975

: one third of the loss exper1enced in 1974 was recuperated The essentval
explanat1on here 1is that 1974 -saw a faster accelerat1on of costs in the Commun1ty
) w1th h1gh real wage 1ncreases obtained in sp1te of the terms of trade loss.
Th1s in part ‘caused the substant1aL recess1on in 1975, wh1ch together allowed
_export pr1ces to rega1n ground over 1mport pr1ces in that year - but only

in highly unsat1sfactory econom1c conditions. The -more even’ prof1le‘hn 1979/80,
’ despite the comparable size of the oil shocks, reflects a more moderate
"claw-back" of ‘the terms of trade Loss, but a Less severe recess1on and Less

lsevere terms: of trade Loss.

" Thus import pr1ces, unit tabour costs, and export: pr1ces have all been
_growing much more slowty in 1979/80 than in 1974 Consumer prices, however,
have . risen about as fast in 1980 as‘in 1974, reflecting price and tax pol1c1es
(described in the next chapter) wh1ch, together with the more moderate- wage
‘bargaining, have kept the f1nanc1al pos1t1on of the enterpr1se sector more

shielded. from the oil pr1ce r1se in this second ep1sode.

These factors are. aLso 1mportant for the prospects for the real
‘economy through into 1981, compared to the exper1ence of 1974~75.
:The Comm1ss10n s forecasts for ‘the main’demand components and GDP are
‘g1ven in Table 1.3. " The overaLL weaken1ng of GoP is expected to. be’
»1S1gn1f1cantty Less in 1980 and 1981 than in 19?4 and 1975 (the total growth
*1n the two pawrs of years be1ng respectvvely 1,9% and 0,3/)

‘There: are evén greater: d1fferences in the pattern of behav1our of
“the main demand components taken 1nd1v1duaLLy. Thisis not at first s1ght
evident 1n the f1gures for private consumpt1on, where the voLume growth

in 1974—75 and 1980—81 is around 1 1/2% per annum. The str1k1ng d1fference
~here_ lies in the fact that,thLe reaL wage increases rose very substantially
after the ffrst‘oilyshock, this was accompanied by‘such an_ intensification

in the climate of inflation‘and‘uncertainty that househotdwsavings k
increased very sharply;'in 1980-81 it is expected that the savings ratfo

will remain much more stabLe aLongs1de the absorptwon by wage-earners

of the.oil price rise.

The 1974-75 recess1onoccurredpr1nc1paLLy through a sharp faLL of
private 1nvestment and run-down in stocks, wh1ch was the consequence of

“the chmate of monetary jnstab1t1ty, acutely reduced prof1tabjt1ty in the

~
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‘énterprise sector, and the Sharp drop in demand thaf occurred in the
course of 1974-75 (although this is smoothed over the annual average
figures in Table 1.2). By contrast a‘muchvmiLder weakening‘in investment
and stockbuilding is anticipated for 1980-81, in part becauSe of the
better financial pos1t1on of enterpr1ses (of course this descr1bes the
Community average, and there are except1ons - notabty in the case of the
United K1ngdom in 1980).

Government consumpt1on is a contrary 1nfLuence, in the sense
vthat it continued to grow in volume terms qu1te strongty after the
first-0oil shock (2,2% in 19?4, 3,9/ 1n 1975), whereas it is expected
to grow more modestLy in 1980(2 0%) and 1981 (1 3%). This is a consistent
part of the overall picture, in which budgetary and monetary poL1cy is,
“after the second oil shock, being kept on a stricter and steadier course than

in the first episode (see aLso Chapters 4, 5 and 6.

It is through examining the course of monetary‘policy that the full
chain of interactions between price,'demand and output effects of the oil
shocks can be Linked Uo. The strict generalﬂstance\of monetary policy has
in part accounted for the stronger and certainLy more stabLe exchange-rate
"experience after the second o1L shock,: a factor helpful to 1nvestment
On the other hand, while the apprec1at1on of Community currencies has
diminished the external price shock, 1t has also hardened the cond1t1ons ’ -
of competition - for the Commun1ty in international trade. As described in o
Chapter 3, the adjustments to trading performance since the second 0il shock
have been more favourable in thefcases of the United States and especially
Japan.than for the:Commdnity.'The Community's current account deficit in
1979 was abodt one -third of the OECD total: in 1981:it will probably account
for over‘hagf of the total. Demand for COmmun1ty product1on in home and
overseas markets has been weaken1ng in a Loss of market shares to other

producers of industrial goods.

One cannot yet concLude, f course, on howw the Community economy
“will emerge from the second oil shock The obJect1ve, evwdently, is to
benefit from exper1ence since the first oil shock, which in practice means
to secure a: stead1erfand f1rmer adjustment to the energy crisis, wh1Le '
at the same time beg1nn1ng‘to reverse the Long=run acceleration of inflation
and the weakening of growth performance and world=wide compet1t1veness.
“Policy is aimed at these several® formidable ob]ect1ves, and there are some
signs that the pr1vate economy too is adjusting in the right d1rect1on,

for example as regards wage inflation and a steadier pattern of‘consumption
and investment. The loss of output in the present down-turn should

turn out to be less than in,1974—75, and fhe upturn expected in the course

of 1981 should avoid the unsustainabLe-precipitation of 1976.
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Tracking;the.busfness cytle”in the Community/

~ The cOmmunityAeconomy fndeednreachedha cyclical turning point in earLy
1980, probably in March. There ‘was some decL1ne in output in the second and
third quarters of the- ‘year, foLLow1ng an upsw1ng Last1ng nearly two~and-a-half k
years dur1ng which the annual average growth of GDP was 3,4% (see Table 1. 3). a

" The present down-turn is thus a continuation of the mattern of marked fLuctuat1ons

which are plotted for the Commun1ty as a whole and the four largest Member States
in Graph 1.1 (the shaded areas 1nd1oate the periods from peak to trough of the N
Community cycLe,, the- reference cycte is shown alongside the 1ndfcator of

.buswness conf1dence reported by 1ndustr1al1sts 1n surveys)

For the Commun1ty as a whote, three cycLes may be recogn1sed over the
,past decade (see Table 1. 3), spaced between  four peaks: 1n July 1969, in August
19?3 Jjust before the first-oil shock, in November 1976 after a short. recovery

period, and in March 1980,w1th the second oil shock.

The cycles have on average, from peak to peak, been about 3 1/2 years 7
- long, with. the per1ods of "upswing from trough to peak tend1ng to be stightly TR P 1:}
o shorter (21 months) than the perfods of downsw1ng from peak to trough (22 months)., -

Table 1.3 1nd1cates the average annuat rates of growth exper1enced over Co L §g
these phases of ‘the cycLe. The underlying. rate of’ growth represented by the . 3
- full cycle, from peak to peak; has" sharpLy d1m1n1shed, for exampLe, from 4,7%
“ (for GDP) in. the Last cycle before the 1973 oil cr1s1s, to about 2 1/2/ since
then. However, there are d1ff1cult1es involved 1n Judg1ng how far the potential
- growth rate has declined as a result of the o1L‘shocks and other‘factors1).

‘ ‘fhe business .cycle of the Commuhfty economy fh’the aggregate is a fairty
weLL estabL1shed econom1c reaL1ty, refLect1ng ‘the strong 1nterdependence of the
economies: of the Member States. This 1s refLected moreover, in the average
epinions of " 1ndustr1al1sts “in the Commun1ty, as reported in the bus1ness surveys
(publ1shed in European Economy, Supplement B) wh1ch give a con51stent qu1de to
the development of econom1c cond1t1ons in the Commun1ty as a whoLe. It is also A'
shown by ‘the cyclical ftuctuat1ons plotted 1n Graph 1 1 for the four Largest

‘Member. States. But the cycles of the. three Large cont1nentat econ0m1es have
been more closely synchron1sed to the Commun1ty aggregate than that of the
United Kingdom. . The degree of synchron1sat1on has: also var1ed over t1me the
peaks around August 1973 were somewhat dwspersed, while the troughs around

: August 1975 and the,peaks around November 19?6 and ‘again around March. 1980 have-

- been ‘more t1ghtly synchronwsed The most synchron1sed turnfng p01nts have, thus,

not aLways been those assoc1ated w1th common external shocks. ‘

1) See a discussion of these problems in the concluding section of this chapter,
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The slow-down in the'underLYing’rate of growth

The large changes in thetreai price of eneréy have reduced in some

degree the optimal productive capacity of the economy as a whole, at LeaSt for
the‘time being. ALthough phys1caLLy it is still possible to produce just as
much output as before, it is in part no  Longer econom1c to do so, as the most
economically efficient mixes of factors of production have changed. It takes
time,  new 1nvestment and new human skills, and much reorgan1sat1on to

return to a new opt1mUm. In the meant1me economic capacity has been lost, with
capital ‘equipment having‘become eConomjcaLLy obsolete faster, and with a worse

mismatch between the Labour force and employment. opportunities.

The difficult question is to quant1fy the Loss of capac1ty, or the
slow=down in the rate of growth wh1ch can be sustained without creating further
1nfLat1onary tensions in product or Labour markets. At the present time
no sure answer can be g1ven to this quest1on._ However, the issue is of

such evident 1mportance that it is worthwh1te tak1ng note of such 1nformat1onv
that exists. ‘

One traditional short-cut approach to these'questions has been to study the
N rate of growth experienced between ‘cyclical peaks . (the Wharton schooL”technique)
‘!i thus identifying a growth ‘rate that cuts out cyclical fLuctuat1ons, and where the
peaks represent c1rcumstances in wh1ch capac1ty or 1nfLat1on c0nstra1nts are
supposedly equivalent. - The cycL1caL chronoLogy,set out above (in Table 1.3,
and Graph- 1.2) suggeetedfthat thewCommunity's*aggregate rate of GDP growth
declined from 4:7% inlthe cycte before thevojL crisis to 1.8% and 2.9%Qin the
two cycles that have foLLowed ‘These,figures are open to the criticism that
Vthey reflect peaks of uneven he1ght :“indeed, capacity utilisation was surely
higher in March 1980 than in November 1976. It may be more SatiSfaCtOfY
. % to calculate the rate of growth between the two oil crises, or, more precisely,
between the peaks of August 1973 and march 1980 : this gives 2.4% for GOP,
and 1.7% for industrial production. '

This still does not entirely dispose of the problem that the oeaks
may represent different capacitywtitisatioh LeyeLs, since the two indicators
of industrial oapac{ty utilisation obtained fndm the business surveys.

(see Graph 1.2 and Table .1.4) euggest that the recent peak in March 1980,
while higher than in November 1976, was lower than in August 1973, However,

‘the business survey data do provide:an opportunity-for a cross-=check, by
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mak1ng it poss1bLe to caLcuLate the rates of growth exper1enced 1n
‘sL1ghtly different ‘periods for wh1ch capac1ty ut1l1sat1on was reportedLy
equal at beginning and end-po1nts. These data (see Table 1.5) prov1de
':conf1rmat1on of the figures already cited. For the selected per1od
preced1ng the 1973 oil shock the underLy1ng rate of GDP growth thus ‘

- measured was 4,9%. For the seLected periods ending in 1979 or. 1980
| f‘the comparable,rates of GDP/growth were both 2 SX.

A support1ng 1nd1cator may be seen 1n the growth rate of 3 47 exper1enced
~in the recent. two-year upswing, from the trough 1n October 1977 to the peak in
#arch 1980 “While th1s rate of growth may Seem moderate by earL1er

' standards, 1t was: accompan1ed by a substant1aL r1se in capac1ty ut1L1sat1on and
‘a stab1L1sat1on of the total unempLoyment LeveL k However, maLe unempLoyment
decL1ned over. this per1od, and 1ncreased tensions became clearly apparent

on Labour. markets in. key reg1ons and sk1LL categor1es., Thus a 3. 4/ growth rate
of GDP seems at the moment to be in excess of that of product1ve vl

potent1aL for the Commun1ty as a ‘whole..

_ , OveraLl therefore, there is’ some convergence of 1nd1cators suggest1ng

that for GDP the underLy1ng rate of growth of product1ve potent1aL 1n the , o
Commun1ty as a whoLe may - have decL1ned #3om72??/2/ 7 5% before 1973, to L ~ir‘fhﬁ
. abolut 2 1/24 in more recent years.7 Th1s of course does not preJudge what '
fdthe rate of growth in the med1um-term future may be. Th1s will depend
’ cruc1aLLy on the rate of 1nvestment .and more generaLLy on the rate of
'Vstructural change and: product1v1ty growth that the Commun1ty economy susta1ns

"~ in the perfod ahead.

\
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TABLE 1 vz

‘Rates of growth of demand and GDP growth under two oﬂ. shocks,
- 1973—75 and 1979-81

o 1973 1974 1975 1979 1980 1981
S T 6.5 1.3 8.0 | AR
0K Private consumption 8.5+ ;~3‘ §;5 be gy an? 2-?
: Govt.  consumption 2.9 8.9 0'7 i Leto - 4.4 2
‘Fixed cap. formation : Z; },gf; ?,1-0 Loas. 1;.2 g.;
Final domestic demand (1) EDSF R S O S
Stockbuilding. (1) Sy it 3 R B
;:;ejgn b.lnnce (G P] 5.2 *a “a s =g i
: ) > - ; R S '
X i - ’ 33T 8.2y
o - Private consumption = ?'3. ,1.3 3.7 v 1.9 2.0
,‘ Govt, ‘consumption “‘g ‘ »_3'2 -i:z R i.g‘ 1.3,
;0 FBixed cap.. formation : 1‘9‘ -1'5 gy R 2‘: ) 1’3
Final domestic demand (1) '5 -'2 = : 1.6 . ‘.6’ “*6
Stockbuilding (1) . 2-“ s -'E -3 % -8
;:;e’lgn balance (1) e s Tie w6 aly ito
: Sty ’ ‘ 2 N 3,2 o R
. ¥ . Private consumption g'g 2-5 3 3 ) ’g.s : gfj : é
(2) - Govt. consumption - 61 le .‘.3"2 2.5 - 32 .
‘Fixed cap. formation - ‘5'3 ENPIOOE 18 P 2.4 1.?
Final ‘domestic demand (1) 53 IR 10 e =g
‘Stockbuilding (1) . - i’ _'4 ) ‘8 o 1'1 - ‘.0 S 7
;:;ewgn balance (1) Jelw a5 2 3. 4 .
: , T e ! L | i -
F] ; : 1 “de 36 5.
IRL - Private cohsusption 6.1. 7, ;'2 ; g aes 1.5 B
Govt. consumption 6.7 . _ 6. A SOGRNIEE-] 0
N 3 3 e 15.2 11,6 0.4 . 15.6 . "6‘4 4,04
Fixed cap. formation 0.6 - “3.1 7.2 =59 il
. Final domestic demand (1) P a9’ 4.9 ; LB 1’_.‘3‘,7 Sq s
Stockbuilding (1) '5.6’ '1.6 10'2 ~5a ! 7.6 1A(y...
Foreign balance (1) o . : 2'1 109 . e
GoP : 4.1 3-7 . . ," .0 2.5
; e i S
‘ ’ ’ TR 5.1 4.0
I~ Private consumption 5.8 g.s 1 ; ; : ;’ 3‘0 q'5
. "Govt. ctonsusption I “'g .13'7 , ot ?fg _3‘3
Fixed cap. formation . 7.7 3'8 S i e 2.9
Final domestic demand- (1) 5.8 R ol 4.2
Stockbuilding (1) _i; SO T e #.3 .g
b . . 2w . KR
;:;emn alance (4}) 70 e ; 3'6 5’0, e .ﬂ(
ML Private consumption 3.9 2.; »g-é . g-g 1 5?’, "*;g
Govt, consumption . RN g ol wBo A
Fixed cap. formation 4.5 3.8 '1'"3 1_'9 A ‘0, K‘ﬁ
‘Final domestic demand (1) 347 R R R v
Stockbuilding (1) 1'2 2'1* .6 ‘9»' 1‘,, .(_,
;:;exgn balance 1) . 5:’7 35 -0 2.2 5.3 R
: ; : » .5 R T .20
B Ppuvate consumption. - 7.8 3.0 5, ! PSS BTS2 te
Govi. ‘consumption P _4.8 _2_-'; W20 A:‘&)
Fixed. cap, formation 6.8 7.0 1aE oo 2.0 1.2
Final domestic demand (1) 648, 3.9 7 .8 BRI Y- 1.1
Stockbuilding (1) et L9 8.0 a3 L _;.2
Foreign balance (1) 1.7 »3 R 1.2 4 L2 2
6DP 6.1 .5 1.9 2.4 1.2 9
L. Prwat‘e' consumption 40907 5.8 7 ikl - a2 47 1.5
Govt, consumption . ; 2.4 77 adr o 8.2 :t:-g a8 1.2
Fixed cap. formation = ' 9.8 2:0 9'3 26 3.4 04LD
" Final domestic demand (1) S 28 000 SO EL AR
Stockbuilding (13 8 LeS T s -3 3.8
Foreigﬂ balance m 545 ;'; _g'z 2'7 L9 K
GOP - '10.2 ‘4.’ ¢ : _- ] 8 5
UK . Private consumptiqn M8 .1v9, T1.0° 4.0 A
‘ Sovt. consumption N LX SR TR 23 LT 7 Lo
Fixed cap. formation ) 6.9 *2-9 ) <7 1.9 4.5 T3
Final ‘domestic demand m 5.5 157 W8 L A .6
“Stockbuitding (1) 2.9 1.2 2,9." .00 TRLAL .4
Foreign balance M .5 A L 2.5 0 Lt Ta4
GoP 8.0 -71.5° T1.0 S A b
" EC~9 Private consuﬁbtion 4,5 . 1.5 1.8 3.6 | 1.8 .9
. Govt. consumption 36 1 2.2 0 3.8 g-; 2.0 . 4.3
Fixed cap. formation . 45 3.8 4.8 . 2.4 7.0
Final domestic demand (1) 43 o e B4 4.8 oab
- Stockbuilding (1) 1o 7.2 72,3 1.0 .7 .3
Foreign balance (1) V20T 8 “14a .2 W3
“GDP 5. 1,7' 1.4 3oal f,F

) Chnnge as percentage of GDP of. preceding period

’(2)‘Preyious yegrs' prices for years 1979~1981




i - Table 1.3

Business cycLes in the Ec -economy as a whoLe 1969 80

o Economic performance during period
Duration SR )

’ _ in months GDP growth Industriat Capacity
o ’ % annual production utilisation
average %4 annual %,change(1)
average ‘
Full cycles: peak to peak
July 69 to August 73 49 4,7 4,1 - -1,3
August 73 to November 76 ' 39 1,8 1,0 - - 7,2
November 76 to(March) 1980 . 40 2,9 2,6 + 3,9
Average durétion; 43
Upswings: troughs to. peak _: o ‘ _
February 72 to ‘August 73" 18 - 5,4 . 8,5 . +5,0
August 75 to November 76 : 15 . 5,9 1,4 +7,7
October 77 to (March) 1980 - 29 : 3,4 4,0 +5,3
Average duration: = 21
‘i Down=swings: peak to trough
suly 69 to February 72 R DT 1,7 - 6,3
August 73 to August 75 L 24 -0,6 - - 4,8 . -13,8

November 76 ‘to October 77 ' -1 ‘ 1,7 -1,1° - 1,4

Average duration: . 22

Note.  Business cycles are here based on deviations from trend of a composite monthly
index of output, consisting of monthly industrial production data and quarterly GDP,

in which the quarterly GDP Llevels are attributed to each of the three constituent months.
The trend is estimated on the basis of 75 months moving averages (extended by 37 months
to cover end-points). Turning=-points are located by successive application of the
moving average procedures.  Peaks are identified where output index reaches its

highest point above the trend level after an upswing phase, and troughs where the

output index reaches its lLowest point (below-trend growth including both slow growth and
‘declines in output below the trend level) after a down-swing phase.  Peaks (or troughs)
are recognised only if they are separated by 15 or more months and by an intervening
trough (or peak). The Bry=Boschem method of the National Bureau of Economic Research
(New York) has been applied to estabL1sh reference cycles of economic activity and
turning-points in cycles.

(1) Source: business ‘surveys, see Table I.4.
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Table 1. 4

Capac1ty ut1L1sat1on in, manufactur1ng 1ndustry.

Rate of capacity Utilisation, %

Proportion (%) of 1ndustrwes with product1on
. hold-ups reporting that production was

h1ndered by lack of equipment

al EC D
quarter ‘
eV 1 8s.4 BT.6 85,7
I ans 88,90 - as.e
1875 8N.Y 8002
Iv 87.2  &n.3 864
1973 1 877 8E.Y 88,2
1DBN3 85k | 857
111 87.0 . 85.4  85.6°
v 8.8 . 852 85.6,
19731 1 £5.0  TT8nS . 85.is
11 "8¢.0 82,8 §5.8
1 834 793 5.8
IV 834 785 889
W21 sy oy es.?
It 82,8 .3 8en
111 834 8.8 868
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WhT o ene T ey
P T T T 2 |
Il 82.8 &5 BS.3
1V 85.6 835 #3.3
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S 18a Y vl
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(1) The f1gures are based on bus1ness survey results, and are adJusted for
comparability with those of the other Member States in

and deviation. -

2y

(3)

SeasonaLLy adjusted

Source: European Commun1ty and nat1onat bus1ness surveys.

‘Notes J/F
o
.~ O/N

o

January/February

June/July R
October/November -

: y

)
)

are conducted

terms of averagevLeveL

The third duarter data for capac1ty utilisation are 1nterpoLated vaLues of the
- second and fourth quarters, ow1ng to Lack of ‘basic data.

These are the mont hs in wh1ch the retevant survey’

=




Table 1.8

Rates of GDP volume growth in the Community

bet ween pointé of equal (D “industrial utilisation

i

Measure of capacity . -% annual average

Reference period,
year and quarter ’ ‘ utilisation observed © ‘rate of GDP
‘during the reference , growth
period '

% industrial capacity
utilisation

III 1973 . 86.8 - 8.4 4.9

1Iv 1970
IV 1974 - IV 1976 . 80.6 - 80.2 o 3.2
11977 - 1979 811 - 818 25
11974 = 1 1980 - 83.8 - 83.3 2.5
% of enterprises with
production Limited by
Llack of ‘equipment
11969 - II 1973 . 24 - 23 5.1
IV 1974 - 111976 - 8 - 8 2.7
Y 11976 - 11979 8 - & 2.6

Source : Commission services, and European Community business surveys.

1) The capacity utilisation rates measured during the selected periods are,
if not equal, as close as the observed data allow.
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GRAPH 1.4 -

BUsiness cycles and Leading indicators, EC‘and four targer’MemBer States

Indices based on 1967 = 100
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Sources : EC business surveys’énd-nationat stétistical'pubticatidns. For methodology
, ~ see Table 1.1. ‘ » ’ ‘ : e
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GRAPH 1.2

EC GROWTH TRENDS AND CAPACITY UTILISATION, 1969-1980

Enterprises with»producfion bottlenecks
reporting equipment shortages
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2. Stabilisation and convergence

The substant1al acceleration of consumer pr1ces in 1980, and the renewed
divergence of performance between Member States, have at first sight been .
about as serious as after the first oil shock in 1973. However, there are
‘some . mitigating factors. The recent consumer price rises reflected in part
deliberate acts of policy to Lliberalise price and rent control, pass oil
price rises rapidly through to consumers,. and change tax structures; in all
cases aiming at improved resource allocatijon and faster structural adJust-
‘ment. Moreover, wage incomes have, unlike in 1974=75, more readily been

- absorbing the oil price rises, rather than avoid them through.more infla-
tionary wage bargaining. Performance -under the main measures of domestic
inflation (GDP deflator, labour costs) has deteriorated in 1980 less than
for consumer prices, and should in 1981 show renewed improvement. However,
acute problems of {fnadequate profitability in the enterprise sector, in
conjunction with high jnflation, remain outstand1ng in some countries,
notably in the United K1ngdom and . Italy.

Prices

The trend of'consuner.prices in,theVCommunity, measured by the
index of consumer prices‘(TabLe'Z.ﬁ);-worsened considerably during 1979
and the eanLyxmonthseof'1980, although there were signs of deceleration
in the rate of inflation inkthe second and third quarters of 1980.
Thus - for the Community as a whole the 1ncrease of 8,6% recorded in
1979 gave way to a 13)7 in the twelve months to July 1980 for 1980
as a whole an average of 12% i{s expected, and for 1981‘a,s1gn1f1cant

deceleration down to 9,7% is forecast.

However, the\trend in- the GDP price detLator, which reflects
domest1c pr1ces and costs to the exctus1on of any d1rect 1mpact frOm
1mports, accelerated Less. This is most ev1dent in comparisons .
w1th 1974 and 1975. The GDP defLator in 1980 is estimated to have risen
11,1%, compared to 13 6% in 1975, whereas the consumer price rise 1nﬁ1980

came much closer to the 1975 experience.

These- trends are L1kew1se ev1dent in the data on standard deviations
- given. in Table 2.1: the divergence in consumer pr1ce rises between

Member States was, accord1ng to this measure about the same in 1980

as in 1975, whereas the GDP deflator showed a much Llesser d1vergence than

»

after the first oil price shock

“In the w1der d1vergence of performance between Member States
in 1980 three groups of countr1es are apparent- those -in a reLat1veLy -
Llow 1nfLat1on group with consumer prices rising: in 1980 between

5 1/2 to 7%~(Germany, BeneLux countries), those inamiddle group-
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around 13% (Denmark and France), and those‘in a higher inflation group
in a range 18 1/2% - 20% (Ireland, Italy and the United Kingdom).

Tables 2.2, 2.3 and 2.4 seek to give a more disaggregated account

of recent price trends by commodity, and by origim of the price -increases

(although there are considerable shortcomings in the data for these,purposes).

Not surpr151ngty the items fuel and light show the greatest price rises
within the consumer pr1ce jndex over the past twelve months, with an average
increase of some 24% in the Community as a whole (Table 2.2). Theywe1ghted
contribution of these energy products, as in 1974, appears to have added
about 1% directly to the total consumer-price‘LeveLs; however, this only
covers electricity and heat1ng oil but not fuel for private transport
which has contributed 1mportantLy to the rise in prices of the item ”other
non-food goods' . Moreover, the rising price of energy inputs in all other
goods and services are of course reflected in all categories shown in
Table 2.2 and 2.3. In particular there will have been a significant energy
component in the price rises for non-food goods and services, but less so

for food and rent .

The largest contribution to the consumer price rise oaMe from non-
food goods, rising in themsetves 14% over the Last twelve months recorded,
and contributing about 5% to the rise in the totaL consumer pr1ce level.
This reflects a mix of factors beyond the energy component mentioned
Ancluding the L1ft1ng of price control in some countries (fFrance, United
Kingdom), the increase in 1nd1rect taxes ‘also in a number of countries,
and a more general strengthening of manufacturers' prices. Th1s Latter
factor has no doubt'contriboted to maintaining a better finanCiaL position
in the enterprise,sector than in the squeeie that followed the first oil

shock (see further in Chapter 4).

By comparison food prices have contributed relatively little to the
general acceleration of consumer pfices,,reftecting the modest price rises

agreed under the Common Agricultural Policy.

Rent increases, however; were more severe than in previous years,
reflecting measures 'taken in a number of~oountries (Italy, United
Kingdom);‘moreover, the 'rent!' cOmponentlof the index covers in some
countries charges that have inobeased sharply (for example mortgage

jnterest rates in the United Kinadom,

19



2.3

Another way of looking at thé components of inflation is given
in Table 2.4, based on thevcontributions of the principal inputs to the
. price rise of total final expenditure. The contribution of imports to the
rise in total price Level was 3,8% in 1980, bompared to 8 37‘in 1974,
this much Llower f1gure combining three factors: the dollar oil price rvse
which was of similar size (as 1nd1cated in €hapter 7, the much Lower
rise in other commod1ty prices in 1980 than in 1974, and the greater
strength of the exchange rates of Community currenc1es against the dollar:
in 1980 compared to 1974. As explained more fully below, unit Labour .costs
~ contributed significantly less to the total price rise (5,1% in 1980
against about 7% in 1974 and 1975). Indirect taxes are éLso shown to have
: contributéd somewhat to the acceLeration of’inflafion;-generaL increases
in the value-added tax were madé in Germany and the United Kingdom in 1979 and in
Italy in 1980, and indirect tax 1ncreases have also been important, espec1dlly
for energy products, in IreLand Denmark and France.

Overal[ the trend in the pr1ce ‘Llevel has been s1gn1f1cantLy 1nfLuenced
by government 1ntervent1on. Indeed government poL1cy d1rectLy affecting
prices has been‘much different in 1979 and 1980 compared.to‘the period
after the first oil shock. Energy price nisés have been passed quickly By
through to consumers, and there have been more upWard adjustments bf energy LA
consumption taxes on this‘occasion,'compared to‘the‘widespreéd erosion of
the real value of such taxes after the first oil shock. This more adjust-
ment-orientéd,energy pricing policy has more or less coincided with other
price and rent Liberalisation measufes‘and some changes in tax structure
easing direct taxes and accentuating’indirect taxes. Community policy,
for farm products, has worked more in a price steo1L1S1ng d1rect1on, but
here as well the intention of policy has been to seek a better suppLy/demand

baLance.



2.4

* Labour costs

The acceLerat1on of wages and salaries which also began in 1979
cont1nued in 1980, but the rate of 1ncrease 1s expected to rema1n substan;
t1aLLy below the high levels of the wage explosion in 1974/75, and may
already be slowing down. Howevef, experience among Member States is by
no means uniform. In the thifd guarter pf the year, the increase in com-
pensation compared with'twetye months previously, still varied from
& 1/2% in the Netherlands to over 23% in Italy. The average increase of
13,1% expected ﬂ11980is forecast to fa[L back to 10,3% in 1981 (see Table

2+9). As a reflection of this, the stahdard'deviation of wage and salary

increases widened sharply in 1980, but is expected to decline again in 1931.

In view of the importahce of the need to avoid the second oil
price shock generating a further, secondary-acceLeration of inflation
through compensatory wage increases, considerable attention has been paid
over the past year in the Community to the working of mechanisms for the
indexation of wages on prices (see for example the conclusions to the
1979/80 Annual Economic Report). A description of such mechanisms as
exist (or otherwise) and hbw they may have been chénged in the recent

past, is given in the attached inset "wage indexation in the Community'.

The role of automatic wage indexation in income formation differs
substantially from Member State to Member State. In Germany and the United
Kinngm indexation is virtually non-existent and in France only the
minimum wage is formally édjusted. Other Member States have some degree
of wage indexation with the most comprehensive and rapidly working system
found in Belgium, Luxemboubg ahd Italy. Although the inflationary dangers
inherent in full and rapid indexation systems .are evident enough as theoretical
arithmetic propositions, especially in the case of major external price
shocks, it is necessary to proceed with caution before drawing too strong
or simple conclusions on the effective impact of such mechanisms. Firstly
it is to be noted that in the Community there is no simpLe correspondence
between the propensities of Member States to‘have higher or lower rates
of inftation, and the exfenf of their wage indexation practices. Thus, at
the two extremes of each variable there are at present apparently
cohtredictory experiences: full and rapid indexation going with high
jnflation in Italy and Low inflation in Betgﬁum, and the complete absence
of indexation going with low inflation in Germany but high inflation in
the United K1ngd0m. Secondly,. the absence of such simple cbrrelat1ons does not

.



2.5

mean, however, that indexation practices may notrbe damagingbto the economy
in-diffusing and 1ncreas1ng pr1ce shocks, and in prevent1ng economically

' des1rabLe adjustments in relative costs and 1ncome shares; rather, the
absence of the correlation refLects the fact that the totaL wage and

salary bill has several determinants (for example a reat" wage adJustment
as well as a price adJustment), and 1nfLat1on also has several or1g1ns

(as illustrated in Table 2 4 above, which showed import pr1ce, tax, tabour

and other contributing factors).

A further neaSOn for caution is thatbindexation phacfices can'be_
fundamentalty different in their 1mpact depend1ng upon what may seem
to be téchnical variations in their def1n1t1on: €.d. in the percentage
extent of»cost of living compensat1on, the delay before compensation is
made, and the poss1ble existence of spec1al adJustments to the consumer
price 1ndex (for example to exclude indirect tax changes, energy pr1ces,A
etc.)

Among the ma1n qual1t1es to be sought in pay. barga1n1ng systems
are the1r ability (a) to minimise uncertainty and industrial strife and
~(b) to permit rational react1ons to unexpected price shocks ‘and the needs
| to ad]ust for real compet1t1veness. ‘Indexation systems, to the extent they
are comprehens1ve in coverage, will tend to favour the former criterion and
to ignore the second. Indexat1on systems which are less comprehensive may
imply a greater degree of compromise; The jdeal pay ‘bargaining environment
would seem to be that in which a susta1ned record on pr1ce stability assures
the absence of uncerta1nty, and in uh1ch ‘absence. of indexation assures the

poss1b1l1ty of adJustments 1n real . incomes.

The approaches followed in the Member States on these guestions
in the past year have also been very heterogeneous. In several countries
where the indexation is w1despread, ‘there have been efforts to limit
the'inflafionary‘impact'of the oil price rise. In Denmack, energy products
have been wfthdrawnkfrom'the_reference price index; in the Netherlands,‘.
there has been a temporary‘orice'fheeze; in BeLgium,ithe emphasis has
been on low "real" wage demands; in itaLy, adjustments of‘thelindekation
~ system have been debated, but not effected. ' ’
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While the'techhiques ot wage adjustment are extremely var%ed,
there is no avoidjng the fact that wage‘bargainers have ,one way or the
other, to accept fhe income loss implied by a major deferioration in the
terms of trade - if the underlying rate of inf[atioh is to be kept down.
Whether this should be done bybadapting indexation mechanisms or lowering
real wage claims is essent1aLLy a matter to be worked out in the specific

s1tuat1on of each Member State.

An examination of developments in real per capita compensation and
real unit labour costs presents a very different picture. From
an annual average;of 6% growth in the sixties and early sevénties,

‘real compensation declined untit 1977, and after rising
again in all countries in 1978 and 1979, fell back sharply in 1980 as the

rise .in consumer prices at first kept ahead of rises in compensation. .In

the year as a whole, there is expected to have been a 1% Trise. Significant
falls in real income occurred in the Nethéﬁfgﬁés'and Denmérk wiih

'modest rises in Germany, France, BeLg1um and. Luxembourg,_and a® Large rise in
“Jreland due to substant1al publ1c sector pay r1ses. In 1981, the emphasis
’g1ven to counter inflationary policy by governments is L1keLy to restrain
real compensatvon to a further small improvement, forecast to be 0,5% for the

Community as a whole.



Tak1ng into account developments in product1v1ty, however, the

. downward trend in real wages probabLy represents no more than some catching~

up of non—Labour incomes for the Losses exper1enced in 1974/75. The hgge
increases. in both-nom1nat and real wages in those two years far outstripped
the increases 1n both consumer prvces and product1v1ty as aggress1ve wage
bargaining in the wake of the oil price shock ensured that Labour incomes
did not suffer any loss. From 1976 onwards, however, this development
changed:‘productivity growth in 1976 was substantial, and in every subsequent
year has exceeded the rate of growth of real compensation per employee.

‘Moreover,'the.recentvexperience_of individual Member States with.
respect to reaLfcompeoeetibn and reaL unit labour costs has been relatively
similar, with moderatebrises‘compared to 1974 and 1975, or/and a rather
convergent pattern compared to the divergances in current nominal pay

developments.

Functional Income Distrjbution

Despite the relatively slow increaseAtn;uhit Labour costs in
recent years, income distribution in 1979 remained heavtly.biased in favour
of Labour‘inCOme, as opposed to corporate profitability. The measure
used here, called "normalised Labour income', is Labour income as a percen-
tage of net domestic income at factor cost, .including an impUted Labour
income for the self-employed to adjust‘for changes in the structure of
emptoyment. In 1979 the normalised Labour income ratio of 86,5% remained

- still about four\points over the typical level witnessed in the period

1960-1973.  The ratio rose to a peak of 87,7% after the f1rst oil crisis
then subsiding somewhat to 86% in. 1978, be fore r1s1ng again last year.

While the figures for the Community as a whole show a remarkably stabte

development (see Graph 2.2) a country?by—country analysis reveals strong
fLuctuationsooften,reLated to exchange rate developments, as seen in the

cases of Italy and the United Kingdom‘especialty.

Although the normalised lLabour income ratio may be somewhat more
comparable from country to country than the unadjusted deta,'fiQUres should
be interpreted with great caotjon, particularly in the case of eoonomies
where'wage and salary earners account for a relatively low share of total
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employment Like in Ireland and Italy. A cross-country comparison of
these normalised levels may nevertheless give a clue to potential
income adjustment probLems_and hence to the prospects for obtaining a

higher degree of price convergence among the Community's Member States.

One major conclusion to be drawn from a cross-country comparison

~is that Germany on the whole has been rather successful in solving the

income adjustment problems following the 1974 oil crisis. The labour
income ratio in 1979 was back to the Llevel of 1971/72 and is now some
three points Lower than the Community average. Also the French Labour
income ratio is relatively low, although the comparative advantage is

Less pronounced than in 1972/73, Among the shaLL industrialised Member
States, the Labour income ratios 4in Denmark, the Netherlands and Belgium
have shown a strongly rising trend over the past two decades, relative

to the Community average. The exceptional rise in the ratio in Luxembourg
ﬁn the mid~seventies reflects the’weight of the steel industry's crisis in
that country. In Italy, whére in the Late 1960s the normalised income
ratio was only 3-4 points above the Community average, the level is now
some 9 points higher. To some extent this may however be attributed to an
increasing under-recording of nbn-wage incomes and not exclusively to a
genuine shift of income distribution in favour of wage incomes. It is
difficult to evaluate the relative importance of the various factors, but,
on balance, it would seem that although a reduction of the Italian Llabour
income ratio to the average Level of the'CommUnity appears unlikely, a
certain closing of the present gap should be soQght as part of the Italian

adjustment process,

This would also seem to be the case for the United Kingdom, where
there has in 1979 and 1980 been a massive shift in income distribution in
favour of labour income. As recéﬁtLy as 1978, the ratio may have been close
to the Community average but this has now moved several poihts‘above,

implying an adjustment problem perhaps as big as in Italy. )

Thus in both Ita[y and the United Kingdom, real wages need to rise

Lless than Llabour productivity for a period of years ahead. L
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" Wage indexation in the Community

Denmark: Wagé rates are traditionally fixed according to comprehensive

national agreements covering two years.‘Thes¢ agreements also fix the
rules of indexation.  The indexation system 1is automatic and semi-
annual, with adjustments effected on 1st March and 1st September on

- the basis of the: average of the three months ending in January and

July respectively of a special wage. regulation index derived from the
consumer price index, exctuding indirect taxes and subsidies. Compen-
sation is normally granted in the form of a fixed sum released when

“the index value reaches certain thresholds (implying a higher percentage

compensation for Low incomes). On average, compensation has in the past
corresponded to around 60-70% of the amount corresponding to full com~
pensation. In the context of a major policy package aimed at dampening .

- cost increases and reducing the balance of payments deficit the index-
. ation system was modified as from 1st January 1980. Energy products were

excluded from the regulation .index and wage ‘indexation restricted to
the  average increase of Other products, wage adjustments due for Ist
March 1980 were cancelled ‘and the regulation 1ndex rebased to January
1980

Germanz Accord1ng to the currency law of 20th June 1948 authorisation
is required for .any index-linking of financial” claims and this is not'
granted. There are no indexation clauses in wage contracts; parties
may, however, agree to review the wage level if the cost of Lliving:
exceeds a certain threshold.

France: In France, purchasing power guarantees have in the past been
applied in certain nationalised industries, but at present only the -
minimum wage (SMIC), covering some 4% of the ‘active population, is

‘formaLLy linked to.a cost-of-living index.

Ireland: In Ireland wage and salary increases are norfmally fixed in
annual national ‘agreements. Such agreements have from time to time

(five of the last eight) provided for cost-of-living adjustments in the
course of the contract period. According to the National .Understanding
which expired in August 1980, wages were adjusted for the majority of
wage and salary earners on 1st March 1980 on the basis of the cost~of-
living increase during the 12 months up to mid-November 1979. The
adjustment amounted to 1% for each percentage point increase in the cost~

‘of-Living index between 7 and 12% and about 60 pence ot about 0.7% for each

point between 12 and 16%. The new National Understanding proposed in
S eptember 1980‘does,not explicitly provide for wage indexation.

- Italy: ALL coLLect1ve wage contracts

provide for indexation along a common system.of. adJustment, grantIng

a compensatory increase of 2389 Lire in monthly earnings for each per-
centage point increase in a special cost-of-~living index for wage
earners. At present levels of earnings and consumer price index, a 1
percent increase ‘in consumer prices will entail a 0.7 % rise in aver-
age earnings, with adjustments tak1ng ptace on 1st ‘February, May,
August and November on the basis of the increase in the index over the
preceding three month periods. Since March 1980, adJustments of pay in
the public sector are made according to the same system as.in the

/ private sector.

2.




Netherlands: In most of the 1970s wages have been fixed through sectoral
negotiations in the absence of national agreement. Most wage agreements
have provided for indexation taking place in January and July on the
basis of movements ,..: . .. . ' . . .., in a special wage
regulation index excluding indirect taxes and with a reduced weight

for medical services. Adjustment of the minimum wege is, however, pro-
vided for by lLaw. The adjustment is generally granted as a percentage
increase corresponding to the increase in the reference index. However,
‘based on a special Law covering income formation in 1980, the cost-of-
Living adjustment of July 1980 was given in the form of a flat rate
‘amount of 26 HflL to all employees with the exception of minimum wage
receivers (36 Hfl). : :

Belgium: Index-Llinking of wages and salaries has been widely used in
Belgium since 1948 and at present is applied to the wages of practically
all employees in the private and public sectors. Wages are fixed on a
sectoral basis and the system of index-Linking may vary from branch to
branch depending upon the provisions of the wage agreements. The
adjustments are granted in most cases after one month in the form of

a percentage increase in wages corresponding to the change in the
refererice index with certain thresholds. In the public sector, adjust-
ments are made according to Legal provisions. »

i

Luxembourg: Index-Linking of wages and salaries is applied generally in
the public and private sectors. Legal provisions fix the rules of adjust-
ment for public sector employees and the minimum wage.. Adjustments are
made in the form of a percentage increase in wage rates corresponding
to the. increase in the index, whenever the average of six preceding
months' index value reaches threshold values (2.5%)..

United Kingdom: Index-linking of wages and salaries has generally not
applied in the post-war period, except under the incomes policy arrange-
ments in 1972/73 (in Stage Three from November 1973 onwards). This
included a provision for threshold agreements giving compensation for
the rise in the retail price index above a certain level (6%) from its
October 1973 level, and certain other collective bargaining agreements
have also included threshold clauses providing- for renegotiation of
the contract if price increases exceeded certain values. The indexation
arrangement starting in 1973 led fairly quickly and clearly to a major
acceleration of inflation, and in subsequent incomes policy phases,
and wage bargaining rounds, automatic cost of Lliving adjustments have
been practically non-existent.

z1
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P Table 2.2

Components of consumer price developments - :
: (percentage increase)

Non-food Fuel and 1,2

Food “goods Light Rent ‘ Services3 Total
EC Total ‘

1974 - 12,3 14,6 25,4 8,1 © 10,1 12,4
1975 " 13,8 12,3 14,6 12,0 15,9 13,3

1976 12,9 8,9 12,9 11,2, 12,3 10,8

1977 13,7 9,5 1,8 8,8 8,9 10,5
1978 7,4 7,3 7,1 6,6 9,3 7,5

1979 — -

DK 8,8 12,2 ' 39,2 8,0 9,2 9,6

D 1,7 5,7 . 20,8 . 3,2 w 4,1

F 9,5 11,3 16,0 1,4 1,2 10,7

IRL 14,4 : w3 9,4 : 13,2

1 13,8 14,6 18,5 27,9 14,1 14,7

NL 2,1 4,3 7,0 6,8 4,7 4,5

B 0,5 5,9 : 6,0, 5,6 4,4

| 2,6 13,8 : : 4,6

UK 12,6 12,6 © 10,1 20,5 - 11,5 13,4

. ; | 2 ; |

| EC-total 9,2 10,1 16,1 14,3 9,7 9,9

Percentage increase July 1980/ July 197914)

DK 11,9 . 15,8 36,9 7,4 9,4 12,8

b 4,5 6,3 4,4 5,4 5,2 5,5

F 10,4 16,5 25,1 13,1 13,3 13,7

IRL 10,2 : 51,4 ‘ : 20,3
1 15,1 29,1 56,3 20,3 14,0 21,7

NN 4,6 10,5, 21,8 7,3 6,5 7,5

4,0 8,6 . .68 57 7,3

3,1 W 17,3 : : : 6,4

K 13,7 14,5.  28,3. . 29,6 22,9 18,9

EC- total 10,1 14,0 23,8 15,8 12,8 13,7

! Including repairs, maintenancé and othér expenses'relative to prbperty ownership.
2 _ . . . . . .
For Ireland = Housing.
3 Excluding rent. ( :
4 4ay 1980/May 1979 for Ireland, June 1980/June 1979 for Italy.

Note: Consumer prices = consumer price indices.
ik ~Sources: OECD and Commission staff.,

o



" Table 2.3 B . o
. Contributions to consumer price increases, EC total

Fuel .and -~ Rent

Food Non-food 2 Services Total (2)
' Goods less Light ' : ‘
Fuel &
_Light
1973 2,5 2,6 0,3 0,8 1,9 8,1
1974 2,9 5,5 1,0 0,8 2,2 12,4
1975 3,2 4,9 0,6 1,2 3,5 13,3
1976 3,0 3,4 0,5 11 2,7 10,8
1977 3,2 3,8 0,5 0,9 2,0 10,5
1978 1,7 2,9 0,3 0,6 2,0 7,5
1979 2,2 3,8 0,7 1,4 2,1 9,9
1980 (1) 2,4 5,2 1,0 1,6 2,8 13,7

(1> July 1980/ July 1979

) Totals’may not add because of rdunding adjuétments.

. Sources : OECD and Commission'Staff




Table 2.4 Origin of price increases (fihal expenditure) EC Total

(contributions.to the increase in the deflator of total final expenditure)

o

Imports lgg;:r“ g::?;??f ‘ 2;2?2rs TofaL(Z)
costs - (residual)
1974 | 83 68 0,8 1,3 e
1975 "\ 1,0 7,4 1,3 2,2 11,9
1976 28 32 1,1 2,5 9,6
1977 2,0 3,6 1,0 2,1 8,7
1978 0,1 3,1 0,9 1,7 5,8
1979 22 3,8 1,2 1,7 8,9
1980 38 s 1,5 1,9 12,3
1981 4 2,0 4,2 1,0 S22 9,4

M Per unit of output.
2

Total = deflator of total final expenditure.

(3 Estimate.’

. “ Forecast

Sources: Eurostat and Commission staff.
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- _forecast

percentage change
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Per capita compensation of employees.
1960~73
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TabLev2.6
Labour Costs per unit of output.
' percentage change

1960—73 1974 1975 1976 1977 1978 1979 -1980 1981‘
, , : ' forecast .

: ‘Nominal labour cost per unit of output

DK 7,5 19,2 13,7 5,2 82 7,9 8,0 10,1 8,3
b 5,5 9,5 6,0 2,1 4,1 30 3,0 5,3 4,9
F 5,9 15,5 17,5 10,6 10,2 9,3 10,5 12,0 10,6
IRL 8,17 16,2 25,4 16,4 10,7 1,4 16,4 23,0 13,1
1 7,2 19,5 26,4 15,3 20,9 14,1 15,6 17,8 14,1
ML 7,6 12,2 14,0 55 6,5 53 5,0 4,4 7,0
B 5,5 15,1 17,4 8,8 8,1 4,9 4,5 6,1 5,6
L 5,6 20,6 23,6 8,5 7,2 2,1 2,7 6,8 6,2
UK 5,1 23,4 31,1 10,5 8,9 10,1 14,6 23,2 14,8
EC 5,8 15,4 16,8 7,2 83 7,0 87 1,6 9,6
Standard 1,1 41 7,3 44 42 3,8 52 7,1 3,6
Real Labour costs per unit of output (1)
DK 0,7 5,6 1,0 -3,6 =-0,7 -1,2 0,8 07 =1,2
D 1,2 2,4 -0,7 -1, 0,3 -0,8 -0,8 0,6 0,7
= 1,0 40 3,6 05 1,2 =-0,5 0,2 0,9 -0,5
IRL 0,8 9,5 2,6 =-3,8 =2,0 0,1 2.8 6,2 1,1
1 1,7 0,9 7,3 =-2,3 0,9 0,0 0.4 -1, -0,9
N 1,5 2,7 2,5 =3, 0, 0,1 1,1 -1,2 0,8
B 1,2 2,5 . 4,4 0,9 1,3 0,4 0,5 0,8 0,0
L 1,3 4,5 21,1 -3,5. 53 -2,2 -6, 2,2 0,2
UK 0,0 7,2 3,1 -3,5 -42 =-0,1 0,2 1,7 -0,3
EC 0,8 3,2 2,2 -2,8 -1,7 -1,5 00 0,5 -0,
dard
begfaard 0,5 25 22 1,7 24 08 10 21 0,7
<))

Labour costs per unit of output deflated by the GDP price deflator

~ Source: Eurostat and Commission staff.
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3. External performance : balance of payments

In common with almost all other industrialized countries the
Community has suffered a very sharp deterioration in its current balance of
payments as a result of the two and a half-fold increase in the price of oil
between 1978 and 1980. So far, however, it has been markedly less successful
than its two main competitors, the United States and Japan, in diverting real
resources into the external sector to offset the adverse movement in 1ts

>5

terms of trade. The Community's cost and price competitiveness has been somewhat

eroded during 1979~1980 and there are some signs of a loss of dynamism in its
export performance; its share of world export markets has ceased to grow and

it appears to be becoming increasingly vulnerable to competition from the
newly industrialized countries. Although member countries have experienced no
difficulty so far in financing their current deficits through capital imports
and the value of their official reserves has been greatly increased as a

result of the steep rise in the price of gold, progress towards real adjustment,
particularly in the case of some of the smaller countries, clearly needs to be
accelerated. :

The pattern of current balances 1978-1981
» | o ) | I v.. .‘

The salient feature of the last two years has been another massive
improvement in the terms of trade of the oit exportwng countries, resuLt1ng
in a huge increase in their current surplus ‘at the expense of the rest of
the world. So far the greater part of ‘the correspondwng current account
deterioration of the oil importing countries has been borne by the advanced
industrial nations. In aggregate these countries' current baLances are
estimated to have experienced an adverse swing of over £ 90 billion
between 1978 and.1980 The absolute deterioration in the combined current
balances of the developing countries over the same period has been relatively
modest (approx1mate[y 3 25 b1lt1on) However, these countries, unlike the
fndustrial nations as a whole, were aLready in deficit in 1978. This year
they are expected to have a combined current def1c1t of around 8 60 billion,
which is approximately three-quarters that of the 1ndustr1aL countries and
tar greater in relation to export earnings and reserves.
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For the industrial countries as a whole the deterioration in their

current account between 1978 and 1979 (- 8‘44~biLLion)‘cah-be\whoLLy accounted

for by the increase in their 'oil import bill (+ 8 46 billion). However, this

'was not the case for altl countries in the group, particularly those of the

~ European Community. For EC countr1es as a whole only about two- thirds (8 17

billion) of the total (8 29 b1LL1on) adverse shift in their current baLance
can be accounted for by  the h1gher cost of oil imports. By contrast for other
industriat countries, considered as a group, the higher cost of oil imports

(+ 8 29 billion) was substantwaLLy greater than the 1ncrease in their current

def1c1t (+ % 15 billion) so that th1s group of countr1es, in particular Japan‘

and the USA, had cLearLy begun to make some progress towards external adJust-
ment aLready in 1979. \

v Within the Community all member countrtes, except the Netherlands
and United Kingdom, haye experienced a serious worsening of their current

balances. The shifts have been particularly Largef:in’absotute terms in

-Germany, France and Italy. But it is the position-of certa1n smaller

member countries whlch g1ves the most grounds for concern. Denmark

‘Ireland and Belgium were already in deficit before the 1979/1980 o1l price

1ncrease and their def1c1ts are . now disturbingLy Large in relation to their

export earn1ngs and output. For these countr1es therefore an arduous adJust-

ment cannot be postponed much Longer.

Progress towards external adjustment

; It is est1mated that between 1978 and 1980 the terms of trade of the
1ndustr1aL countries have worsened on average by about 107 Table 3.2 shows,
for each member of the European Commun1ty,1as well as for the United States
and Japan, the‘cost of'this‘deterioration, measured.as a percentage of GDP.
It also shows the extent to which.the terms of trade shift has been offset
by an improvement, or aggravated by a worsening, of the real trade balance
durthg the two years 1979-1980, and on the basis of Commission forecasts,
in 1981. These forecasts are particularty dependent on. OPEC's pricing and

output decisions.

»
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. The process of external adjustment has already begun in the two
Largest industriaL’eoonomies outside the Community - the United States and
JapanQ These two4countries were particutarty hard'hit as regards their terms
of trade; those of. the Un1ted States are est1mated to have. deter1orated by
11% between 1978 and 1980 ‘and those of Japan by as much as 30/ over the same
period (these figures amounting to 1.2% and 5.2% of GDP respectively - see
table 3.2), the adverse impact of higher oil prices having been aggravated
by a steep fall in the exchange rate of the yen. Both countries have, however,
achieved a substantial shift of real resources into the external sector, aided

in this by the big improvement in their compet1t1veness (see below) and, in

the US case, by a sharp fall in the relative pressure of demand. as the economy

has sunk into recession.For both thevUnited States and Japan the improvement

in the real trade balance during 1978-1980 is‘estimated at 1.7% of GDP, but

* bearing in mind that in both countries, and especially the United States,

the external sector accounts for a fairly small propobtion of the economy
as a whole, this amounts to a very large shift of output in the tradeable

goods and services sectors.

The experience of thé’Community has been strikingly different from
that of its main competitors. The average terms of trade deterioration in
Community countries during 1979-1980 has been less severe than in the USA

or Japan (approximately 5 % compared with 11% and 30% respectively), but

" the cost, in relation to GDP has been higher than in ‘the USA (though still

Lower than in Japan - see Table 3.2) since foreign trade accounts for a
higher proport1on of output in the. Communwty than in these countries. For.
certain 1nd1v1duaL Member States, however, notabLy Ireland, Denmark and
Italy, it has been part1cuLarLy high. Moreover, the effect of the worsening
terms of trade haS‘been,aggravated, rather than offset, by a deterioration

in the real trade balance, due in part to a'weékening of the Community's
competitiveness vis—a=vis the other major industrial countries, particularly
Japan, and to the fact that the rate of capacity utilisation in the

Community as a whole has not fallen so far or so fastbas in some other

countries, particularly the United States.
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However, there have ‘been’ except1ons within the Commun1ty to this
overall pattern. Both the Netherlands and Denmark, where domest1c demand
has been part1cuLarLy severely restricted, have ach1eved substant1al reaL'
adjustment. The Un1ted K1ngdom s performance has also d1ffered sharply from the

general pattern, reflect1ng the change in the structure of that’ country s
foreign trade now that it ‘has . achieved vvrtual self-sufficienty in oil produc-f
tion. This transformat1on would in any case have caused the United K1ngdom s
“terms of trade to improve, for precisely that reason for wh1chfother indus=-
triatl countries' terms of trade have deter1orated But superimposed upon this
"oil effect" has been a much higher than average rate of inflation and a
strongly rising exchange rate. The consequent deterioration in the real trade
balance is estimated>to amount to 2’47 of GDP in 1979 and 1980 combined

Larger than for any other 1ndustr1aL country, and this desp1te the d1SpLace-'
ment of 1mported by domest1caLLy produced oil suppL1es and the almost compLete

stagnat1on of domest1c demand.

"The weaker evolution of economic activftv expected in 1981 should Lead
to an 1mprovement in the real trade balances of the 1ndustr1aL countr1es, ,
. which, in the case of the European COmmunwty may amount to about 0.3% of GDP.
- 'Since it is hoped ‘that the terms of trade will’ stab1L1se, th1s real improve=
ment shouLd be very Llargely reftected in nominal ‘current balances. So far as
‘,the Community ds concerned, however, th1s will be no more. than a small f1rSt
- step in the process of- externat adJustment 0On .the basis of present forecasts
- only about one-seventh of the estimated 8 60 b1LL1on adverse swing in the
current baLance between 1978 and 1980 w1lt be reversed in 1981. By contrast;
it seems that the Un1ted States w1LL by then have ach1eved a much more
compLete adjustment. Much the same applies in the case of Japan where exportr
volume is now show1ng remarkabte growth and import voLume has faLLen in

absoLute terms.
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Financing and reserves

In 1979 the Community's tetaL current deficit of ECU 14 billion was
aggravated by a net outflow of hon-mohetary capital amounting to some v
"ECU 3 billion, most of it from Germany ‘in the form of export credit. The

resuLt1ng deficit of nearly ECU 17 b1LL1on on total non-monetary transactions

was f1nanced by a net inflow of bank1ng cap1taL of over ECU 19 billion,
-'ma1nLy jnto Germany and the United K1ngdom, where a comb1nat1on of h1gh
interest rates (nominal in the United K1ngdom, real in Germany) and confi-
- dence in the exchange rate (due to reLat1veLy Llow .inflation in Germany and
to North Sea 0il in the United Kingdom) offered an attractive risk return
ratio to foreign investors. Total Commuhity reserves therefore increased

by ECU 3 1/2 billion, before valuation adjustments.

, During the first six months of 1980 the current deficit widened
sharply to about ECU 18 billion (not seasonally adjusted). Almost the whole
of this appears to have been financed by capital inflows, mainly in the form
of pubLic sector borrowing and an'increese in thevLiabiLities of the banking
sector,'so,that; so far as the Community as e whole is concerned, there has
been only very modest recourse to the use of official reserves. Indeed, |

taking the whole period from the end of 1978 to mtd-1980, total Community
‘reserves actdatty ihcreased by slightly more than ECU 2 billion if valuation
adjustments are excluded. German reserves fell by approximately ECU 8 billion,
although from an initial tevel that was abnormal ly highefoLLowingithe opera-
tions in support of the US doLLar in Late 1978) while France and, to a Llesser
extent, the United Kingdoﬁ and Italy all Substantiatty increeeed their

‘reserves.
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As mentioned above, the foregoing references to changes in reserves

‘are flow figures consistent with balance of payments data and do not take

,a¢count of valuation adjustments. However‘the stock figuree have been affected

' by vaLuatien chahges in two tmportant respects;,ln the first ptace_the ECU

appreciated'against the US doLLar by about 6% ‘betwéen the end of 1978 and

hid-1980, thus causing é fall in the ECU value of reserves heLH 1n—dotLars.
Secondly, and quantitatively much more important, the free market price of
gold rose very steebLy;during 1979 andvearLy 1980.‘Thefphysical quantity of

‘goLd-heLd by Community central banks hardly changed;over the period from the

end of 1978 to mid-1980, but the -value of these hoLdings, if gold is valued

1accord1ng to the market reLated price formula used in the EMS, 1ncreased

from ECU 68 b1LL1on to ECU 157 b1LL1on or nearLy two. and a half times.

As a result, ‘total Commun1tygreserves increased from ECU 139 b1LL10n to
ECU 223 billion, br by 60%. This wes‘considerabLy faster'than'thelrate‘of
growth: of tetal Community impefts dver*the same period so that the reserve:
import ratio: for thé,Communityras a whole increased from 42% to’50%, This

should be reéssuring at-a time when the Community 1s. facéd with a lLlarge

“external def1c1t that is L1keLy to persist for some t1me, although’ there

does appear to be some reluctance on the part of the monetary author1t1es

actually to use gold as a means of settlement.

‘Price Competitiveness

Since the European Monetary System went into operation earL}kin 1979

intra-Community exchange rates have for the most part been fairly stable.

The principal changes have involved sterLing, which appreciated on a trade-

weighted basis against other Community currencies by 13% between the end of
1978 and m1d-1980 the Danish krone, which deprec1ated by 12% over the same
period and the ItaLjan lira, which depreciated by 6.5%.
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} As is often the case over fairly short periods of time, the behaviour
>of exchange rates during the past eighteen months has not conformed particu-
Larly closely to the theory of purchasing power parity; As a result there
have been several significanf changes 1in competifiveness not only among
Member States but befween thefCommunity as a whole and the rest of the

industrial world.

From the end of 1978 to the second quarter of 1980, Cdmmunity

currencies appreciated in nominal térms against fhe doltar and the yen,

the currencies of the Community's major compefitors on world markets.

Over this period the ECU rose against the doL(ar by 6% and against the yen by

22%. As a result the Community's competitive position vis-a-vis the oufside

world has weakened (see Table 3.5) while Japan's has -improved spéctacuLérLy,

especially against'the Community, aLbéit from an initial position at which
“the yen was perhaps ovebvatued. Japan being a major trading partner of

the United States, the weakness of the yen has caused the dollar to
~appreciate on a trade—weighted basis and the United States global compe-

titive position to deteriorate somewhat over the last eighteen months}

but this has eroded only a small part of the;advantage built up during

earlier years. Vis-a-vis the Community the United.States competitive

position, which was already strong at the end of 1978, has continued to

L improve.

; Within the Community itself too the competitive positiqns of member
states have changed against one another, as can be seen from Table 3.6 (which,
for each member country, indidates changes against other Community members
only and not against the world as a whole). As is fréquehtly'the case with
comparisons of this kind, the picture to emerge from the table is not entirely
unambiguous,.sinCe4the various jndices do not all point in the same direction.
Nevertheless, there are a number of ihteresting conclusions which may be drawn

from the data presented.



» The Federal Republic of Germany appears to have improved its pr1ce
compet1t1veness vis-a-vis the other Member States qu1te s1gn1f1cantly over.

. the perjod,under rev1ew, the result of ma1nta1n1ngza stable effective ’
* exchange raté'uhile the internal rate of inflation has been well below the |
-Community average. This 1mprovement has more than cancetled out the loss of
compet1t1veness suffered during 1976-1978, w1th the ‘result that the German

compet1t1ve oos1twon v1s-a-v1s other Community. countr1es is today. stronger

' than at any time for the last: f1ve years.

/The‘competitiveness of French‘indostry;Qis-a-vis\the rest of the
- Community seems to haye unoerQOne LittLe’change‘oVer the last eighteen months: .
Italy;von the other hand, does seem to have'suffered an'appreciabte Lloss of
compet1t1veness dur1ng 1979-1980 the exchange rate depreciation over this
period hav1ng been substant1ally less than the adverse inflation d1fferent1al.
Nevertheless the deterlorat1on has not been suff1c1ent to erode completely
the compet1t1ve ga1ns aga1nst other Community countr1es achweved during
_1976-1978 ‘ ‘ ‘

The loss of compet1t1veness has, however, been far more’ serious in the
rUn1ted K1ngdom. Broadly speak1ng, it appears that Un1ted K1ngdom costs and prices
have risen by about 20% in retat1on to those of. other Community countries since
the end of 1978 thus more than offsett1ng the ga]ns chalked up during 1976=1977.
- So far the UK share of both 1ntra Commun1ty and world trade has held up surpri-
singly weLL in spite of these developments (see foLLow1ng sect1on) but loss of’
compet1t1veness on’ th1s scaLe seems bound to affect the Un1ted K1ngdom s trad1ng

performance in future.
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v Superficiatlybthe figures for the Benelux countries appear fairly .
satisfactory. On average thé‘NethefLands' exporf prices have risen faster
than those of competitors, but this can probably be accounted for largely
by the relatively heavy weight of natural gas in Dutch exports. Since fuel
prices have risen world-wide, higher'naturaL gas prices do not entail

any lLoss of competitivehess for the NetheELands. 1f allowance is made for
this factor, Dutch export pr{ces have probabLy~moved broadly in Line with
world prices, which is what-onevmight expect in the case of a small
economy which is a "price-taker" rather than a ”price-maker"'invinterha-

tional trade. Belgian export prices have conformed to this pattern too.

The figures for‘whoLesaLevprices of manufactures and unit Labour
costs in manufacturing indicate a very striking imprerment in the compe-
titivehesé of both the Netherlands and Belgium, but these figures may be ~ / 
misleading fof a variety of reasons. The indices of reLatiVe cdnsumer
prices,,gtth0ugh in theory not a very satisfactory guide, seem to conform
more closely to what is known from other sources‘about these two countries'
trading performance in industrial goods, némety'that there has been some
dmprovement in their competitivé)positions over -the last two yearé or so,
but that this has been insufficient to undo completely the Llosses suffered

in earlier years.

Denmark's competitive position was also seridusly undermined during
the early seventies, when the krone appreciated with other 'Snake" currencies

so that the starting point for the indices used (19?0—19?5 = 100) was‘aLréady

-one of substantial overvaLuatioh. That overvaluation increased during the
period up to the end of 1978, but since then there has been a‘very striking
improvement. Between the end of 1978 and mid-1980 the k}ong depreciated on

a trade-weighted'baSis against othéf Community currencies by 12%’in nominal .
terms. However, contrary to what might have been expected in a small, open
economy with a fairly high degree of indexation, this nominal depreciation

appears to have been fully absorbed, théreby improving competitiveness.
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~ Ireland's Competitive‘position:Vis-é-visjthe rest of the Cohmunity has
improved steadily throughout the seventies. The continuation of this trend
during the last eighteen months, however, probably owes much to the fact that
the competitiveness quthe United Kingdom, which is still by far énd away

Ireland's most important trading partner, has deterioratéd very steeply.

'Vis-a-vis other Community countries, towards which Irish trade is increasingly

_directed,~the cost competitiveness of Irish products probably worsened,

as a result of the combination of a stable exchange rate with a higher than
Bverage rate of inflation. Such- - developments can only damage the prospects

-~ for the growth of,éxport orientated employment, which remains vitally impor-

tant for Ireland.

For the mostlpart,‘the changes in intra-Community real exchange rates
that have taken place over the past eighteen months appear at Leasf to have
been in the,right direction. In the case of both Italy and the United Kingdom,

" some real appreciation was acceptable particularly from the point of view of

intefnatypo{icy objectives = i.e.’reducing inflation = although it may be that

sterling's real appreciation is greater than can be sustainédvih'the medium

~term. Among the smaller countries both Denmark and Ireland clearly need to shift

resources into the external sector and the real depreciation of their currencies

~ that has occurred should tontribute towards the achievement of this objective.

The question of whether a real depneciation of the Deutsch mark vis-a-vis the [
rest of the Community, of the order of 10% is appropriate in present condi-
tions is more debatable. AdmittedLy, the Federal Republic of Germany is at

" present running é current deficit which is a Llittle higheb in relation to.

_exports and output than the corresponding figure for the Cdmmbnity'as a whole.

" 'However, the German economy, with its reputation for financial stability and

“abundant reserves, is better placed than almost all other member countries

to finance a sizeable current deficit over a period of several years. 1f the

_improvement in German competitiveness was to lead to a sharp relative improve-

~ ment in the Federal RepubLic's current account pérformance,,this could render

the process of external adjuStmeht'more difficutt for Member States where
the need for such adjusfment is considerably more urgent.
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Market share performance

The modest increase in the Community's share of the industrial
world's exports in the Lat@er half;of the 19?0'5 came to a halt in 1979,
whilst the United-States‘Has reversed its loss of share. Comprehensivé data
for 1980 are not yet available, but it is to be expected that the Community's

Loss of competitiveness will have some further adverse effect on its export

performance. Japan's share of industrial countries' exports, which had

increased substantially during the mid-nineteen-seventies, fell sharply
in 1978-1979. Recently, Japanese export volume has been growing vigorously,
bug because of the weakness of the yen this has not yet been reflected

-in Japan's export share measured in current price .terms.

The development ofrthe commodity composition of Community exports to
the rest of the world gives grounds for some concern. The share of machinery and
transport equipment has diminished sharply, while the share of those commodities

most vulnerable to third world competition has increased.

Within the Community itself there have also been changes.

Both'the United Kingdom and Italy have increased their export shares at the

b expense of other members. That the United Kingdom should increase its share

of intra~Community trade in the post-entry period was to be expected. What
is, at first sight,'someuhat more surprising, is to find that the United

" Kingdom share in Community exports to third countries has also increased.
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The expLanat1on appears to be that the Un1ted K1ngdom aLready had fa1rLy
kclose commerc1aL t1es with the oil. export1ng countries of the M1ddle East

where demand for 1mports has proved the most- dynam1c element in world trade

dur1ng the period under consideration. The Un1ted Kingdom, Italy and Iretand

also no doubt benef1tted from the cons1derable 1mprovement in their compet1-

tive strength during the. m1d—n1neteen-sevent1es, although the recent

;deter1orat10n in the1r compet1t1veness ment1oned above is Likely to affect

the1r performance in future.

By contrast, and as might have been’eXpected those EOuntries whose
compet1t1ve strength had declined dur1ng the m1d-sevent1es tended to Lose
market share, both in 1ntra-Commun1ty trade and 1n Communwty exports to third
countrjes. This was the case w1th the Federal Republic of Germany and the.
Benelux countries and also Denmark, where one would normaLiy have expected
an anrease‘ﬁn the share of 1ntra-cdmmunity trade during . the pdst4entry ‘

period, but where in fact there was a decline.

-



TABLE 3.1

‘Current balances 1978-1981 8 billion
| 1978 1979 1980 1981
, . (forecast) (forecast)
0il exporters (OPEC) + 5 + 68 +119 +110
Industrial countries(0ECD) +. 8 - 36 - 8 - 65
of which 3 o L '
E.C. +15 - 14 - 43 - 36
of which :
DK - 112 -3 - 3 -3
D + 912 . - 512 - 15 1/2 - 12 1/2
F + 3 e 12 -9 - 912
IRL - W2 - 12 - 1172 - 1172
I 4+ 6 + 5 - 6 - 312
NL -1 -2 - 2172 - 112
BL - 1 - 31/2 - 41/2 -6
UK + 1 -5 - 1 + 1172
Other industrial ° - 7 - 22 - 41 - 29
countries '
‘DeveLOping»COUntries -3 - 43 - 60 - 63
Other countries - 10 - 18 - 17 - 18
Total (1) - 32 - 29 - 42 - 36

Source : Commission services

-

(1) In principle world current balances should, of course, sum to zero. In
practice they do not, due to errors and omissions of various Kinds .
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LE 3.2

-Changes in the terms of trade and real adjustment in 1979 fo 1981

1978 to 1980 cumulative Chahge

Forecast change in 19817.

Terms of trade(1) Change in real

Terms of trade(1) Change in real

Loss (=) or trade balance loss (=) or trade balance
gain. (+). ‘ gain (+#) :
as % of 1978 GOP () as % of 1980 GOP (2)
DK -4.5 4+ 3.6 - 0.2 S+ 1.1
D - 2.6 - 0.7 - 0.1 + 0.3
F - 2.4 . 0.6 - 0.1 + 0.4
IRL -60 - 0.7 - 1.3 ERRE
I - 4.1 -2.2 - 0.7 + 0.6
NL - 204 '} + 2-2 n.C.' - 0.5
B - 2.3 - 1.4 - 0.2 - 0.2
UK +3.0 - 2.4 +1.2 - 0.4
Total EC =-2.0 - - 0.8 n.c. ) + 0.3
CUSA =12 + 1.7
-Japan =52 . + 1.7
o o S el L
(1) Equal to the additional exports required to Leave the balance of trade

.

in goods and services unaltered and then expressed as a percentage of GDP.

(2) For practical purposes these percentages can, for each country or region,
be added together to derive the change in the trade balance in nominal

terms as a percentage of GDP.



TABLE 3.3

ECU billion

Balance of payments financing 1979-1980

- BL

DK D F IRL NL UK EC
1979
Current ‘account - 2.0 -4.0 +1.1 - 141 0.8 2.0 2.3 3.7 -13.7
Non monetary capital = '+ 2.1 = 5.4 . +0.2 +0.8 . 0.4 = 0.3 - 3.0
(including errors and ~ (est) ‘
omissions)
Banks - 0.2 + 7.4 + 0.3 + 0.5 1.0 1.6 2.2 6.4 +19.2

‘ ; (est)

80R allocation . + 0.2+ 0.2 . 0.1 0.1 0.1 0.3 + 0.1
Change in reserves (1) - 0.7 "= 1.8 + 1.5 - 0.4 + 2.7 0.3 - 0.9 2.7 + 3.5
1980 (Jan/June) (2)
Current account -1.2 =~ 4.8 - 2.9 - 0.6 4.0 1.5 1.6 1.8 -18.4
Capital movements + 0.7 =~1.6 +8,6 + 0.7 2.7 1.6 1.9 1.7 +16.2
SDR allocation . +0.2 +0.2 . 0.1 0.1 0.1 0.3 + 1.0
Change in reserves (1) - + 0.1 1.2 + 0.2 0.4 0.2 - 1.2

0.5 = 6.2 +5.9

(1) Excluding valuation adjustments

(2) Provisional estimates, not seasonally adjusted.

’ Note

balantes of these two countries compared with those shown in Table 3.1.

: Figures are on a transactions basis, except those for Italy and the Netherlands,
which are on a payments basis. This explains the discrepancy in the current

49
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TABLE 3. 4 :
EurOpean Commun1ty off1c1al reserves 1978—1980 o . ‘. ECU billion
K b F IR I N BL UK EC
End December 19?8
Fore1gn currency, : R N - ;
SDR and IMF position 2.3 35,3 6.7 1.9 _‘8.1’ 3.7 . 2.9  10.8 71.7
Gold .~ 0.3 18.8 ‘16.2 0.1 13.2 8.7 6.8 3.6 67.6
Total 2.6 5401 22,9 2.0 21.3 -12.4 0 9.7 144 1393
/End June 1980 -
Foreign currency, ' _ o o ,
SDR and IMF position 1.7 26.6 8.9., 1.5 S 8.0 3.2 3.2 13.3 66.5
Gold 0.7 43.6 37.5 0.2 30.5 20.1 15.6 8.6 156.9

Total 2.5 70.2 . 46.h - 1.7 38.6 23,3 18.8  21.9 223.4

Note : In order to facilitate comparison between the two dates member countries
‘ ECU. holdings, which did not exist in December 1978, are not shown
separately in the table. The dollar chntérpart to reserves held in ECU
is included w1th foreign currency and the gold counterpart with gold.
Gold is valued here, as in the EMS, either at the average price of
. the preceding six ‘months or at the price on the penult1mate working day
of that period, whichever is the lower.



TABLE 3.5

Indices of effective exchange Eatés price‘competitiveness ;
The Community, USA and Japan ' Index : 1970-1975 = 100
1978 1979 1980
Q1Iv . QIv Q Il
- EC
- Effective exchange rate o . 98.9 . - 107.3 10644

INDICES OF PRICE COMPETITIVENESS :

Export unit values ‘ ©107.2 - 110.7 ’ 110.9
Wholesale prices o 104.0 - 111.8 o 111.0
Consumer Prices , : 100.9 ©110.3 110.4
. _ . ' 3 *)
Unit Labour costs : - 109.0 122.7 123.1
USA
EffectiVe excthange rate . - 84.0 ‘ 86.1 , 85.9

INDICES OF PRICE COMPETITIVENESS :

Export unit values . 92.2 93.9 89.5

Wholesale prices s 88.0 L 93.3 . 95.6

Consumer prices C 5.3 -, 80.0 80.9

Unit Labour costs 71.2 75.2 76,47
JAPAN

Effective exchange rate 148.7 1185 122.3

INDICES OF PRICE COMPETITIVENESS : _ ) .
Export unit values : 104.9 - 89.0 93.5

_ wholesale prices o 119.7 94.8 96.6
Consumer prices ' ©157.2 '118.3 120.4
Unit labour costs , 145.4 e 105.7 a9

N

%) Figures for 1980 QI

Note :

The effective exchange rate index represents the weighted aVerage exchange rate
change of the currency of the country, or group of countries,. concerned against
the currencies of other industrial countries. The indices of price competiti-

veness represent effective exchange rate changes adjusted for inflation diffe=-
rentials, four separate measures of inflation (as indicated) being used for
this purpose. In calculating the effective exchange rate/competitiveness index
for country A, the weights accorded to countries B, C, D ... take account of

the latters'importance to country A, both as trading partners and as competitors

in third markets.

5



TABLE 3.6

Indices of effectives exchange rates and price competitivehess‘in the

100

Buropean Community . Index : 1970-1975 =
1978 1979 1980 1978 1979 1980
Q1v. QI q II e Iv Q IV Q II
K NS '
Effective exchahge rate ‘108.5 | 101.9 - 95.1 '152.2 155.1 152.2
INDICES OF PRICE COMPETITIVENESS : P ‘ -
‘Export unit values 199.0 94.6 90.7 - 103.6 95.7 89.6
" Wholesale prices 106.6  95.8  91.2 105.5  101.6  96.3
Consumer prices ' 1 108.3 - 100.2 91.8. - 106.9 101.8 95.8
Unit Labour costs 98.8  91.3. ' 86.5%) 110.7  105.0  101.9%)
| ‘ F \ ' IRL
Effective exchange rate  95.8  94.8  94.3 79.0  78.5  75.9
INDICES OF PRICE COMPETITIVENESS : ' S
Export unit values 95.9  95.9  93.8 97.8  95.3  88.4
Wholesale prices . 97.4  97.7  99.5 . - 96.8  94.9 87.3
Consumer prices . ©100.2  100.5 ' 100.6 92,7 95.0  91.1
Unit labour costs 103.1  104.0  105.5%) 93.0-  92.4 90.8%) -
Tl ' NL ‘
Efféctive‘exchange rate 5?.3 55.0 -53.6 . 122.6 120.9 120.5
INDICES OF PRICE COMPETITIVENESS : , “ o Y
Export unit values 91.7 98.8 . 105.1 104.0 . 108.5 111.9
Wholesale prices ~  91.1  96.3 . 98.4 105.3 - 97.9°  93.8
~Consumer prices  83.0  87.2 . 89.2 115.4  108.4  105.9
Unit Llabour costs 88.0  93.0  94.3%) 95.7  86.5  85.5%)
T BL ‘ 0K
Effective exchange rate 117.8  116.1  115.8 64.2 67.0 72.7
INDICES OF PRICE COMPETITIVENESS : S |
Export unit values. 99.3 102.7 102.4 104.5 109.5 119.3
Wholesale prices . 97.6  91.1 87.4 98.8  110.2  123.7
Consumer prices 16,4 107.9  104.6 88.0  99.1 - 113.5
90.8  104.7 . 111.0%)

© " Unit labour costs ©102.9 96.4 93.,9%)

'*). Figures for 1980 QI

Note : The indices in Table 3.6 are cohstructed,in accordance with the same principles
as those in Table 3.5, except that they represent the development of each

individual Community country's effective
vis other Community countries only, rat
countries.

exchange rate/competitiveness vis &
her than vis a vis all industrial



TABLE 3.7

Share in industrial countries total exports

(excluding intra~EC trade) ‘ per cént
Average 1974-1975 1977 1978 1979
EC | 35.0 35.8 | 35.7 35.6
USA 25.3 23.0  23.1 24.3
JAPAN C13.7 5.4 15.7 13.7

OTHER v 26.0 . 25.8 25.5 26.4

Source : OECD Statistics of Foréign Trade, June 1980

TABLE 3.8

Commodity shares in Community'total exports , per centw
(excluding intra EC trade) :

1970 - 1973 1977 - 1978 1979

Food, beverages, tobacco o7,2 7,7 6,3 6,6 6,8
Fuel products : . 2,9 31 4,3 4, 5,3
Raw materials ' | ‘ 2,7 2,8 2,3 2,3 2,4
Machinery_and transport equipment. 41,6 41,1 43,1 41,5 39,6
Chemicals : : 11,2 11,4 1,7 11,7 12,1
Intermediate manufactured products 22,9 23,0 20,8 21,9 21,4
Manufactured products in-final demand 9,8 9,3 9,2 9,7 9,%
Miscellaneous . 1,7 1,6 2,3 2,3 2,4

Total SR 100 - 100 100 100 100

Sourcei: Eurostat - Monthly’ extérnaL-trade bulletin = Special number 1958-1979



TABLE 3.9

Shares:in‘intra-Community'and‘extré—COmmuhity/eprrts ¢ )
Intra=-Community exports “ExtraFCommunfty exports
Avérage _  : Avérage ‘ ‘Avéragev Average
19741975 1978-1979  1974=1975  1978-1979
DK N 2434 2.8
b I Y O SRR T 34.0
P - 17.5 169 167 16.9
mL 1.5 1.8 0.5 0.6
1 103 1.5 12,5 13,4
ML 165 15,0 7.0 66
BL | %A 13.4 6.0 5.7
K es e 93 2000

€€ © 1000 1000 100.0 00,0

Source : Eurostat - Monthly trade bulletin - Special number 1958-1979 (?)
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4. Budgetary policy and sectoral financial balances

After stimulative measures in 1978, budgetary policy, which in 1979 globally
exerted a small contractionary impact, is in. 1980 and 1981 expected to pro-
vide a certain support to activity, due essentially to the operation of
automatic fiscal stabilizers under recessionary conditions. Despite the

fact that budget deficits in the late seventies are generally larger than

in the previous decade, the demand impact seems to be lower now than earlier,
when certain adjustments are made for inflation. Thus government deficits
have in part reflected interest payments to offset substantial Losses in the
real value of domestic private sector holdings of public debt. In some
member countries these factors may go some way to explaining the sharp rise
in nominal savings of households since the first oil crisis. The financial
deficit (as % of GDP) of the entreprise sector after a decline in 1978 rose
in 1979. A further rise may have taken place in 1980 but the Level of the
deficit 4s Llikely to remain below the record values of 1973 and 1974. .

Budgetary policy and its measurement

The trend in the recent past has been for Community governments to
baSe,budgetéry policy to a greater extent than hitherto on medium-term
rather than on cyclical demand¥management,considerat{dhs.'ln a number of
countries governments: have been seeking to dampenithe rise in tax
pressure, especially that of direct taxes in an attempt to strengthen
incentives and eﬁcourage:grodUCtive'inveStment. At the same time efforts
are being made to stab%Lize or‘reduce general government deficits as a
proportion of gross domesfit-product. The principal factor underlying
these efforts is a perceived need to ensure COnsfstency between budgétary
policy and a monetary poLﬁcy which has been given é central role in medium-
term stabilization. programmes; in some cases foreign trade imbalances have

been seen as an qdditionaL factor dictating budgetary retrenchment.

The weakening of econbmic activity in 1980 and 1981 has increased the
difficulties of reconciling theée'various objectives and the room allowed
by governments for budgetary policy as a short-term stabilizer in recessionary -
conditions has been very Limited, as is borne out by the budgets adopted or
planned for 1980 and 1981. Oh'the basis of budgets currently adopted, Com-—
mission forecasts suggest that the aggregate deficits of general governments
in the Community, as a proportion of .GDP, are'feduced to 3,5% in 1980 from
3 6% in 1979, and that there w1LL be a sL1ght r1se, to 3 9% in 1981
(TabLe 4.1 .
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in 1980 current receipts: of general government rise'faster‘than
nom1nat GDP (respect1veLy 14,4% and 12 5%4). 0f the major categories
of rece1pts, 1nd1rect taxes are rising most rap1dLy, reflecting 1ncreases
n tax rates 1n some countr1es during 1979 and 1980. Total current ex-
pendwture rises at the same rate (14, 4%) as current recewpts in 1980, |
but ”other current outLays“ (mainly debt interest payments) rise cone1derably
more rap1dLy. It is noteworthLy, however, that the relatively
- strong 1ncrease 1n government consumpt1on in 1980 stems largely from
increases in compensat1on of government empLoyees, wh1Le in votume terms
‘government consumption in 1980 rises by onLy 2, OA. The 1ncrease in current
‘transfers, ‘especially in view of the increasing number of recipients of
social benefits, implies some reduction of benef1ts in. the aggregate in
real terms. Government fixed capitaL'format1on rises by 13,2%‘1n nominal
‘terms in 1980, a faster‘rate of increase than that in nominal GDP. How=
ever, although a voLume‘figure is not directly ‘available, the fagt that
construction prices are torecast to rise more rapidLy than_ totaL invest-
ment prices 1n most Commun1ty countries suggests that L1ttLe change or
perhaps even a fall in the volume of government 1nvestment in the Commu-

nity 1s‘1mpL1ed.

The budgetary forecasts for 1981 indicate that the ma1n categor1es
of current receipts w1LL rise at a rate similar to. that of nominal GDP.
On the expend1ture side, debt interest payments w1LL again rise rapidly,
while current transfers and government consumption will aLsobbutstrip
nomwnaL GDP- growth. Once again, however, the volume growth in government
consumpt1on will be modest, at 1,3% faLL in the voLume of government

investment seems Likely.

The Community aggregates are the result of action taken in the Member
States which reflect their differing'eCOnomic circumstances. Thus a con-
tinuation of external or internal imbalances, excessive inflation rates
~and problems of consistenCy between monetary and budgetary policy have
led to measures of budgetary restraint in Denmark, Ireland, the\NetherLands,
‘BeLgium and the United Kingdom. In Italy the~authorities are aiming at a
restrictive- stance of budgetary policy but without, as yet, the assurance

of ach1ev1ng it 1n the short term.
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Thus in Denmark (Table 4.2), extensiohs to the multiannual program=
me were adopted in Spring. Total publ5C~expehditure plans for 5981 will
be reduced by 8 000 million kr which implies that the actual level in real
terms is maintained for the central government and that the increase for local
authorities is reduced to 2%. Indirect taxation was raised at the end of |
June and in October to yield some 4 000 million kr annually, of which the rise
in the VAT to 22% aﬁcouhts for some 3 100 million kr and taxes on energy for
another 900 million kr. Taxes on personal {ncome will be raised in 1981 by some
1 000 miLLion kr. Finally the framework of‘fhé'industriat and employment program-
me valid for the period 1981—83 is,imptemented to the amount of 5 400 million kr
in 1981. Despite these measures, a number of autonomous factors continue to
exert a pressure on-the general government borrowing reqqirement which in 1981

could rise to some 4% of GDP against an\éstimatedirequirement of 3.5% of GDP
this year. : :
In Ireland the 1980 budget sought to set in train a reduction of the

budget deficit: it implied a tight controL‘of‘non—wage public expenditure

- and ‘a shift from direct to indirect taxation. The original target for the
‘budget deficit (10 1/2% of GDP) seems Likely to be considerably overshot,
 partly as a result of slippage in public sector pay. The 1981 budget has
‘pot'yet been prepared, but Commission forecasts assume that tax policies

will be rather restrictive in that year, whilc asovernment capital spending

is expected to rise somewhat in volume terms. Given only modest economic growth
in 1981;andbasedon'theCommiséion‘sassumptionsand forecasts, the general
government budget deficit is LikeLy to be simiLar, expressed as a percen-—

tage of GDP, to that for 1980, at 12,8%. Government pol1cy has been to

seek a fall in. the underLy1ng deficit. : \ }

In the NetherLandS the likelihood of a shortfall in tax receipts in
1980 led the government to propose substantial CQts in planned public sector
wages, social transferé and government purchasés to prévent an overshooting
of the 1980 target for. the public sector cash deficit (including loans and
participations this was set at 5 3/47% of net hational income, with the medium-
term target setat 4,0%).‘Preseht budget forecasts assume that there will
be a further shortfall in reEeipts‘in 1980, so that the budget deficit, onthis
basis, under the impact of recession, will reach 6%. The budget proposals for 1981
aim at reducing the public sector cash deficit to 5 1/4% of net national
income by further cuts in expenditure of about 3 600 million guilder, a
slight increase in indirect taxation ahd a sharp increase in natural gas

ﬂ‘venue, compensated by a substanfiaL reduction of charges for enterprises
@ 000 milliom and some other measures to stimgLatg activity.
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Measures adopted,in,Betgium during the summerrbear‘mainly on 1981)'

but a treeze on public sector staff levels took effect in’March while in-

" direct taxes were raised from mid-year and direct taxes reduced. The Latest

official estimate implies a'bgdget deficit for 1980 greater than the origi-

~nal target for the State budget, as a result of the recession in activity

announcement of the 1981 budget prOposaLs suggest that the public sector

and thedimpacttof high interest rates on debt servicing. The proposals for
1981 involve a rate of increase in current expenditure no higher than that -
in nominal GNP. This implies zero volume growth in categories of current

expenditure whidh are not regarded as priorities (debt service andyunenploy~

“ments benefits being regarded as thetmajor priority areas). The receipts side:

will show the influence of an effort to stabilize the pressure of direct

taxation, while changes in the ‘taxation of energy products are aimed at

- reducing their bonsumption.‘Despite the effects of recession, the official

estimate is that the central government cash deficit, expressed as a percentageyef
GDP, will fall by 1 point in 1980. LateStvCommission fdrecasts, however, imply a
smaLterreductionintheabsenceofnwasurestoredressthefinanciatsituationof

“the social security funds.

In the United K1ngdom, budgetary measures for the 1980/81 f1nanc1aL
year amounted to a t1ghten1ng of the f1scaL stance. They 1ncLuded a sL1ght

increase in the burden of taxation and a reduction in pubL1c expend1ture

below previously planned Llevels. Activity has weakened more rapidLyrthan'
was thought Llikely by the authorities when the budget estimates were. made
but the‘public sector borrowing requirement in 1980 s still Likely to

decline as ‘a percentage of GDP. Med1um-term plans involve 3 steady decL1ne

both 1n the volume of’ public expend1ture and in the budget deficit as a
percentage of GDP. Latest' Commission estumates thus env1sage a. further

small fall 1n 1981 in th1s latter measure.

The budgetary outturn for 1980 in ItaLy seems kaeLy to depart from
the pattern in ‘most other countries, ‘gince both’ econom1c act1v1ty and the
rate of inflation were unexpectedty hwgh in: the fwrst haLf of the year, thus'
easing. the publ1c sector deficit. This spontaneous tendency has been rein-
forced by the results obtained in the effortsato reduce tax evasion and
by the fiscal measures adopted in Juty/so that the latest officiaL estimate

for»the‘en[arged pubtfc sector/dbmestic borrowing requirement in 1980vi§

below the or1g1naL estimate and indeed below the outturn- for 1979 as a

percentage of GDP. However, cOmm1SS1on forecasts estavashed before the ..

def1cwt wwLL rise substant1aLLy in 1981 as a percentage of GDP.
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In the remaining chntries policy has had a more neutral stance.

In Germany the budget outturn in 1980 is likely to reveal a deficit
" similar, as a pércentage of GDP, to that for 1979. A reddction’in '
personal income taxes and increases in'certain seciat benefits are due

to take effect at the beginning of 1981, taking the increase in current
receipts below that in nominal GDP. At the same time; according to present
Commission forecasts, current spending will rise more rapid(y’than nominat
GDP. These forecasts env1sage a widening of the generaL government def1c1t
to 3,3% of GDP in 1981.

In Fnance it seems likely that the 1980 general government deficit
wiltl be very slightly higher than originally p[anned (just over 40 000 mitlion
FF as against 34 000 million). Given the twﬁn aims of stabilizing tax pressure
and reducing the budget deficit, a strict Limitation of government spending
has been provided for in the budget propdsaLs for 1981: the general goVehn-
.~ ment borrowing requirement will rise, to 1;?% of GDP, owing to a significant

worsening of the financial bosition of the social security funds}

In Luxembourg, the Budget Law for 1980 reduced the tax burden on
households and firms, the general government budget surplus being
eliminated as a result. for 1981, Commission forecasts assume sLower
growth of investment\and employment in‘the public sector. Howe&er, the
deceleration in the tax base in paraLLeL w1th weak act1v1ty, as well as
rapid growth in transfers to households and enterpr1ses, will entail

a general government deficit.

The generaL impression which emerges from these deveLopments and
forecasts is that attempts are be1ng made to Limit the impact which
recessionary conditions would normally tend automatically to have in
increasing budget deficits (for exampLe through shortfaLLs in tax re-
ceipts and increases fn unemployment benefits). The Llimitation is being
effected through.a restriction of real 'government spending and real per
capita social benefits below the levels that might have been expected
if underlying growth prospects were more favourable. However, in certain
countries estimates of trend output growth; and hence of medium-term
‘~possibiLities for affording government cOnsumption; have been revised

downwards.



- An inaicatien'of changes in‘the‘budgetary policy stance may be obtained
from rudimentary estimates of ”eénstant activity" deget balances based
stmpLy on ‘the addttions to (oriredUctions in) tax revenue, at'unchanged
average tax/GDP ratios, which would occur if reat GDP growth in each year:
were such as to keep activity unchanged from the previous.year, with
an adjustmentfmade for the actual increase in expenditure on unempLoyment
benefits. Estimates of these ”constant activitY” balances (Table 4.3)
show a tightening for the‘Community by someIO,S% of GQP inf1980bﬁtt|afurther
slight tightening in 1981, suggesting that inboth years discretionary budgetary
polijcy - on‘theassumptions madeF'exertSa contractionary inftuencecx\activﬁty.
(compared to the forecast of an actuaL tightening of only 0,1% 1n the batance
between 1979 and 1980 and a w1den1ng of 0,4% in the actuaL defi c1t between 1980 and 1981)

, In order to give a somewhat sharper 1mpre331on of the demand jmpacts,
a simple- income- expend1ture modetynas been used to we1ght changes in com-
ponents of the budget balance accordtng to their demand effects. Estimates’
of the real first- round 1mpact (before: aLLow1ng for multiplier effects)

‘are thus der1ved. Comm1531on forecasts of government ‘receipts and expend-
itures for 1980 and 1981 are used_1n calculating the 1mpacts for these , i’
years. fhe estimateS‘cenfirm (Table 4.4) that in-1978, tn the context of

. the ”coneertedvaction brogramme”, budgetary changes in the Community coun-
tries‘proyidedia significant stimulus to activity (aLthOugn'this stimulus
would not be wholly felt in 1978 —ythe}impact estimates do\not take aécount
5f lags in theumuttiptier‘process). 15'1979, however, budgetary changes
generally had a contractionary impact, even at the absolute level of
activity, not just at the theoretical 'constant activity' Levet’of
activity. For 1980/and 1981 the picture varies from eountry to country.

For the Community as a whole there is.a sttmuLus (to the absolute Llevel

of activity) 1in both years, but its -size is smaLL compared with those '

in the 1974/75 recession.
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The estimates take account neither of monetary repercussions (notably
the possibitify of the ”crowdingeout“ df private investment as a result of
the'interest rate imbact of pUbLiC séctor deficits) nor of wealth effects
of budget balance changes. In particular, as regards wealth effects, they
neglect changes in the real value of the stock of pubLic‘debt while including,
as "true" income of the private sector, all interest payments on the public
debt. For some countries with consistently high budget deficits in recent

years (for example Belgium and Italy) there is evidence to suggest that

~ some dampening influence has been at work to prevent large budget deficits

being translated into unusually high pressure of domestic demand. Indeed,
neither capacity utilization indicators nor unemptoyment_rates (both of

thch are admittedly fa(tibte guides) would sUggesf that the pressure of
domestic demand has been consistently higher in these two countries than

in the Community as a whole.

As shown in the following section on sectoral financial balances
the inérease in budget deficits (and thus the positive demand impacfs
shown in Tables 4.3 and 4.4) has been accompanied by an indrease4in the
savings ratio of households, this reLafivéLy weak demand from the private
sector haviﬁg offset in some‘dégree the stimulus to demand emerging from
the public sector. This deveLopment seems to‘be'particularly pronounced
in countries with above-average inflation rates (Ireland, Italy, United _
Kingdom). Thus in assessing the demand impact of changes in budget balances,
some part of current public expenditure on interest rates could be regarded

as an accelerated redemption of the national debt, and might, notionally,

 be counted as lowering the effective size of budget deficits. Such adjust-

ments to budget accounting should, of course, be regarded as aids to
understanding the workings of the economy, and not in a normative sense

to dismiss‘the argument that very high public deficits are likely to be

prejudicial to monetary stability and efficient ressource allocation.



Financial baLances insthegprivafe'secfor (households andventerprises) “D : i}*
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For f1ve years there has been a h1gh Level of f1nanc1aL surpLus in
the private sector (see Table 4 5) because . of the pers1stence of h1gh
“net lendinhg by households (due to a h1qh savings ratio) and Low net.
‘borrow1ng by - enterpr1ses, partly . refLect1ng a Low investment ratio. Con-
7 sequentty, the overaLL demand of the private sector has remained weak
This has to some extent been offset by the increase in the general govern-
ment borrowing reqUirement which was very largely induced by the slow-
down in economic growth (in particular because of the smaller rise in tax
‘receipts\and the increase in transfer expenditure). The-behaviour of the
dOmestic sectors as’a whole was refLected'in a'CemmUnity baLance positive
and negative by turns. its movement clearly reflects the var1at1ons 1n
real growth but aLso the fact that the baLance of payments has been a
~prime concern of economic policy. The-per51stence of.1nflat1on and the
érowing importance which economﬁc agents attach to real varjables helpi
to explaﬁnnthe new distr{butidn of balances between private and public
sectors. Inflat1on is in fact. pLay1ng a red1str1but1ve roLe in respect
of reaL wealth: the holders of ‘monetary and.finnacial assets the value of
which is fixed in nominal terms suffer a Loss in real terms while debtors

benefit from a net gain. More specificalty, because of their net lending,

'yx

" 'households are net holders of assets and consequently see the real vaLUés
of their balances being eroded by inflation while enterprises and, in par-
ticular, general goVernment; which are net debtors, benefit in real terms

from this situation. ' : : ' s

Househotds‘ net Lending has since 1970 foLLowed‘a rising.trend‘
(Graph 4.1). The-very high surplus of saving over investment observed in o
1975 was‘corrected in 1976 and 1977 but since then, and contrary to |
expectations at the time, households have maintained their net lending,
as a percentage of GDP,at a high LeveL. The main determinant of the move-
‘ment of this balance is the trend increase in the savings ratﬁo (Graph 4.3).
There are a Variety of causes for this trend: if the rise in real personal

disposable incomes probably favoured the process up to 1974, it has since

- (1) The enterprise sectOr is itself the aggregation of the 1nst1tut1onat
. sectors non-financial corporate and quasi-corporate enterpr1ses,
credit 1nst1tut10ns ‘and: insurance enterpr1ses.
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slowed and can therefore no longer haye as much influence., The pre-
cautidnary‘motive has certainly pLayed a important part in the rate of
saving with account being taken of the rise in unemployment and the |
slowdown in growth. But inflation seems to be the crucial factor exptain—
ing the rise in the savings ratio. By raising'the savings ratto, house-
holds have eought to maintain the real value of their cash holdings and

financial assets.fWhereasva;fLight from money might have been just as

probable, at least when inflation was accelerating, this has not taken

place. On the contrary, the succession of high inflation rates has -
certainLy'taught/househoLds to adjust to the‘inftationary environment and
money illusion has been reduced. Efforts were then concentrated on pre-

serving a real level of saving (1.

The greatest rise in the househotd savings ratio occurred in Italy,
the United Kingdom and,IreLand‘(Graph 4.3), i,e} in three countries in ‘
which inflation was particularly pronodnced. In these three Member States,
the 1974/75 crisis was reftected in a. fatl in private consumption in 1975
(as early as 1974 1in the United Kingdom) and in a resumption of its rise
up to 1978 which was slower than in the other Member States. In France,
the‘eavings ratio has generally stayed(higher in the last few years than
at the beginning of the decade. Germany and Belgium, by contrast, returned
to lower than pre-crisis. sav1ng LeveLs, the relat1veLy small scale of
var1at10ns in the inflation rate perhaps made 1t poss1ble in these countr1es
to Limit the changes in expectat1ons, thus heLp1ng to sustain the rate of

consumption relatively well.

The trend of households' netrtending as a percentage of GDP follows
the same direction as the trend of the savings ratijos in the four Llarge |
Member States (Graph 4.2). ItaLy stands out because of the scale of:Italian
households' net lending as a percentage of -GDP which s counterbalanced
by a very high generaL government borrowing requirement. Although there
are specific causes to expla1n the exceptional level of Italian households"
net lending, nameLy‘a sharp surge in wages and structurally weak housing

expenditure, these -arguments nevertheless seem insufficient. In fact it

is possible that the succession of heavy budget deficits in a highly

"T1) _An econometric analysis of these phenomena entitled “The effect of

®

inflation on household consumption' was presented in European Economy
N® 5, March 1980, p. 39.
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inflationary environment has pushed the curve of the héuseholds' baLénce
upward. Adjusted for the effects of inflation on the real value of the
pubL1c debt to househotds, househoLds' ‘net lending is in reaL1ty Low

wh1le general government indebtedness 1s greatly reduced

The macroeconomic importance of the loss in real value of househbtdsf
financial assets is particularly great in the'countriesiwhere the Level of
pubLic debt has been relatively high and which have experienced a marked
acceleration in the inflation rate (Table 4.6). Thus in Italy, holders of
public securities haVe suffered heavy LoSses in real wealth. The annual
amount of these losses cah be put at a level qf between Srend 8% of GDP
since 1973, and this could go higher in 1980 and 1981. As a result of such -
a loss in real wealth, households have probably moderated their
overall demand fa1rLy appreciably, and have in part1cular devoted a Large
part of their incomes from interest payments to reconstituting their assets
in real terms. Large budget deficits and'high‘inftétion rates in Ireland
have meant that since 1973 the exteht/of ihe erosion in-the real value of
the private sector's holdings of public securities has been at least as

‘ gfeat as in . Italy.

0f the other Member States, the purchasing power losses caused by .
the erosion.of the real value of the public debt hefd by the private
sector have been rather Low in Germany, France, the Netherlands and Den-
mark (although in Denmark they may be gfeater in 1980and1981);This;isdue
to the relatively small scale of the public debt and/or the more moderate

rates of inflation in these countries.

The United Kingdom and Be(gium are in ah.intermediate_position. In
the former country, the bublic debt és a percentage of GDP was high in
the early eeventies (some 60%, having been even higher in the sixties)
and the rapid inflation in 1974 and 1975 caused heavy Losses‘ih the real
value of the public debt. This could well be one of the factors explaining
the financial behaviour of households since 1973. From 1975 on, the annual
purchasing power losses have faLLen to an average of some 5% of GDP
because of the substantiét»reduction between 1973 and 1975 in the size

of the public debt as a proportion of GDP.
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In Belgium, the ratio of public debt to GDP is relatively high
(although lower than in Italy and Ireland) but inflation has been relatively -
low so that the purchas1ng power Loss in respect of the holding of public
debt assets is distinctly ‘smaller than in Ireland and Italy, slightly
smaller than in the United K1ngdom but sL1ghtLy greater than in the

other Member States.

As a result of the 1974/75 crisis, the financial management of enter-
‘prises became stricter than in the past. This trend is clearly reflected
in the decline in enterprises' net borrowtng as a percentage of GDP since

1974 (Graph 4.1). The marked change of d1rectwon in the curve in 1975

is connected w1th the Large cut in investment in that year. The upturn
which followed brought no return to earlier net borrowing levels and 1978
actuaLLy saw a further cut in net borrowing as a percentage of GDP. The
generaL weakness of investment enabled enterprises to decrease their
external borrowing (Graph 4.5). The gross profit margin of enterprises
(ratio of enterprises' gross ‘operating surpLus to the1r value added - see
Graph &.6) tended to decL1ne up to 1975 and then recovered slightly from
1976 to 1979. Comparing this deveLopment of gross profit margin with the
slowdown in the rate of ihvestment and, at least up to 1978, reduced
recourse to outside financing an imbrovement in the cash position of enter-

prises in the last few years can be observed.

The increase in fixed capital investment in real terms since 1976
has been greatest in Germen ehterprisee./The positive trend of their
prof1t margin has enabled them to invest wh1Le reduc1ng their reliance
on external finmancing, at least up to 1979. In France and Italy, by contrast,
we see a steady reduction in enterprises' net borrowing (Graph 4.4), a
decrease in their calls on outside sources of eapitaL and a slowdown 1in
the rate of investment as compared/with,the early seventiee. Yet the
profit margin of Italian enterprises has recovered to some extent since
1975 and, if the French profit marg1n has narrowed slightly, this is due
to the relatively poor results of sole. propr1etors and partnerships
(mainly of agriculture) and not of’compan1es, whose margins have consolidated

since 1975. This Leads to the conclusion that French and Italian enterprises

€3
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K have made"it’a priority to reduce their indebtedness and their net
borrow1ng and have not sought to take advantage of the improvement
in their results to engage in a vigorous -investment drive. In the
United’ Kingdom, the sudden increase in enterprises' external finanCing
~in 1979 does not particularly reflect an: investment drive as\it does
in Germany, but a deterioration in profitability.
‘A number of favourable signs appeared in 1979, in particular in
' the enterbrise sector. With good sales proSpects and operatingfresutts,
firms were inCreasing their investment expenditure even‘if this meant ‘
increased borrowing.\lt is true that the process. was favoured by a steep
rise 1in the prices of manufactured products . ALthough the saving level
“of househotds remained high overaLL, the rise in real personaL incomes
meant that a high rate of consumption could be‘ma1ntained. Consequently,
the general government balance benefited from the'revivat‘of activity, ‘
while a decline in the terms of trade contributed to'the deterioration
of the external baLance. ALthough growth was 1mprov1ng, inftation was

rising too, mainty because of a strong surge in import prices.

, The forecasts for 1980 .and 1981 have been éstablished on the assump-

tion of no change in economic pol1c1es, and must therefore be 1nterpreted

as trac1ng the most probabLe path in the absence of new exogenous elements

or of policy changes. In 1980 the savings ratio and net Lending of house-
hoLds should be Llower because of a marked slowdown in the rise of real
‘intomes. Faced with less buoyant domestic demand, enterprises shOuLd see
-their‘net borrow1ng increase, no Longer because of heavy inuestment expen-
diture but because product1v1ty growth will be ‘reduced, leading to a
squeeze on margins. Rece551onary tendenCies are therefore particutarty

' cLear for 1980 ‘within the private sector in the Community..The high' rate
of inflation makes the,situation‘more difficult. In 1981, the upward

movement of prices should slow down. Cbmpensation of employees should

rise more moderately, but househoLds should‘see their real incomes improve |

. as prices rise more sLowLy The savings ratio could move back upwards
slightLy It shouLd not, however, regain its 1979 level and shouLd remain
weLLkbeLow the rates reached during the 1974/?5 necession. The investment
ratio of ‘enterprises should remain tou overall and should in all cases be
“insufficient to ensure that global SUppLy makes a substantial contribution

to the economic upturn.

-



Technical note to Tables 4.3, 4.4 and 4.5

In Table 4,3 the changes in "adjusted" budgét balances indicate
the budget balance which would have resulted (given the average net
tax rates in the .year in guestion on household income, business income
and private expenditure) if gross domestic product in that year had
risen at a rate sufficient to maintain the Level of unemployment unchanged
from the previous year (also - @ssuming = the distribution of factor in-
come between household, business and public sector unchanged). An adjustment
is made for the change in unemployment benefits brought about by the actual
change in unemployment in the ‘year in question (and the average net tax
rate, counting transfers as negative taxes on household incomes, is also
adjusted accordingly). ' :

For the years 1970-73 a constant level of activity is defined as the
level of activity which would have resulted if GDP had risen at its 1960-73
trend rate. For the period 1973-81 the rate of growth of potential output
has been assumed to be higher than the actual trend over this period, the
gap resulting mainly from the lower degree of utilisation of labour
resources. ' : ' '

Average tax rates are assumed to represent marginal- rates. Since in
most countries the elasticity of tax receipts with respect to income may
be greater than unity and greater than the equivalent elasticity for trans-
fer payments, the automatic effects of changes in activity on budget balances
are thus likely to be underestimated. There is likely to be an opposite,
but probably smaller, bias in the calculation of the adjustment for unemploy-
ment benefits 'since no account is taken of the growing proportions of young
people and married women in the unemployed, and ‘thus the average payment
per unemployed person is probably overestimated.

The "first-round" budget impact estimates presented in Table 4.4
represent weighted changes in budget balances, changes in the various com-
porients of general government receipts and expenditures being given weights
according to their first-round demand effects. The weights are calculated
using a simple income-expenditure model, following the methodology described
in the OECD Special Study 'Budget Indicators', July 1978.

The parameters of the model were assumed to be fixed over the period
covered (1970-81), with marginal values equal to average values except in
the case of import propensities, which were taken from the OECD.Occasional
Study 'Fiscal Policy Simulations with the OECD International Linkage Model?,
July 1980. For the years 19780-77 the data source was (except for import
propensities and price deflators for government investment, obtained from
national sources where available) the sectoral accounts published by Euro-
stat within the framework of the European System of Accounts (ESA). For
1977-81 data were taken from national sources, adjusted where necessary to
conform with the ESA, and from estimates and forecasts of the Commission
services. ' :

© Table 4.5 attempts to give estimates of the loss of purchasing
power of public debt held by domestic private sectors. The estimates
do not, therefore, correspond to the so-called "inflation tax', which
js usually defined as the loss of purchasing power of public debt less
interest payments on the debt. The estimates are obtained through '
deflation of the nominal value of outstanding domestic public sector

<7
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debt in domestic currency with the percentage increase over previous
years in the private expenditure deflator (see below). A 10 percent
rise in this deflator thus results in a purchas1ng power loss amount-

ing to 10 percent of outstand1ng debt.

Estimates of this nature present severe problems, and no pretence
is here made that Table 4.5 represents a satisfactory resolution of
these problems. There are, in fact, considerable statistical and concep-
tual difficulties-and the estimates~are reproduced only to point out the

potential importance of losses of "real value" of the public debt.

Tne concepts used are as follows:

Denmark: central‘90vernment domestic currency debt excLuding holdings by:

the central bank (source: Kon3unkturovers1gt, Danmarks Statistik; estimates

of Commission services).

France: central government domestic currency debt (source: Bulletin du

Conseil Natiomal du Credit; estimates of Commission services).

Ireland: doemstic holdings of capitaL'LiabiLities of centraL government
(source: Central Bank: Quarterly Bulletins; "Irish Public'Debt", R. Bruton,
ESRI, July 1978; estimates of Commission services).

Italy: general government doemstic currency .debt excluding centraL bank
holdings (source: "Il Bilancio del Settore Pubblico e gli Effelt1 di
Spiazzamento: um Esame dell'Esperienza italiana"”, F. Cotula, R. Masera
and G. Mercaldo-rev1sed version of paper presented to conference of CEEP
and Centio Torre Argentina, 14-15 December 1979; '""Relazione sulla stima
del fabbisogno del ‘settore pubblico allargato per L'anno 1980",. quarterLy
report to Parliament of the M1n1ster for the Treasury; estimates of Com=
mission serv1ces).

Netherlands: central government domestic currency debt (source. Netherlands
Bank Annual Report). « )

- Belgium: domestic hold1ngs of central government debt (source: Nat1onaL Bank

Annual. Report).

United Kingdom: domestic private sector holdings of general government debt

. (source: "Public Sector Debt", D.J. Reid, "Economic Trends", May 1977; Bank

of England QuarterLy Bulletin; estimates of Comm1ss1on services).

Nom1nal (as opposed to market) values.of debt are usedrin all cases.
While this makes no difference to the total Lloss of purchasing power on a

 bond over its lifetime (when the loss is measured at prices ruling at the

time of redemptwon), the profile of Losses over time is rather different.
(see"'Real' national savings and its sectoral composition” C.T. Taylor and
A.R. Threadgold, Bank of England Discussion Paper, N€ 6, October 1979). This
means that great caution should be exercised in relating the figures for a

- particular year in Table 4.5 with the first-round impact estimates given

in Table 4.4. An additional difficulty.arisés where bonds are issued below
par, but this problem is unlikely to be quantitatively important.

The estimates in Table 4.5 are different from those in Table 4.4 in
that no attempt has been.made to assign demand=-impact "weights' to the
estimates. in the former table, there being no clear guide, either
theoretical or empirical, to what values such weights might be expected
to have. ‘ »

bt
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Table 4.4

"First-round"

budgets on real demand.
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Table 4.5

Net lending or net borrowing by the Community.as a percentage of gross domestic product

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981

Private sector ’ ) v
(enterprises, 0,2 1,2 2,1 0,9 0,8 5,4 3,2 3,2 4,6 3,0 1,8 2,6
households) . ' '
General ‘ ‘ : .
government 0,3 .-0,4 -1,3 -0,6 . ~1,8 -5,3 -3,7 -3,1 -3,9 -3,6 -3,5 —3,9
Community : Lo ‘ '

‘to or from .. 0,5 0,8 0,8 0,2 -1 g, -0,5 0,1 0,7 -0,6 -1,7 -1,3
abroad .

Sources: Eurostat. Commission staff forecasts.’
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'Grabh 4.2

Net Lending of households as % of GOP

e o A./\ "
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, .Graph 4.3
, Bross savings ratio of'hodseholds
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See explanatory notes to graphs .

Source: Eurostat. Forecasts of Commission
services.
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Net borrowing ofienterprises as % of GDP .
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Extgknal financing ratio of enterprises
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'ExptanatoryinoteS‘to graphs: in chapter 4

Graph 4.1

Sectoralfac¢0unfs statistics distinguishing between households and
enterprises are available only for the four large Member States:

‘Germany,  France, Italy, the United Kingdom. The plotted lines in

the graph show the sectoral balances for the aggregate EUR-4 (the
figures for these four. member countries aggregated us1ng current
prices and exchange rates). :

Graph 4.3

The gross savings ratio of households is the ratio, expressed as a

percentage, of gross saving to gross 4isposable income of house-

holds.

_For Denmark. and the NetherLands, the figures refer to the gross sav1ngs

ratio of the'private sector.
The gross savings ratio for the Commun1ty is caLcuLated by we1ght1ng

‘the nat1onaL savings ratios by 1978 GDP.

‘Graph 4.5

The external financing ratio of enterprises is théfhatio, expressed as
a percentage, of their net borrowing to their gross capital formation.

i

Graph 4.6

For Germany, France and Italy, the gross profit margin is the ratio of
the gross operating surplus of enterprises (including sole prorietors

and partnersh1ps) to their value-added. The gross operating surplus of
sole propr1etors and partnerships has_been split into two components.,
"wage' incomes imputed to proprietors ‘and partners, equal to average
compensation of employees in the main corresponding branches. of act1v1ty,»
and.a component representing the gross prof1t margin of sole proprietors..
and partnerships. Only the second component has been included in the -
numerator of the ratio. In Italy, the gross operating surplus of sole
proprietors and partnerships has been arbitrarily calculated as 904 of

‘the gross operating surplus of households..

For the United Kingdom, the gross prof1t margin is the ratio of gross
trading surplus of companies and public cooperations to their: added-

" value (sole proprietors and partnerships being excluded) .

The- gross profit margin EUR-4 is weighted by 1978 GDP.
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5. Monetary policies

The monetary disorder of the 1970s aggravated inflation and the
"problems of growth and employment. The appropriate lessons were drawn with
the introduction of monetary targets and, in particular, with the
establishment of the European Monetary System (EMS) at the beginning of
*1979. Despite the difficulties resulting from the second oil price shock,
the discipline thus imposed is beginning to produce results. Changes in
central rates have remained Limited. In 1980, for the first time in ten
years, monetary expansion in the Community is close to the trend of the
1960s. A greater convergence of monetary policies,reinforced by the trend
of interest rates, is serving to resist inftationary pressures and diver-
gences in cost and price trends. This is a necessary, but not a sufficient,
condition for ultimately achieving convergence of cost and price trends. The
time needed for monetary policy to produce results is often long, and struc-
tural distortions, or indeed a recession, may develop if stabilisation remains
purely monetary. This is already evident in some countries. If the chance of
stabilisation and convergence provided by present monetary policy is not to
be missed and if improved prospects for -growth and employment are to be
restored, this effort must be supplemented by public finance measures, by the
restructuring of supply and, in particular, by a rap1d adaptat1on of the
trend of incomes to new conditions. A

Past experience (1)

" The 1960s were characterized by moderate infLation rates and by
fixed exchahge rates which, in some cases, had to be adjusted upwards or
downwards because of external disequilibria that were regarded as funda-
mental. Though there were no monetary targets, all the member countries
showed*great stab1l]ty in their money supply trends. This was the result
of efforté to achieve the("intermédfate objectfve" of exchange rate -
stabilﬁty. The average inflation rate under the Brettoﬁ Woods system was
largely determined by the dominant economies. Any pountries exceeding this
inflation rate répidly incurred the sanction of'an external deficit: a
restrictive monétary policy became nécessary at dbmestic level so as to
comply with the rules of the system; thus, the margin for inflationary
trends in incomesAand pub&ic finance was relatively ﬁarrow.vThe‘

surgeé in inflation in 1963/64 in Italy, France and the Netherlands

(1) See Graph 5.1.
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'~ with the subsequent stab1l1sat1on which avo1ded devaluat1ons - are an
,exampLe. The countr1es whose stab1l1ty objective was more amb1t1ous than
the ‘average 1nflat1on rate of the system experienced probtems of a d1fferent
nature. Germany is . the prime example in this respect: the revaluat1ons of
1961 and 1969, the recess1on of 1967, the overdevelopment of the export'
sector and the s1muttaneous 1mportat1on of cap1tal and Labour must be
“interpreted in this Llight. Domestic monetary pol1cy was confrontqd w1th

the dilemma of being seLf-defeat1ng unless a moderate revaLuat1od was
carr1ed out in t1me. The Bretton-woods system thus 1mposed rules on the
conduct of domestwc monetary pol1cy, however, it was not able to funct1on
sat1sfactor1ty untess the country whose currency was the reserve currency
observed these rules itself. This was no longer the case towards the end
of the 1960s. ‘ ‘ |

The period 1969~73: The period of relative pr1ce stab1l1ty came,'

to an end around 1969. The acceleration in the growth of wage costs in
practically all the member countries in 1969 and 1970 was due notabty to
strains on the Labour market, to the feeling that the share of Wages and
salaries had to catch up again following its decline since 1963, but also
to soc1o-pot1t1cal unrest in several member countries and to the belief
that the publ1c author1t1es would be able to ensure full empLoyment
irrespective of the behav1our of employers and empLoyees. In 1969 this
trend occurred despwte the marked slowdown in monetary expans1on in practi-g
cally all the member countries. However, the unprecedented surptuses in

the Commun1ty's and most of the member countr1es balances of payments (on an

. official settlements basis) in 1970 and 1971 undermined the scope for

monetary policy in Europe. The 1nfLow of L1qu1d1ty from the Amer1can
deficit and the Eurodollar markets, the maintenance of the dotLar exchange
rate until December 1971 ‘and the fear that domest1c monetary pol1cy might
provoke a stab1l1sat1on crisis set the stage for an upsurge

of- 1nftat1on. the rise in prices and wage costs accelerated or remained
at a high level, and the growth in the money supply for the Commun1ty as

a whote reached an unprecedented rate, particularly in 1972 and 1973.
These devetopments and the dea*h throes and f1nal dem1se of the Bretton
Hoods system in March 1973 opened the way for ma]or d1vergences w1th1n

the Communtty and these became clearly evident start1ng in 1972/73.5.
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The autonomy of domestic monetary policy created by the switcn to floating
exchange rate$ was used to pursue a very strict counter-inftetionary policy
in Germany and a vigorous ekpansionary policy in Italy and the United
Kingdom. In 1973, the monetary authorities in Germany regained control’

of the growth of the money supply, while in Italy and the United Kingdom
monetary expansion accelerated and approached annual rates of 23% and 26%
respectively. At the same time, ‘the influence of exchange rates on prices
and costs led to "virtuous" and to "vicious" circles, while substantial
divergences emerged in balances of payments. France occupied a m1ddle
position in this context' its monetary expansion roughly followed the '
Community average and jts we1ghtedfexchange rate varied relatively L1tfte.
“While in 1972/73 the inflation rates of fhe major countries were'stiLL'
only slightly divergent, though high, it was the policies pursued during
this period that were the root cause of the wide inflation differentials
observed later in the Community. | '

The period 1974=75: The first oil price shock occurred in a
situation where most of the countries, to differing degrees, enjoyed ample
Liquidity allowing pr1ce rises to be passed on to incomes. Thus, major
second—round inflationary effects developed through a second explosion
in wage costs with unprecedented divergences between countries; these
second-round in*tatibnary effects are the reflection of the money supply
and exchange rate developments of the preQious years. The combination of
the oil deficit'and}the effects of the divergent policies‘pur3ued in the
previous period led to a very uneven distribution of'balance of payments
surpluses and deficits and to untenable situations for the countries whose
currencies had'depreciafed strongly. This and the continued acceLeration
in inflation obliged the:eufhorities in all the member countries fo curb
monetary expansion significantly. Thds, the growth of the money supply
in the Community fell from 17 172% at the end of 1973 to 12 1/2% at the
end of 1974. The effects of a restrictive monetary policy combined with
the continued sharp increase in nage costs helped to bring ebout recession
and an increase in fhe share of wages and salaries, thus undermining

 profits, investment, growth and employment well beyond this period.

U
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3 The period 1976-78: Following this stabilisation, in 1976,

the increase in wage costs fell by about half, or by even more in some

- countries, and there uas a v1gorous but temporary rev1val in growth In

addition, most of the member countr1es introduced 1ntermed1ate objectives
in the monetary f1eld between the end of 1974 and 1977  However, the growth
of the money supply dur1ng the per1od 1976-78 came down much less than the

~ trend of wage costs, thus re—establ1sh1ng cond1t1ons for a more normal

economic development. The relat1ve stability in the growth of the money

supply in the Commun1ty did not mean that trends by country were already

convergent.. However, Germany, the Benelux countr1es and Denmark (countries
participating in the 'snake') and France (which aimed to ach1eve a degree
of stability in 1ts effective exchange rate) successively regained rates
of monetary expans1on dur1ng this per1od which were comparable to those

of the 1960s. The average inflation rate in. the Community fell, bot '
d1vergences between countries- rema1ned substantwal Some countr1es’
(Germany, Belgium, the Netherlands and Luxembourg) virtually succeeded
during or at ‘the end of this period in br1ng1ng down inflation rates to |
the level of the 1960s. BUt‘these successes also indicate the substantial
tdme-lags between the introduction of monetary measures aimed at sta- -

bilization and their impact on the real economy and shoy‘the‘lim{tations

of a stabilization based almost excluslvely on monetary policy. Experience

in Germany and in Belgﬁumfappears'signifiCant‘fn this respect. In Germany,
efforts to'regajn control of money aupply growth, which were begun as
early as the spring of 1973, were immediately'accompanied by a major
revaluation,. but d1d not enta1l an ad]ustment in the trend of nominal

incomes until early 1976. In Belgium, the spectacular reduction in the

inflation rate between the end of 1974 (16% a year) and the end of 1978

(about 4% a year) was secured essentially thr0ugn persistent efforts

on the part of monetary policy t0‘maintain the exchange rate within the

"snake". However, neither the adJustment in the relat1ve trend in wage

costs compared to the other Community countr1es nor the stab1l1sat1on
of publ1c finances were obtained; this situation seriously affected

competitiveness ~ not in terms of pricea, but in terms of costs -,
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profitability; investmeht and employment and it largely explains tﬁe
particular problems in Belgium iﬁ 1979 and 1980 regarding the balance of
payments,the public sector deficit and‘the'Level of real interest rates.
This example’hightightS'the dilemma which arises if stabilisation is
essentially based on monetary policy and is not backed up by a complementary

effort in the areas of incomes and publ1c f1nance.

Monetary policy in 1979 and 1980

During the last two years, monetary policy in the Community
has been marked by the introduction of. the European Monetary System (EMS),
the effects of the new oil price shock and the reversal in the relative

cyclical positions of the Community and the United States.

“The introduction of the EMS may be regerded as an institutional
attempt to draw the‘relevant_Lessons from the experiences of the past
as outlined in the paragraphs above. The two key objectives of the EMS,
defence of centfal rates and convergence toﬁerds price stability, impose
certain rules on the conduct of domestic monetary policy in the parti=-
cipating countries.'Mohetary policy in one country whose cost and price
trend is d1vergvng "upwards” compared with the average of 1ts partners,
should be relat1vely more restrictive so as to maintain the central
rate and exercise pressure towards stabilisation of costs and prices.
Experience shows that this process can take several years and that it
is important to supptehent monetary policy Measures by an adequate
policy mix, notab(y in the areas of public finance and the adjustmeht‘of
the growth of nominal incomes. Devaluation would disturb the stabili=~
zation process and should be avoided if at all possible. If it is
regarded as unavoidable, it should be Limited in size and should be
accompanied by a domestic stabilisation policy so as not to trigger
a vicioqs circle between exchange rates and inflation. By contrast,
monetery policy in a country where the trend of costs and‘prices is
diverging "downwards" compared to that of its partners should not aim
to adjust to an “average level of infLation", but shogld continue to

be directed towards the price stability objective. In order that
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such a policy should not become setf-defeating in the long run (cf,
experience in the 196055, thereﬂweuld from time to time have to be small-
step revaluations,correeponding broadly to the underlying’gains in the .
competitiveneSs of the’economy.’Such a policy within the EMS, asymmetrical
as regards exchénge rates, but symmetrical in pursuing the price
stab1l1ty objective, would be 1n line with the lessons of the last twenty
years and would make it poss1bLe to achieve more stable exchange rates
and to make progress on convergence towards greater pr1ce stab1L1ty.

In 1979 and 1980, changes in central rates within the EMS remained
relat1vety l1m1ted despite substantial divergences in costs and prices.
This was largely due to greater convergence in domestic monetary ’
policies, but was heLped by relative cost margins existing at the time
when the EMS was established (resulting from'eXCessive variations in
exchange rates during the period of floating rates) and by the fact

that the distribution of payments surpluSes end deficits -between

countries was more even than it was following the first oil price shock.

The reaction of monetary policy to the inflationary effects of the new
oil price shock shows that due account has been ‘taken of the lessons of
the 1970s: in almost all the member;countries, the rate of monetary

expansion has been reduced. Taking the Community average, the reduction

"since 1978 is of the order of 3 percentage points, with the result
that, at the end of 1980, for the first time in ten years, monetary

expansion is nearing the'trend'of the 1960s (10.4% a year). The main
purpose of this policy is to avoid providing the Liquidity which would

facilitate the development of second-round inflationary effects in the .

~wake of the oil price rise, such as those observed at the time of the

first oil price shock following the'very sharp increases in money
suppliesvdqring the previous years’(1971-73).

The reaction of policy in Europe to the reversal of
cycL1caL positions as between the United States and the Commun1ty and
to American monetary measures is based on s1m1lar considerations:
acceptance, to some’extent; of a general rise in interest rates in

response to the rise in American rates, not only on counter~-inflationary

_'grounds, but also‘for'reasons‘retating to the balance'of payments, which

was s1multaneously affected by the 1ncrease in the oil bill and the

substant1al cyclical improvement in the current account of the
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United States. In order to moderate a temporary but sighificant tendency
for the dollar to appreciate against the DM and‘the ECU, which would
have increased still further the Community's oil bill, the Bundesbank
made massive interventions on the exchange markets at the end of 1979
and during the first haLf of 1980, and this also prevented a further

escalat1on of 1nterest rates in the Commun1ty.

Quantitative monetary policy (1)

The growth of the Community money supply is probably the best
single indicator of the monetary situation in the Community. However, the
stability of the demand for”money varies from one eountry to another,
and this is one of the;reasonsrfor the diversity of the intermediate
objectives adopted by member‘countries, another reason being the extent

to which their economies are open to external influences.

Germany, France:and the United Kingdom express their intermediate
obJect1ves in terms of the broadly defined money supply (2). In Germany,
the concept 1nvoLved is "central bank money', which is a weighted average
of the major components of the money supply broadly defined.

Achievement of this target is pursued through'all the jnstruments
~available (interest rate polfcy, changes in minimum reserVes, in re-
discount and Lombard ceilings etc., but excluding credit ceilings).
buring the first half of 1979, the target figure moved towards the top
of the desired range (6% - 9%5, but a fairly restrictive policy slowed
down monetary growth appreciabty during the second half of fhat‘year.
The relatively low level thus attained served,as‘the reference point in
setting the target range for 1980, which aims at lower growth than the
prev1ous one (5% - 8%). In August 1980, actual monetary growth, at

about 4 1/2% a year, was indeed slightly below this range, and this
represents a cons1derable slowdown compared with the rate recorded at
the end of 1978 (12.1% a year). In relat1on to probable growth of about
7% in nominal GDP 1in 1980, monetary poL1cy is having a major restraining
effect based on the need to fight inflation and on considerations of exter-

nal equilibrium (see above). In France, the intermediate objective of

(1) See Table 5.1
(2) Notes and coin in circulation, sight depos1ts, and, to some extent,

time deposits and savings accounts.

’
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- monetary policy is expresséd in terms of M3.The main instrument,used in

achieving this objecttve is a system of ceilings imposed on bank

- lending. In 1979, the grouth of M2 accelerated (14.4% a year at the

end of 1979.as.against 12.2% at the end of 1978), and the target

(1% a year) was overshot. NeVertheless, the authorities took the
level‘reached'at the end of 1979 as the pase for carrying over their
11% target into 1980. DUring the first half of this year, the rate of
monetary expansion fell sl1ghtly, and the target rate could be appro-
x1mately ach1eved in the second half of the year; 1t would thus be

1 1/2 to 2 percentage points below the probable growth of‘nom1nal

GDP in 1980 (13 %).  The monetary target in the United Kingdom,
sterling M3, 'excludes residents“foreign currency holdings, which are

not considered to constitute potent1al demand for domestwc production.

This target is pursued mainly through 1nterest rate policy and by

l1m1t1ng the public sector ‘borrowing requirement; the system of direct
eontrol on banks' interest;bearing liabilities ("supplementary spetial
deposits scheme" or '"corset") was ended in June 1980, and this
distorted the sterling M3 stat1st1cs from July onwards: the 8% growth
of sterl1ng‘M3 in July and August was" probably due in large measure

to re1ntermed1at1on following this institutional change, but it may

also reflect a l1m1ted and temporary relaxation in monetary policy

- in view of the liquidity problems encountered by firms. An analys1s

of the methods to be used in order to achieve monetary targets is at:
present being carrwed out in.the United Kingdom (1). It seems

probable that the reserve asset system will be replaced by a fairly

low cash ratio to be‘applied to the whole of the banking settor.‘The
target range “for sterling M3 was successwvely reduced from the 9% - 13%
announced in 1976 to 7% - 11% in June 1979; as part of a medium-term

financial plan, the rate is to be lowered gradually to about 6% in the

~year beginning in the spring of 1984. The annual rate for the actual

growth ofvsterling M3 fell from 13.3% at the end of 1978 to 11.7%
at the end of 1979, and in the first half of 1980 it was between 10%

and 12%, whereas the growth rate of nominal‘GDP;rose from 13.7% in

(1) See '"Green Paper on monetary control’, Cmnd. 7858, H.M.S.0.,
‘March 1980 ' S
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1978 to about 18% in 1980 under the comb1ned influence of inflation and
the recession. However, leaving aside the d1ff1cult1es of statistical
assessment which emerged in July 1980, the policy pursued is one of
vigorous stabilisation comparable in some respects (including the area
of the effective and real exchange rate) to thet pursued

by Germany in 1973 and 1974. It clearly raises the "

qUestion of the tihe Llag in the effect on incomes, and the question of

the appropriate policy mix.

Elsewhere in the Cohmunity, definitions of inter-
mediate monetary policy objectives differ more widely. In Italy, the
authorities express their taréet in terms of total domestic credit.
The principal means used in pufsuit of this target is a system of
ceilings on lending by each bank to the private sector. The Offieial
'target for total credit was achieved in 1979 and resulted in a
reduction in the rate of expansion. In April 1980, the Ministry for
the Treasury confirmed that, for 1980, it had adopted a target of
Lit 59 300 000 million in new lending, i.e. a further reduction in the
rate of expansion to. 17.4%, which represents a cons1derabLe restr1ct1on
_s1nce nominal GDP is L1kely to grow by some 23 ¥%. This poL1cy
stance found practical express1on/when, with the economy showing signs
. of overheating, the authorities announced tighter Limits on the
growth of bank lending to the private sector in July 1980 and
stricter penalties for OVershooting these Llimits. In Belgium, after
having in the past set targets for the growth of credit, the
authorities have for the past severat;years made the defence of the
exchange rate in'effect the infermediate objective of stabilisation
poliey, and make use mainly of the'intereSt rate instrument to achieve
this objective. In Denmark,similarly, defence of the exchange rate
plays, iﬁ principle, an important role in sfabilisation policy, and
the measures taken by the author1t1es to control the growth of
domestic lending and 1nterest rates have recently been mainly d1ctated
by the need to cover a chron1c current account deficit. In the
Netherlands, the author1t1es now concentrate mainly on an intermediate

objective expressed in terms of domestic money creation, i.e. the
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growth of the money supply minus the change in the net externat position

of the banking system. The present monetary‘target, thus defined,is 8%,

which, in view of the position of the external account, may be regarded
as cohsistent with forecast growth of nominal ‘GDP of about: 7% in

1980, this growth being mainly due to the rise in the inflation rate.
The Ir1sh authorities concentrate on bank lending to the private sector.
The extremely rap1d expans1one1n lending during 1978 was considerably
slowed down in 19?9 and, given that the target for the present year
(13%) is lLikely to be achieved, this could help to reduce the hlgh
1nfLat1on rate,

The scale of the reduct1on in the growth of monetary
aggregates in the Commun1ty between the end of 1978 (13 1/2% a year)
and the end ofA1980 (probably 10 = 11% a year) becomes clear when these
monetary growth rates are compared with'those of the Community's ' ‘
nominal GDP, which increased by 10.9% in 1978 and will probabty

- increase by 12 1/2% in 1980;fmainly\as a result of inflation. In the

present situation, however, the growth of lending to the domestic

economy is, in most member countries, greater than the growth of the
money suppLy. This phenomenon is linked to the monetary 1mpact of the ]Fi
current payments def1c1t.‘Payments by residents to non-res1dents absorb

a part of the money supply created by lending by the banking system

to residents; at the same time, the banking system rel1esrheav1ly

on external resources (see Table 5.2).

TabLe 5.2 also provides some indication of the role which the
financing of pubtic'deficits has played in monetary growth. There
are considerable differences between member countries in this'respeot.
In France the impact of the public sector on monetary expans1on has been
been negl1g1bLe, whereas in Ireland, Denmark, Belgium, and, to some
extent, Italy the recourse of the public authorities to banking systems
cannot but be regarded as disddiet{ng.‘Since, however,'such recourse in
the United Kingdomiand Germany has been more moderate, it can be appro-
ximatety.estimated‘that in the Community as a whole the public sector has
recently absorbed only‘one‘fifth of new bank'predit, by far. the greater

part of that credit being taken up by companies and households.



Interest rates (1)

The acceleration of inflation in 1979 and the measures taken
to curb the expansion of the mohetary aggregates led, in 1979 and at
the beginning of 1980, to a general rise in interest rates in the
Community comparable with that in 1973/74. The increase was particu-
larly pronounced in the case of éhort-term rates. The yields on medium=-
and long-term bonds followed more slowly, the financial markets
believing that infLation rates as high as those at the end of 1979
and at the beginnihg of 1980 would not persist. Taking the Community
as a whole, short-term'intefest rates thus overtook long-term rates
from the third‘quarteﬁ of 1979, as was the case in 1973/74 (see
Graph 5.1). Monetary policy 5h Europe»had already switched to a
restrictive stance when the Federal Reserve Board in the United States
announced its measures of 6 October 1979. The most important point
for the Community was that the. Uhited States authorities expressed their
willingness - soon carr1ed into action = to ‘allow a much wider range of
interest rates in order to ach1eve their own money supply objectives (2).
The rise in United States interest rates was a reaction to the
1nflat1on rate, which was accelerating rapidly. Consequently, it d1d
not necessarily and by itself restore confidence in the dollar, but
it occurred at a time when markets were becoming aware of the cyclicat
reversal of the Community's and the United States' position on
current account, leading to maSsive outflows of capital from the
European Community. The most spectacutar of the‘immediate reactions
in the Community was undoubtedly fhat of the Bank of England, which
increased its;minimum Lending rate on 16 November 1979 by 3 percentage

points to 17%. This decision was also dictated to some extent by the

(1) See Table 5.3.

(2) Three-month money rates reached 13.7% in New York at the end of
December and 18.4% at the end of March 1980. They were at 9.6%
at the end of August, 1980.
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“lifting of,all remaining;exchange control restrictions in the United

Kingdbm on 23 October-1979, following which it became neeeésary to

compensate for outflows of capital due to portfolio adjustments by

attracting fbreign capital to the United Kingdom. Other member

countries felt it necessary to attract foreign~capita[ or. to prevent
capital outflows, partieularly Belgium, the Netherlands and Italy,
which increased {ts‘diSCOUﬁt rate on 1 December 1979 by 3 percentage
points to'15% In Germany, the large=scale. interventions on exchahge
markets at the end of 1979 and at the beginning of 1980 (see above

- the official reserves. fell by DM 21 000 million between October 1979
and May 1980) put pressure on bank L1qu1d1ty, which was relieved ma1nly
by'inereases in rediscount,quotas in October 1979 and in February

and April 1980 and by a reduction of the minimum reserve ratio at

the end of April ‘and by similar measures in July and August 1980.‘At

" ‘the Same,time; the restrictive stance of Germany MOnetary policy

was reflected in successive increases in the discount. rate, which rose from -

from 3% at the beginning of 1979 to 7.5% on 2 May 1980, whereas interest
rates in the United'States had been dectining'sinee‘the.end«of/March 1980.

In Germany, howeVer, the level of market interest rates in 1979/80

'did not reach the peak recorded in 1973 for example, the three-month

1nterbank rate, wh1ch reached a maximum of some 10% in Apr1l/May 1980

was a ‘great deal beLow the record levels in excess of 14% recorded

“at the end of 1973. In the United States, on the other hand, the Llevel
of 1nterest rates in March 1980 outstr1pped by far ‘the maximum levels

in 1973/74 (the y1eLd on 13-week Treasury bills was in the region of
7% in 1974 and approx1mately 15% in March 1980) Th1s'was one of
the factors wh1ch helped to tr1gger the Amer1can recess1on, with the
resultant appreciable reduct1on in demand’ for cred1t Lead1ng subse-

quently to a fall in U.S; rates.

~~ Concern has frequently been expressed that the rise in interest
rates in Europe m1ght further curb growth rates which are atready stacke-

ning sharply.Although the r1se in 1nterest rates has generatly been Lless
spectacular than the maximum Levels reached in-the past, such a danger
cannot be ruled out entirely. However, the Links between nominal

interest rates on the money market and the real eoconomy are very

complex. Generally speaking,. there is a’fairly close relationship

‘.




ql

between money market rates and bank lending rates, and bond rates have
tended to follow, albeit mofe slowty; the rise in short-term rates;
this may curb investmentbactivity. It has also been

argued, however, that in many countries the rise in interest rates
corresponds‘broadLy to the rise in inflatijon rates and that

there 1s nothing worrying about real 1nterest rates. The very high
real interest rates in Belgium and Denmark are due to the special
situation in these countries (budget shortfall and external deficit)
and the positive real rates in Germany are ih Line with the Llevel
reached in earlier periods of stabilization. For some firms, however,
\arguments concerning’beal rates,are‘less significant than the impact
of high nominal rates on cash flow. In thevcontext of the EMS and the
defence of central rates, high nominal inferest rates have generally
served to channel short-term eapital flows and have helped in the
Llonger term to f{nance the Community's deficit on current account.
Furthermore, if the poticy'pursued had not in general protected
exchange rates, the jnflationary pressures caused by devaluation would
have required much more drastic measufes subsequently.‘OveralL,
therefore, it is fair to say that the interest-rate trend in the
Community'dering the period in question has been appropriate, given

the need to guide the economy through a particularly perilous period.

outlook for 1981

As‘in previous years, the Commission's departments have
attempted to estiﬁate_for the current year and to forecast for next
year (1981) the growth of the broadly defined meney supply in member
countries (M2, except for Gerhany and Ireland (M3) and for the
United Kingdom (sterling M3) = see Table 5.1). These forecasts have
been drawn up at the same time as those for the real economy; the
main hypothesis as to moneta}y policy underlying these forecasts
is that effprtsvwill continde to be geared to moderate and steady
‘expansion of the monetary aggregates in the medium term, including
a gradual reduct1on in the rates of money supply growth for those
member countr1es in wh1ch inflation and monetary expansion are still
very high. Th1s hypothesis takes account of past experience and implies
maintenance of the policy stahce adoptedlin 1979 and 1980’by the

monetary authorities in the membéer countries; it is jn line with the



" need, in the EMS (see above), to restrﬁct the danger of devaluations
as much as possible and to enhance convergence towards price stability.
, The forecasts show. that, on a Community averége and for’most member
countries, monetaryhexpansion‘in 1981 is Llikely for the second
consecutive year to be close to or even slightly below the trend

in the 1960s. Thus;/despite Major diffioulties, monetary policy

should satisfy an important condition for the return to a more stable
and more convergent trend within the Communwty. It 1s ten years s1nce
such a prospect last arose. It must be’ stressed, however, that these
monetary expanSion rates are only a necessary end not -a sufficient
condition for a more stable and more convergent trend in prices'end |
costs. Past experience has shown not only the long time Lags between
monetary potwcy measures and the resuLtant adJustments in the real
economy, but also the serious problems which may ar1se if efforts
towards stab1l18at1on_areebased exclusively on monetary policy.

It is therefore important to try to shorten these responSe.Lags and to
suppLement monetary measures by action in the field of public

finance, by moVes_to restructure supply and, particularly, by efforts

to adept the growth of incomes to the new conditions.

The need for this’ would 3eem‘to be particularly pressing »
in those member countries in which the Linits of'purely monetary
stabilisation are clearly in evidence. If there are no further
’disruptions from outside the Community, the degree of restrictiveness
of th1s monetary poL1cy stance depends to a Large extent on the
behav1our of empLoyers and unions. A further acceLerat1on of internal
price rises and/or,a wage cost explosion, such as experienced 1in
1974/75 in>the Community and‘most member countries, would make present:
monetary poL1cy extremeLy restr1ct1ve and recession might weLL become
inevitable. To try to avoid such a recess1on through a sharp
upward adjustment of monetary expansion rates uouLd be to abandon the
-struggle for stability and convergence/in the Community and would
probably onLy~o05tpone the reCessionuandyaggravate it at the end.

3
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of the day. If, on the other hand, the movement of internal prices

" and wage costs adapts rapidly to the environment of relative

stability established by monetary policy, the growth and employment
losses resulting frombthe second oil crisis can be contained and the
stage set'again for an improvement in the out Llook for growth and
employment. In this’case, with a givén_rate of monetary expansion;
the level of interest rates can come down not only, in a first
stage, in response to. the drob in credit demand caused by the
temporary and inevitable slowdown in growth, butwaLso, subsequently
and more permanently, as a result_of the~reduction in inflationary
expectations and of weaker growth in'the volume of lending as price
and wage cost increases slow doWh; However, the interest rate trend
depends also on the balance of payments and other international
factors; if there is further stabiLisation in the United States

and if the reduction in interest rates there proves to be lasting,

a further fall in interest rates in Europe m1ght well become poss1ble
and, where appropriate, be supported by concerted action by the

authorities.



Table 5.1 ' . — o | o B

‘Honatary targets and outcome

a) Definition of targets; annual growth rates in %

Country Target - . 1977 7 1978 . 1979 .. Outoome durin
R . A g the
R - variable” Qutcome Ougcome Target Outcome Target 12 months to?
DK BCE n.a. n.a. . n.a. . R.a. n.a. . n.a.
» .3 10.0 8.4 © 69 . 6. 3 5-8 4.9 July
) 4 n2 13.9 12.2 1;2 1k, ﬁz 113 12.1 May 3 .
m PSCE 26,4 S 33,0 18 1932 13  T6.70 . July” .
I 2DCK 17.7 20.7. 18.% '18.5 , 17.% 1i8.5 ~ March
n DM2 &7 0.1 8.5, 10.0 8 . 10.9 June -
3 CR . © 1.8 12 g 12.95 ., 11.0, n.d.
"® o 10.0 13.3 8122 - (a3 Y 7-11° | (18.2)7 August -
b) Broudly defined money stock. end of year, yearly rate of change in ¥ : ) . o ‘
6070 71-72 73 . 7 7578 1979 e ©o 1980 1 o 1981
Defi~ : ' -
Country - . . Out~ . Outcome during -
n%tlon ‘s j N FX 79 __come PX 79 Px 80 the 12 months to:’ PX 80
K M2 10.0 L 11.7 - 12.6 8.9 1331 9.0 9.9 83 ' 6.0 5-/ July ., &
D M3 10.k L13.9° "10.) 8.5 9.8 7.0 6.0 | 6% 5.5 /3 July 6
F N2 13.1 18.1  15.0  15.9 14.3 12.5 144 110, 11.5 12.1  May 10
IRL ., M3 9.9 131 26.2 19.2 19.3 21.0. '19.0 16 12.0 8.6 July. -+ 12
I M2 13.9 i7.7 - 23.0 15.3 2.3 17.8 209 16 % 16.5. 15.6  May. . 15
NL M2 8.9 L1040 21,9 20.0 8.9 8.1 7.3 . . 8,8 5.5 7.4 June .5
B M2E - 8.2 .2 13.5 9.0 1.1 9.1 6.0, 10,8 6.8 , 2.9, May - 6,8
UK - £M3 5.6 18.8 - 26,k 10.2 10:2° 12,5 (14.6) 114 (14,67 (18.2)" August 9
CE-9 #M2/3 10,k 16.2  17.5  12.b 13.0 M4 2207 103 (067 . 9.0
1) .DCE domestic credit expaﬁaioﬁ by banking seétor ) 'Px'79 forecast published in the last“anﬁual reviév (79/80)

=
¥Z = Central bank money stock
= domestically created money supply
TDCE= expansion of total internal credit
PSCE= expansion of domestic credit to the private sector
. by the banking system

2) February 1979 to February 1980

3) February 1980 - February 1981. As-the definition ‘of the target has changed since February 1980 (loans denominated in
foreign currency are now excluded), the figure given for Ireland is the increase observed between February and July,

.. converted into an annual rate of change.

4) Forecast by Belgian Authorities : - - . )

5) October 1978 to October 1979 ~ - .

6) June 1979 to October 1980, converted into an annual rate of change.

7) In the United Kingdom the. growth of the money supply £M3,7as recorded in the official statistics does not accurately
reflect the underlying growth ‘of monetary expamsion: The control of the growth of interest bearing liabilities “
("corset") favored the developpment of credits outside the banking system and its abolition has given rise to rein-
termediation by the banking system (see text). If the growth rates for 1979 and 1980 are adjusted assuming in both
years an equal increase by 14.6 %, the growth in the Community's money supply would change to 12,2 % in 1979, and to
10,6 % in 1980.; Without this adjustment, the money supply (E' M 3) would have. increased by 11,7 % inh the year ending
December 1979 and its increase in the year ending December 1980 is estimated to be about 17 1/2 Z%.

PX 80  forecast made in October 80 in view of the present
_annual review (80/81)
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Table 5.2 |
Bank lending to domestic economy
Sectoral distribution and counterparts
Percentage share
Lending over DK D . F IRL I  NL B UK
12 months to: Aug'80 Aug'80 May'30 Aug'80 May'80 June'80 March’80 Aug'80
Share of ‘ |
 public sector .52 20 - 56 39 2k 45 1k
other domestic | ‘ o 2
sectors L 80 100 el ;61 76 55 86
100 100 100 100 100 100 lOQ, 100
Based on
non-monetary | L
liabilities - 6 22 - - 58 32 10
exteraal : = ‘ ‘ '
resources1 65 15 -1k 60 X 23 50 26
monetary 35 24 92 ko 96 19 19 64
liabilities (M2)  (M3) (M2) (M3) (M2) - (M2) (M2H) (£M3)
100 100 100 100 100 100 100 100

e

1 = a positive figure cofresponds to a deficit in the balénce]of payments

of non~-banks.



 Table 5.3

Short terﬁ\inferest rates

- 3—month money market rates - % p.a.

IRL

NL B

o 15.7

9.0

DK D ¥ I UK EC  USA
. 1979 | | | | | |
End March 11.25 5.30 6.75 1h.25 11.41 7.19 7.30 12.13 8.k . 9.99
~ June 12,00 6.55 8.38 17.56 11.24 9.50 9.40 14.00 9.7 9.9k
Sep.  19.0  7.95 11.50 17.hk 11.32 9.75 11.80 14.16 11.2 11.95
Oct. . 18,12 9.50 12.13 17.06 12.23 10.63 13.35 1k.81 12.1 14,72
Dec. 16.50  9.55 12.38 18.50 15.52 13.0 13.75 17.06 13.3 13.70
End March 18.88  9.85 13.25 19.0 17.29 11,2 16.50 18.56 1k.3 18.kk
June  18.88 9.95 12.25 17.56 16;96 10.55 13.90 -17.13 13.6 10.0
Aug.  "18.67 8.95 11.38 1h.75 17.0 10.70 11.85 16.88 12.9 9.6
Memorandum | | | |
Change iq )
consumer o 1) - : ;
prices over 12.8 5.5 13.7 20.5 21.7 = 7.5 7.3 16.9 13.7° 12.9
12 months ~ , - < "
to July 80
Yields on long—term government bonds - % p.a.
1979 o , |
End March 15.8 6.9 9.6 13.3 13.4 8.1 9.0 11.6 10.0 9.0 »
June 6.7 7.8 10.7 - 15.4 13.4 8.7 9.4 12.8 -10.8 8.8
Sep,  17.4 7.5 11.6  15.7 13.h 8.k 10.0 12.6 10.9 9.3
Dec- - 17.4 7.9 12.6 ©16.3 1.3 9.1 10.9  1k.7 11.9 10.2
1980 | | . |
‘End March 18.6 9.4 1k.4 16.8 . 14.8 10.8 11.7 1k.6 12.9 12.5
Jume  19.3 8.2 13.3  14.6 15.2 9.2 12.5 13.8 12.2 9.9
Aug 19.9 7.8 13.5

13.9 A

1) For Ireland up to May 1980 -
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6. The European Monetary System *

" The European Monetary System is intended to estabtish greater monetary
stability in the Community, and since its entry into force, on 13 March 1979,
it has fulfilled this function. The exchange rates of the participating cur-
rencies have been more stable than before. Central rate adjustments have been
minor, infrequent, and orderly. Success is however relative. The system has
worked well over the last eighteen months partly as a result of favourable
underlying circumstances and partly as a result of the workings of its own
mechanisms. If the system is to continue to contribute to more monetary stabi-
lity in an increasingly unfavourable environment the existing mechanisms must be
strengthened and new ones developed, in addition to the 1mprovements, in
economic performance required. , )

Role and p051tion of the E M S _in t he economic policy of the Community

The experienCe of the seventies demonstrated the disadvantages of USing
exchange rate. flexibility as the preferred instrument of external adJustment,
espeCiaLly in that ‘this policy response has often worsened domestic imbalances.
Faced with a decline in their terns of trade caused by succe531ve oil price
rises, and with the emergence of new competitors on the wor Ld ‘stage, Community
Member States have recognized since the mid-seventies the need to pursue and '
implement rigorous stabilization poL1c1es.

‘ The dangers of high and divergent infLation rates together
‘with low growth rates were behind the initiative in 1978 of setting up a

European Monetary System, 1n1t1aLly termed a ''scheme for the creation of closer ®
monetary~cooperation leading to a zone of monetary stability 1n,Europe '. The

'purpose behind the EiM S is therefore to reduce macro—economic and monetary"
uncertainties which have inhibited the plans of economic agents, their*propen-

sity to.invest,ttheir entrepreneurship and their ability to stand their'grOunde

on Community markets. ALL these factors are in the long run crucial for_growth

and full employment in Europe. :

Exchange rate deuelopmentS‘of EMS currencies

, In its first eighteen months the EMS has not experienced any exces—
31Ve or lasting strains, both because the pressures affecting each of the cur-
rencies individually have for the most part been moderate, and to a certain
. extent because of active use of the system's mechanisms. The following para-
graphs will discuss the movements of the curren01es and the next section w1ll
~examine the role of the mechanisms. ’
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The average fluctuation measured against the ECU has been considerably
smaLLer‘in the Last eighteen months than in preceding years, bbth for the
currencies which had been floating separately4before 1979 (French franc, lira
and Irish pouhd) and for the currencies which formed paft of the earlier mone=~
tary arrangements (the "snake"), with the exception, 5oweVer, of the Danish
crown (see Table 6.1). fhe,méfkets in the E M S currencies have therefore not
- experienced the pronounced upheavals sufferéd by the other major world cur-

rencies (1).

There have been two changes of central rates over the eighteen month
period. In September 1979 the DM was revalued by 2 %,against all the other
currencies except the DKR against which if'moved‘up 5 %.At the end of Novenmber
there was a further downwardfmoVement 6f the DKR by 4,8% against all the other
currencies within the system. Between these changes the currencies have all re-
mained within their fluctuation margins of 2.25 percent (6.0 percent for the Llira)
as required by the system. There have been changes in the relative positions
of the participating currencies (See graph 6.1), but these movements (discussed
below) of each of the currencies should ) . be seen against this back-

ground of general stability.

“wThe DM remained strong mainly reflecting dollar weakness until early
autumn 1979, and on several occasions’even reached the upper Limit of its
margin of fluctuation against the Belgian franc and the Danish crown. This strength
was however short-lived and after the September 19?9‘reatignment of the cen-
tral rates within the system, the German cuhrency gradually became weaker
relative to the other currencies wifhin-the system reflecting growing market
awareness of the deterioration in the German current payments balance. As one
of the world's major international currencies the DM tends to be increasingly

,affected by the poéition of the dollar; consequently a further factor in its
weakness has been the effects.of the,restrjctivg measures adopted by the
American monetéry authoritjes; wh{ch led to substantiélvcapital flows to the

United States. - In the first quarter of 1980, the dollar bacame /
definitely firmer and the DM has moved.to the bottom of the system and even

‘needed sporadic suppoft.

(1) However,unlike the other main third currencieas,the Swiss franc remained rela-
tively stable against all the EM S currencies on the initiative of the
Swiss authorities who have officially set themselves, since October 1978,

a "concrete objective for the rate of the franc, defined by reference to

the mark" (Banque Nationale Suisse, "Téaches, moyens d'action, organisation",
Zurich, 1980).

s
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The lira was also firm in the first months of the;system's operation,
but its position gradually declined from the end of 1979. This change became
more pronounced‘from early‘summer_1980 onward‘reéutjing fn an overall move-
ment from March 1979 end September 1980 of = 5 % against the ECU. The causes
behind this were Italy's worsenihg competitiveness and its deteriorating cur-
. rent payments balance. However‘the authorities' resolute policy of supporting
the currency (raising interest rates to a record-LeveL,’intervening‘on the
~foreign exchange market, charging part of firms’ sotiaL security costs to
.general taxation, etc...) have made it possible to. contain the lack of confi-

dence in the l1ra.

The Belgian franc and the Danish crown have been the most. pers1stantly
weak currenc1es since the system came into operating, although within the last
- few months they have strengthened. Apart from this their experience has been
d1fferent. The Danish crown has only recovered at 'the price of two successive
,devatuat1ons amounting in total to about 9 % against the ECU wheraas the Belgian
~ franc Has remained with the other currencies. This has been ach1eved‘by firm

action,especially on interest rates, by the monetary authorities.

Since Late 1979, the French franc has been near the'top of the exchange
rate system apart from .a temporary setback Last summer. The reasons beh1nd its
comparative strength are: a compet1t1v1ty marg1n (for Labour in part1cular) as @
~a result of the depreciaf1on which occurred during the period of floating; the
~ market's positive appraisal of monetary policy which treats defence of the
currency as a priority, the medium*term impact of the French plan‘to diversify
energy sources and relatively better balance of payments p051t1on as compared

with other participants (in part1cular Germany).

"The Irish oound and the guilder have not been under any‘significant
pressure and have remained for‘mosf'of the period towards the centre of the
system.'This general stability,and’famitiarity with the operation of the newly
set up. foheign exchange market in Dublin, ‘allowed the Irish authorities to
end on 13 June the transitional per1od 1ntroduced when par1ty w1th sterl1ng was
broken. During this peried the:issuing institution had monitored currency
fLuctuat1ons cLoseLy. The gu1lder has progressively appreciated towards ‘the

end of the period and 1s currently at the top of the system.
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The pound sterLing, which does hot partieipate in tne exchange rate
mechanisr, has fluctuated much more’than fhe other Community currencies. ;
.Over the per1od March 1979 to September 1980, it has appreciated 11,3 %Z against
the ECU. Its effect1ve exchange rate (as calculated by the Bank of England) has
- reached its highest level for five years and its market rate against the dollar
is back to the 1967 level. This perfarmance is mainly a result of the increase
in the " - price of ofl with its affect on the UK balance of payments and

on the maintenance of harticularly high interest rates as a part of domestic
monetary policy.

The role of the E‘M S mechanisms

" The underlying economic data have thus contributed to thejstabLe develop-
ment of exchange rates, but tha relatively satisfactory parformance
of the system over the first eighteen months also owes a considerable
amount to the workings of the mechanisms of -the system. However these mecha-
nisms are incomolete and in some cases unused.

The short discussion below suggests that:

- - The exchange rate mechanism is,for the moment at least,the backbone of the
system, but its role in overall currency developments especially as regards

® pressures from outside the system remains to be more precisely defined.

- A substantial quant1ty of ECU have been created They have been used both in
~ the context of the very short term financing and for some spot settlement, but

their existence remains precar1ous and their quantity depends upon the exchange
rate of the dollar and the price of gold. '

The short and medium term credit facilities available to the system were in-
creased to 25 billion ECU at ‘the start of .the system, but they have remained

unused.

In the absence of central rate changes the main role‘of the exchange
rate mechanism is to retain currency fluctuations within the margins at the
Limit of which there must be intervention in Community currencies. Policy
measures others than. intervention can be. tr1ggered by the divergence indicator
and the system recognises the need for botn intra~marginal, intervention in
Community currencies and 1ntervent1on»1n dollars. There are however no clear
ground-rules for these interventions and this has led to some conflicts of

interest.

g



Intervent1on and domestic monetary pol1cy measures have t
succeeded in curta1l1ng the excessive fluctuat1ons of exchange rates, but -
the system foresees the need for central. rate reaL1gnments from time to time.
~There have been two adjustments (see above) and these have been orderly, have_
not been preceded by excessive speculat1on and have “been carr1ed out by mutual

- agreement.

ALl the Community centraL banks have transferred 20 percent of their gold

assets and the same percentage of their dollar reserves to the EMCF and against-
quantity of ECU.have been created.
these a very substantial/ The method used for the transfer, a system of three-

month revoLv1ng swaps against gold and dollars has resulted in the mobilization
of part of the centraL banks gold hoLd1ngs. While this method has 1n the cir-
.cumstances given some ‘extra room for manoeuvre by mak1ng ava1lable add1t1onal
means of settLement, it has resuLted in a very Large increase in the number
. of ECU which is quite 1ndependent of any policy. w1sh of the system. Thus the
apprec1at1on of the price of gold alone enta1ted a 75 % increase in the EMCF's
“liabilities to the central banks (when the E.M.S. came into force, the Latter
held a totaL of 26.000 million ECUs ", and at the end of August 1980 th1s
. amount was 45.500 ‘million-ECUs). S ‘ ’

Intervention in Community currencies has taken on a greater importance’
than in the system which preceded the E.M.S., the "snake". The amount involved
is st1Lt however smaLL compared with the amount of. 1ntervent1on 1n dollars. When
an 1ntervent1on is made at the margin, the debtor may chose whether or not to '
activate the very short=term financing mechanim (VSTF). 1f he choses to do so
he has a right to use ECU to settle upto 50 percent of the claim. In cases where
the financing mechan1sm js not activated the two banks may agree that some or all
of the settlement shouLd be- made in ECU. When 1ntra-marg1nat 1ntervent1ons takes
ptace, the debtor has no right to the VSTF but it may be granted with the agree-

ment of the cred1tor in which case the above rules for settlement'in ECU woutd

again appLy.

- (1) Including the Bank of England's deposit which‘was made onLy in JuLy 1979.

»
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Some central banks have therefore already made fairly wide use of the.
ECUs with which they were credited on the'books of the EMCF in return for
their gold and dollar contr1but1ons, others, in contrast, because of the better
performance of their currenc1es, have kept the1r ECU alLocat1on, and even
accumulated a net cred1t position on the EMCF. It should be recalled, in this
connection, that these assets have appreciated in recent months, and that the
ECU, the value of which is a weighted sum of all the Community currencies, has
itself advanced both against‘the dollar and against the SDR (see Graph 6.3).
The net ECU positions resulting from. the above transactions are not however per--
manent to the extent that they are based on'the<swap-system for ereating ECU which
is limited to two years. B

of the credit mechan1sms, only the very short term financing facility
has been used, and for moderate amounts, in order to support certain curren-
cies - ma1nly the Belgian franc, and to a lesser extent, the
Danish crown. The overall outstanding amount of these financing arrangements
(2.200 million ECUS) represents only a small part of all global 1ntervehtion
by central banks, both in Community currencies and more importantly in dollars.
The amounts were repa{d dn full in March 1980 and the facilities have not been

used since.

¥ . | Problems to be solved

The analysis of the first eighteen months of the EM S leads to the
conclusion that it has been relatively successful in contribdttng towards
achieving the eim of a zone of greater monetary stability. However this success
is partly a resutt of'favourabte circumstances’and is only partial. As seen in
Chapter 2 there has been a considerabLe rise in the average rate of'inflation
and an increase in the d15pers1on of pr1ce performances in the Member States.
The E'M S must contribute towards resoLv1ng these probLems and to do this
the main questwons are i) how a correct balance between financing of payments
imbalances and adjustment to them both through external and internal measures
can be achieved; and the effects on,doﬁestic Liquidity; i1) how a policy
vis & vis third countries can be determined,'and iii) how domestic monetary

: potieies can be better co-ordinated in the context .of the system.

~ The provision of credit within the system should allow participants to
finance temporary imbalances rather than resort to adjustments, which could be
‘iharmful both to themselves and other participants. It is however difficult

to determine ex ante what is a temporary and what is a more
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.lasting'imbalance; Cooperation'between.participants could be increased with

a view to makﬁng such ‘decisions in common. Credit may also have a role to play
in‘cases where 1mbaLances‘are not temporary and‘adjustment is necessary,as it
can expand the policy choices open to the authorities. This is esoeciatly im=
portant in that the logic of the EMS is that adjustment should where pos-
sible rely on_internal measures rather than exchange rate changes. The role of
the system, its Liquidﬁty creation powers and'the functionaof the ECU in

these areas need to be deveLoped. At present when a'participant chooses to
finance‘an,imbatance it must opt for recourse to Community credits or for 5
recourse to the markets. So that Member States are not encouraged by un- |
conditional financing to postpone unduLy the adoption of the necessary ad-
Justmen; neasures orrules should be estabL1shedkfor access to Commun1ty as-
sistance, and these should encourage ttsfearly use. However, the current:
payments . deficit of aLL the participants makes any substantial recourse to

EMS short and med1um term credits difficult at the present time. The Community
is in fact exam1n1ng the possibility of sett1ng.up a renewed Community loan
~mechanism, similar to the one introduced in 1975 following tbe'first oil
shock, but one which would encourage the rec1p1ent Member States to adopt

the prOper>adJustment measures, as soon -as any 1mbaLance became apparent.

The EMS cannot'however survive in a vacuum. It has been'seen above that ii

outside events can have a large effect on its working. For these reasons
policies towards th1rd currencies. and the dollar in part1cutar should also
be coordinated. In this area progress has been made: consultations between

~central banks, in which the Member States are now taking a more active part,
have beentincreased} detailed exchanges of ‘views on the market sﬁtuation and
future trenos take place at regular intervals. The coordination of national
positions ‘is neverthe[ess insUfficient,'and coordination‘of.the actions of
the Community central banks can still be 1mproved,'so as to arrive at coherent
attitudes towards the dollar not only byalimiting its erratic day-to-day

~ variations, but also by reducing the scaLe of:cythcaL or short-lived movements
which‘arevincompatible with the underlying economic trends. Such action has
been undertaken in the Last.fewvmonths;ln particular in the first ouarter of
this year when the sudden jump in interest rates in the United States caused

the dollar to appreciate by more than was justified by relative competitiveness
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on either side of the Atlantic. In this event, the movement of the dollar,
which was excessive and was the vehicle bringing infLationery dangers
to the European countries héd, by general agreement, to be cbntained.
However, on other occasions, deLLar intervehtions have increased strains
between currencies participatingvih the E'M S exchange rate mechanism.
This was the case when the dollar shot upward in the third‘quarter of
1979. Intervention by the German Bundesbank then hetped the mark to appre-
ciate within the E M S, and this caused difficdtties for the weakest cur-
rencies in the system (the'BeLgian franq and the Dahish crown). Similarly,
dollar ihterventions’to reinferce the coheston between the currencies of
‘the system have had destab1L1z1ng effects on the American currency's ex-
change rate.,Th1s occurred in ‘the third quarter of 1980 when .in a period
of pronounced weakness for the American currency, the central banks of
the Member States participating in the E M S were overall net sellers of
dollars, because of the ﬁnterventibn of a sihgte central bank designed to
limit the fall of its currency (the lira) against its partners. Indeed,
the persistence of s1muLtaneous reverse dollar operations (with .some Commu-
nity central banks buying wh1le others-sell doLLars) conforms neither to
’the Letter nor the spirit of the system. | ‘

In addition to the difficulties in estabLishﬁhg a common attitude
to the dollar, there are those stemming from temporary conflicts between
intervention made necessary by observance of the margins of fluctuation
and the effect of these on domest1c Liquidity and the pursuit of national
‘monetary policies based on quantitative targets. So far these conflicts
have not been great since the absence of sharp strains within the system
and the smalt scale of intervention has not affected the conduct of mone-
tary policy in the countries which have set themselves money suppLy'targets
(in barticular France end Germany). It should be noted in this connection
that to the extent that policies are defined in terms of medium term tar-
gets, or expressed in the form of a range, day-to-day movements in exchange

markets may not create persistent strains.



Transition to the institutional stage of the EMS

The basic texts instituting the‘EMS (see European Economy, No 3,
JuLy‘1979) suggest that all the meChanismsﬁof the system should =
be consolidated after‘a transitional phase. They eLso contain important \
pointers‘es to what should happen in the next stage: the ECU should assume - ,
. its role as a fully utilﬁsed reserve asset and settLemeht"instrument' and the
exchange rate and cred1t mechanisms should be consol1dated in a newLy created ‘ .

European Monetary Fund. (EMF).

The work done already and the experience derived from the workings ot
the system makes it poseible to assess the scale of the‘probtems and to tden-
~tify the possible choices between the‘different solutions which cen~be‘envi-
saged. The Commission has earlier revtewed‘the progress ‘made and‘some of the
difficulties to be overcome in its report on the Eurobean\Monetary Fund which
it presented to the European Council in March 1980 (see box).

It has also become evident that the upheavats 1n the 1nternat1onal en-
VWronhent which have occurred s1nce the start of the EMS pose new quest1ons that
must be dealt - with 1n “the period ahead. The reemergence of an acute recycling -
probLem following the rise in oil prices, the resurgence of 1nfLat1on, the
soaring price of gotd the sweLLTng of internationat L1qu1d1ty are all’ changes

giving new d1mens1ons to the problems to be soLved. : B

‘The form of the Fund and the roLe of the ECU are central problems, on
which 1deas are be1ng concentrated at present. Ifthe ECU is to be freely useable
as a reserve asset and means of settlement, it is necessary,to‘env1sage eL1m1ﬁ
nating the preseht restrictions on its acceptability and to study the questiohs
reLatedftorttsAconVertibility andvnegociabitity,which;aLso'raise'probLems about
- the way in wh{ch,international reserve assete,are trahsferred'to the future
EMF. Added to these,are questions about the role that the ECU will play in the
,consoL1dated credit mechan1sms and whether jt couLd have any pLace in the re-

-cycL1ng process.

Work is continuing in all these areas in various Community bodies.
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'EUROPEAN MONETARY FUND

Report from the Commission (of 20 March 1980) to the European
Council

I. " At the Dublin meeting on 29 and 30 November 1979, the
European Council invited the Commission to submit, for-the meeting
in March 1980, a report setting out the progress made in studying
the establishment of the European Monetary Fund and pointing out
any d1ff1cutt1es.

~ The studies on the European Monetary Fund were started by
the Commission as early as May 1979. Since: then, the Monetary
Committee and the Committee of Governors have looked into this
question, and their respective chairmen have reported to the Council
on the progress of work. This work has not yet been completed; rather
than producing specific guidelines, it has so far made it possible to
identify problems and possible. choices between solutions. However, as
can be seen from the analysis below, the preliminary technical work
has shown that, if it is to make a.real extra contributjon, the tran-
sition to the institutional stage of the European Monetary System can.
be carried out only if certain basic questions have been resolved which
have not yet been fully clarified.

1I. Current work is based on three main elements :

A. The first is the desire expressed by the European Council in
Bremen and Brussels, to transform the European Monetary System into a
"durable scheme" guaranteeinig the creation of @ zope of monetary stabi-
Lity in Europe. - For the purpose of attaining this objective, the
European Council defined the operating rules of the system in the first
stage and indicated certain characteristics of the "final stage”.

B. The second is the lessons to be learnt from the first year of
operation of the European Monetary System and from monetary and exchan-
ge rate developments in the Community since 13 March 1979.

The assessment of the operation of the European Monetary
System in its first year is largely positive. The procedures for con-
sultation between the authorities of the Member States in the various
Community bodies have been improved. Despite sharp economic and mone-
tary disturbances which entailed interest rate increases ranging from
3 to 5 points according ‘to the country, the group of participating
currencies maintained 'a greater degree of cohesion than that recorded
since 1972. Two adjustments of central rates in- September and Novem-
ber 1979 were carried out in good time and fairly smoothly. Lastly,
the monetary compensatory amounts were reduced appreciably, reflecting
progress towards the objective of uniform pr1ces on the European agri-
cuLturaL market.
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In stressing the positive factors, the Commission is expres- -
sing its conviction that it would have been much more difficult to

_achieve these results if there had been no European Monetary System.

However, between the end of 1978 and the end of 1979, the average rate
of inflation 1in the Community rose from 6.9 % to 9.0 /, and the spread
between the lowest and the highest rate of inflation in the Member States

widened from 10 to 17 points. Although progress has thus been made

towards exchange rate stability, the same has not been the case in the
field of prices. Consequently, the European Monetary System must be
consolidated and strengthened so as to make its own active contribution
to better econom1c equilibrium in Europe. Economic policies for their

- part will have to be brought to converge more cLoseLy to ensure the

stab1L1ty of the monetary system.

C. = The third element is the developments, in the international
econom1c, financial and monetary situation. In 1978, the serious dis-
ruption of exchange rates, payments balances, prices and financial mar~

-kets caused by the 1971-74-monetary and energy crises, seemed to be

about to ease. Today, the threat of renewed disequilibria in interna-
tional payments relations is growinga.

The future deveLopment of the European Monetary System must"
therefore be such as to contribute actively to the overall stability
of the international financial and monetary system and to meet the
Community's general -interests in the trade and financial fields - both
its own interests and those of the countr1es with which 1t has particu~
tarly. close relations.

Il1. The Commission and the committees concerned have primaritly
concentrated on the role of ‘the ECU and on ‘the organization of the
credit mechanisms in the European: Monetary Fund. They have examined
‘the institutional aspects, which will be largely governed by the solu-
tions adopted to the questions of substance d1scussed above.’

1. The credit mechanisms

Two features of the credits granted under present agreements
should be noted.: to a large ‘extent they are bilateral credits, the
accouhting procedures for which are handled by a Community body, the:
EMCF; and since the body which issued the ECUs - the EMCF = is only
an accounting intermediary in the credit operat1ons, these do not give
rise to the direct creation of ECUs. :

Two problems have been stud1ed in particular : first, the
consolidation of existing credits (short=term and medium-term) and of

Fvery short=term credit facilities. It became clear that, whatever

solution is adopted, this is not a fundamental problem in the transi-
tion to the institutional stage of the European Monetary Fund

L




®

6.12

Second, the EMF's ability to create ECUs against credits,
which is a crucial issue. This ability raises the problem of the
Limits and conditions under which these ECUs could be created or the
credits could be granted, and therefore that of the means which would-
be available to the European Monetary Fund to impose tighter monetary
discipline in the Community. The solutions to this problem will depend
to a large extent on the role of the ECU in the institutional stage of
the European Monetary System,

2 The ECU

(a) . In the present system, the ECU serves as the numeraire for the
exchange rate mechanism, as the basis for the divergence indicator, as
the denominator for ‘intervention operations and as a means of settLement
between the Community's monetary authorities.

However, the ECU lacks the pr1nc1paL features of a currency :
it is not an instrument of payment; there can be no autonomous creation
of ECUs through the credit operations; and though it appears in the
central bank's balance-sheets, this does not mean that it is a genuine
reserve instrument,since it is merely the expression in the accounts of
the assets (dollars and gold) against which it has been issued and whose
movements it reflects automatically.

(b) The decisions taken at Bremen and Brussels, certain fundamen-
tal considerations and recent monetary trends together mean that the
development of the ECU will be the locomotive for transition to the
institutional stage of the European Monetary System : it is by expan-
ding the role of the ECU that the Community will be able to organise
internally the coordinated action necessary to achieve a greater degree
of monetary stability and establish its monetary 1dent1ty at interna-
tional level.

(c) The full and complete use of the ECU as a means of payment

and the regulation of the creation of ECUs to serve the objective of
monetary stability raise the question whether, to what extent and under
what conditions the future Monetary Fund could possess an independent
power of money creation.

If it were given such power, the future European Monetary
Fund could create ECUs in two ways : against a contribution of reser-
ves (as is done under the present agreements), or through credit ope-
rations; these two methods could even be combined.

The full use of the ECU as a means of payment or reserve ins-
trument within the Community would require that several conditions be
met
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- first, certain legislative measures would have to be taken to abolish

the limits to the acceptability of ECUs to the central banks, to provide‘

that a certain percentage of reserves must be held in the form of ECUs,
and possibly to impose the exclusive use of the ECU as an instrument of

settlement between the Community's central banks;

- if the limits to the acceptability of the ECU were abolished, the

ECUs inhérent,characteristics_(convertibitity and yield) would have to
be strengthened to make it as attractive as the other possible reserve
“instruments; o '

(d) Apart from the role to be performed by the ECU in the areas
described above, a second major decision of principle will have to be
taken; this concerns the wider use of the ECU outside the system of
Community central banks, both on the private financiatl markets and by
the authorities of non-Community countries, so as to ensure the full
negotiability of the ECU and to enhance its status as a reserve asset.
In this context, the question arises as to whether the strengthening
of the role of the ECU might allow it to play a part in recycling the
surpluses of the oil-producing countries. ‘ '

1v. Once the European Monetary System enters into its institutional
stage, consistency between domestic monetary policies, credit mechanisms
and exchange rate agreements will have to be ensured within a single
system of procedures, so as to provide a full and proper basis for the

smooth operation of the system and the achievement of monetary stability.

This ‘raises the question firstly, of the institutional powers
with which the Fund will be endowed in order to administer the system
itself and, secondly, of the back-up measures which will have to be
taken so as to ensure.the smooth working of the system, including mea-
sures such as the coordination of exchange rate policies vis-a-vis non-
Community currencies and the achievement of a sufficient degree of
convergence in the economic and monetary/pursued in the Member States.

‘ - policies . '

Examination of the institutional aspects has already begun.

It has started from the principle that a Fund endowed with increased
powers should be integrated into the institutional system of the

~ Community and of the existing international monetary organizations on

the basis of clear and precise legal arrangements. Fuller examination"
of the institutional aspects must necessarily be carried out in parallel
with the basic questions rajsed above; it 1is on the solutions. arrived
at with regard to these basic questions that the powers of the European
Monetary Fund and the nature of the bodies running it will. to a large
extent depend. It will at all events be necessary to work out a balan-
ced system of tasks, responsibilities and safeguards for the European
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‘Monetary Fund; this is essential to the exercise of any function
of a monetary nature. A balanced system of this kind is, moreover,
to be found in all the Member States, though the features of each
system differ in accordance with national legal and institutional
circumstances. : '

Some of the functions or tasks allotted to the European
Monetary Fund once it is established will probably have to be
taken up only gradually depending on how the relevant political
authorities assess the way in which the situation is developing and
on whether they find the mechanisms suitable.

In conclusion, the Commission proposes that the European
Council request the relevant Community bodies to pursue their work
along the lines set out in this report. The Commission is ready
to provide the European Council with further information on the
progress achieved and difficulties encountered in setting up the
European Monetary Fund proposed in the texts that were released after
the meetings of the European Council in July and December 1978.




‘Table 6.1

Variation of major currencies vis=a-vis the ECU

, By .M.S.
1972 1973 1974 1975 1976 1977 1978 — = 7
Sep 80 Sep 80
B/LFR 9,4 1,4 20,9 9,6 385 62 1,4 4,9 4,5
DM 8,1 46,3 16,9 7,7 42,7 M,6 1,7 1,6 7,7
HFL ' 8,7 27,8 17,1 6,4 39,0 57 1,3 s, 3,3
DKR 16,1 11,3 15,6 5,7 33,8 32,4 7,7 39,4 28,2
FF 12,6 13,6 22,0 26,9 30,1 9,6 18,0 s, 4,8
LIt 11,2 50,8 33,9 14,3 555 21,1 24,8 21,0 18,3
IRL 34,1 45,0 19,2 28,3 63,5 11,3 23,8 7,6 4,7
‘Average EMS 14,3 29,5 20,8 14,1 43,3 13,9 15,5 12,9 10,2
£s . n.a. n.a. n.a. n.a. 43,5 45,5 53,9 17,9 19,2
UKL ' 34,1 45,0 19,2 28,5 63,2 11,3 25,8 34,2 35,7
s 1,0 S42 257 47,5 20,1 24,9 49,1 29,0 | 24,8
YEN  nea nea. nea. na. 34,1 39,2 70,8 66,3 49,0
*
(1) The ‘standard dev1at1on of the end of month rates for each currency divided by the
average.Results are mult1pl1ed by 1.000. . :
- Source : Services of the Commission.
\ o
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Table 6.2
Interventions in Community currencies (April 1979 to August 1980)
(millions ECU)
Interventions in Cbmmdnity currencies notified ‘
~ to the E.M.C.F. ; _ ‘ 4,162,
- of which settled by spot transfer of ECU ‘ 0 1.932,-
- of which financed through the very short
term support mechanism ' 2.230,-
~Other intervention in Community currencies (1) 2.738,-
TOTAL ' L . 6.900,-
(1) of which about 1/3 are interventions by the Central Bank of Ireland in Sterling.
Source : Services of the Commission.
Wrable 6.3

Central rates of Community currencies.in ECU

% variation (1)

131::Zch 24 SlZ:Zmber 30 LZ:Zmber %%—%%%%ﬁ—}%;%
B/LFR 39,4582 39.8456 - 39,7897 - 0.83
HFL 2.72077 2.74748 2.74362 - 0.85
DKR 7.08592 7.36594 7.72336 - 8.2
oM . 2.51064 2.48557 2.48208 + 1,15
LIT 1148.15 1159.42 1157.79 - 0.83
FF 5.79831 5.85522 5.84700 \ - 0.83

. IRL ' 0.662638 1 0.669141 0.668201 0.83

(1) A + sign indicates an appreciation of the curfency vis-a-vis the ECU.

Source : Services of the Commission.
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" GRAPH 6.1: Bilateral movements of currencies participating in the EMS. (1)
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‘l'« GRAPH. 6.3 - MOVEMENT OF THE SDR, THEJUKL AND THE MAJOR THIRD CURRENCIES AGAINST THE .
ECU (% CHANGES ON 13 MARCH 1979)
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7. Investment and energy policies

The new situation as regards energy and the international division of
~ labour calls for a rapid adaptation of the productive apparatus. The brunt of this
“adjustment falls on industry. Even though the scale of unemployment still presents
~a major challenge, the failure to bring inflation under control and the external
- constraint impose strict limitations on overall demand management policy. ‘In this
context, a return to more sustained growth and a reduction in under-employment are
conditional on measures aimed at achieving better adjustment of the factors of
production. Restoring a satisfactory level and rate of productive investment is
a key objective of this supply policy. The growth in productive capital formation
in recent years has not been sufficient to permit at the same time the restructu-
ring that is necessary following the decline of certain activities, the introduc-
tion of new production techniques and the commitment of all the investment needed
to cope with the energy constraints.  In additijon to an appropriate macroeconomic
management policy, specific incentive policies are essential if there is to be
a return to the high rates of investment on .which any improvement in the employment
situation depends. This is particularly true in the energy field, where the
objectives which the Community has set itself calls for an appropriate policy on
prices and on measures to stimulate investment.

Inadequate investment growth

After slowing down signifiCantLy in 1974 aﬁd 1975; the rate of growth
in gross f1xed capital formation in the Commun1ty has failed to climb back to the
buoyant levels recorded in the 1960s; the ‘average annuaL growth rate of 2.8 %
achieved in the per1od 1976-80 is half that observed 1n the perwod 1960-70, and i‘

indeed, a negat1ve growth is expected in 1981.

It is in this depressed environment that firms in Europe will need more
than .ever to adapt their manufacturing processes to the conditions of a production
situation that has been profoundty affected by successive oil shocks and the in-
kcreased pressure of international competition. The relatively slack rate of their
investment‘expenditure constitutes a major obstacle to the adestments needed resul-
ting in a fall in potential productivity gains and a continuing contraction in

industrial employment.
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Further, the persistent disparities in the annual rates of investment
growth between Member States remain one of the major features of economic develop~
ment in thé Community. The spread of the individual countries' rates of growth in
gross fixed capital formation, which was relatively narrow before 1973, has widened
sharply since 1975, adding over the years to the lead built up in the.field of
structural adjustment by the countries recording the best economic performances
(see Table 7.1). ; '

Investment growth has thus been all the more remarkable in Germany,
returning since 1976 to the rate observed in the pre-crisis years without showing
the slightest sign of losing momentum (an annual rate of over 6 % in real terms).
By contrast, the rate in France has not exceeded 2.5‘% per annum, while investment
in Italy has picked up soméwhat only since 1979. The contrast even more marked in
the case of thevUnited'Kingdom, which has recorded a succession of negative_g}owth
rates, but also in the case of Denmark and, since 1979, the Netherlands (although

a sharp recovery in investment was registered in the latter country after 1975).

The sec¢toral analysis brings into somewhat sharper relief the,picfure
afforded by the analysis carried out at Community level. .It highlights tbe key
role played by investment in the markef services sector (23.3 % 1in 1970 and
28.3 % in71980, atv1970 prices and exchange rates), the relative sfabiLity sinceol9§2_
vestment in the energy sector (some 8 % of total investment), the decline since 1970
in the share accounted for by industrial investment, and the contraction since 1977

in the share accounted for by public-sector investment (see Table 7.2 and Graph 7A).

The sectoral data available for each country (see Table 7.3) confirm thé
divergences observéd.at maéroeconomt level., Besides recording the sharpest expansion
in investment in the market services sector between‘1975 and 1978 (an annual increase
of 7 %, compared with 6.6 % in the Netherlands -and 5.5 % in Belgium), Germany is the
only country where industrial investment has grown at a rate equivalent to that
recorded in the years of rapid expansion prior to 1973. By contrast, the rate of
growth of investment in manufacturing was negative between 1975 and 1978 in France,
Italy and Belgium. It waé low elsewhere. However a reversal in the situation is

under way in the Netherlands and Ireland.

(7
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While pubh‘c incestment played something of a- “counter-cyctical. role ' ‘.
during the recession in 1975-75 in Germany but above all in France and the Netherlands,

it has since 1ncreased only very slightly or 1ndeed faLLen in most countr1es.

Trend of investment : more rationalization

This inadequate rate of'investment growth in virtually all Member States
is severely impeding the expansion of their economies; however, while investment
is a key determinant'of demand and, operating through the multiplier effect, directly

influences the level of product1on, it also shapes the development of future productive

' capac1ty. This prompts an analysws of’ the impact on each country's product1ve

apparatus of what has already been a Long period of reduced capital investment,

- with account being taken of the changes discernible in the type of 1nvestment under-

" taken.

~In thus aLLocat1ng fewer resources than previously to new Jnvestment,
fvrms in the manufactur1ng sector ~ those in the market services sector. having,
continued to- expand - seem to have devoted a greater proportion. of their expen-
diture to purchases of plant and machinery, thereby cutt1ng back pn the setting
up of new production units more likely to absorb a rapidly expanding population

of working age.

The analysis of investment by major product categories shoWs (see Table
7.4) that, with the exceptionIOf_the Nether[ands, plant and machinery account for

a growing prOpertion of investment. and that, taking into account national pelicies B

,on aids to the residential construction 1ndustry, the share of what can be regarded

as an.extension of product1ve capacity is falL1ng. Admittedly, since movable cap1ta[
goods are, by their very nature, replaced more frequently than immovables, the break-

down of firms' annuat 1nvestment tends to show a steady shift in favour of the former.

. This trend seems, however, to be gather1ng ‘momentum. Between 1976’and 1980, invest-

“ment in plant and machinery expressed as a proportion of total gr055‘fixed cabital

formation rose by 1.9 percentage points in Italy, by 2.6 percentage p01nts in

_ Belgium, by 3.1 percentage points in Germany and by 7.1 percentage’po1nts in the

United Kingdom. = In all cases, the rate of gromth‘is more rapid:than in‘the,past.
In the case of France, data are not available for 1979 and 1980} but between 1976

- and 1978 this proportion- also inhcreased by 1.4 percentage points, In the Netherlands, -

following a buoyant'recovery in residential investment, the figUre for 1980 is

~lower than that for 1979, although the latter was the highest ever recorded (up

3.1 percentagé points on 1976).
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~ This behaviour on the part of investors is attributable both to recent
economic developments and to the growing pressures on the productive apparatus
over the last few years. The effect of these pressdres has been to focus special
attention on measures to:rétionalize{production and modernize manufacturing pro-

cesses, often at the expense of industrial employment. A wide variety of factors

have also contributed to this trend including the following :

Prior to the 1973-74 dincrease in'oi[,prices, tﬁe more Eapid growth in the cost
of labour compared with that of capital had‘been‘one of the factors in the
steady increase in the capitél/taboUr ratio (see Table 7.5); and the new cost
of energy - by making part of the stock of plant and machinery obsolete - has

also encouraged substitution between factors of produbtion;

The existence of unused production capacity has not fostered the setting up
of new production units but, if ‘anything, has encouraged firms to replace their
existing means of production gradually in order to be in the best position. pos-

sible to face the new. conditions of international competition;

. The monetary policies pursued, involving & pronounced rise in nominal short-

term and long-term interest rates have tended to make private individuals more
cautious jn their purchases of durable,goods and housing and to cause managements

to postpone certain long-term investments in fixed assets;

The investment incentive policies which have beén,deptoyed have served above

all to promote purchases of plant and machinery; tax4incentives in particular
have had a more direct impact:on p[aht and machinery replacement than on new

building, for which the depreciation period is much Llonger.

Investment in highly labour-intensive industries seems to be directed

towards areas where labour costs are more favourable. However, despite greater

relocation of certain types of production, the ‘amounts of investment involved are

still limited. In Gefmany, for example, new direct investment abroad in 1979 totalled

DM 5 900 million, or around 1.8 % of total grdss fixed capital formation at national

level. In the United Kingdbm, it would seem to account for less than 3 % of domestic

investment. These investments appear to have been made mainly in

’

! t‘f
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order to exploit the changes in.comparative advantage or to penetrate protected
markets. It is difficult to assess a priori their possibte répercussions on the

balance of payments and on employment. Most of the studies carr1ed out suggest

‘ however, that the repercussions on empLoyment w1Ll probabLy be sl1ght

Nevertheless, in tine with the ﬁestrUcturing which is under way in many
branches of industry and which is already having a d1rect adverse effect on employ-
ment, the prot1ferat1on of Labour—sav1ng 1nvestments is contributing to the contrac-

tijon of the labour market but has not as yet managed to counteract the slower rate

of growth in labour productivity taking the Community as a whole, (3.6 % a year

between 1975 and 1977, 2.7.% in 1978 and 1979 and 11 % in 1980).

The period 1980-81 : a varied but generally unsatisfactory picture

Gross fixed capifaL formation will probably increase at a somewhat
slower rate in 1980 than in 1979, with the rate then fallfng in real terms in 1981.
Although the relatjvely high growth rate recorded in 1979 continued dufing the
first half of 1980, the weaker in economic activity observed during the second

half of’theiyear is expected to continue in 1981,

\This picture of the Community in general masks very pronounced dispafi—
ties between Member States. In Germany, the long-term policy of dimproving supply
conditions, which was geared in particular to the need to boost investment "has
meant that capital formation has gr0wﬁ at a very satisfactoryrrate'in recent years. ' fiy/
This is true notably of plant and machinery, where real growth rates of 4.5 % and
2% are expected in 1980 and 1981 respectively. No other COQntry has experienced

as stable and as steady a rate of investment growth in the medium term.

It ie only in Italy that the prospects in this field for the period
1980-81 ‘are equeLLy favourable. Investment in new plant and machinery is expected
to grow by 13'% din real terms in 1980, although a fall of 5 % is then projected for
1981. This growth comes after a long period prior. to 1978 in which fnvestment
marked time or fell back and felLowing which many firms were faced with shortages of
plant and machinery. It is still too early to say whether the growth recorded during
the period 1979-80 marks the beginning of a more buoyant expansion ofAmedium-term

investment.
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In France, the stow rate of investment growth in recent years is ex-
pected to continue owing to the anticipated fall in demand in the second half of
1980 and in 1981. This démand trend will offset the effects whcih production bottle-
necks and the general improvement in firms' financial positions might be expected

to have in the normal course of events.

In Belgium, developments similar to those in France are envisaged for
1980 ‘and 1981 (with investment expanding by 2 % and 1.2 % respectively), although a
substantial volume of "investment will be devoted to industries experiencing serijous

structural problems (steel, textiles and shipbuilding).

In Luxembourg and in the Netherlands, the authorities have taken measures
to boost investment. The fact that Luxembourg continues to attract foreign companies
ahd the efforts made to diversify the Luxembourg economy will probably lead to some
slight growth in investment in 1980 and 1981. 1In the Netherlands, however, the
forecasts for 1980 and 1981 suggést a fall in investment in .real terms, despite

the investment aid programme.

Three Member States ~ the United'Kingdom; Denmark and Ireland - are ex-
pected to record negative rates of investment growth in 1980 and 1981. In the United
Kingdom, the faLLing‘demand, high interest rates, low profit levels and the finan-
cial constraints on the public sector wiLL‘Lead’fo an appreciable contraction in
jnvestment, the impact of which. will probably be felt more in the building and
construction industry than at the Llevel of pLant and machinery. A similar situation
prevails in Ireland, where, after climbing very rapidly for a number of years,
investment is expected to fall by more than 10 % in 1980 and 1981. In Denmark,
the tight monetary and budgetary policy pursuéd, together with the decline in do-
mestic and export demand, goes a long way towards explaining the marked slowdown

in the rate of investment growth that is also expected in this country.

With fhe exception of some countries (Italy and Ireland), budgetary poli-
cies will probably continue to .impose restrictions on the growth of public-sector
investment. This approach is'already a feature of the situation in the United King-
dom and in Denmark but is also expected to be adopted in 1981 in Germany, in the
Netherlands and in BeLgium, exerting a further squeeze on the volume of public-

but which has, however, grown appreciably in 1980.
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Policy measures to support investment

- One of the pr1or1ty obJect1ves of the macroeconomic policy pursued by
Member States' governments. in recent years has been to restore firms' f1nanc1ng
of the first o1L shock, and rising energy costs aggravated the constraints on
" the factors of production, which were already affected by the increase in the share

of wages and by the f1nanc1aL costs of a high level of 1ndebtedness.

The prof1t marg1ns needed to perm1t investment have been restored in
virtually all the Member States since 1975. —In 1980, the adJusted share of wages,
»expressed as g percentage of GoP, 1s generalty speaking, 2 percentage points ‘down
on the peak level reached in 1975, except, that is, in France and Italy, where it

has remained stable, and in Belgium, where it has continued to rise.

The'Commission's forecasts for 1980f81 indicate no chanée in the sﬁtuatioh.
In other words, as distinct from what happened at the time of the first round of
oil price rises, wage and saLary earners rather than the corporate sector will
-probably bear the brunt of the second oil shock, avert1ng a further squeeze on

profits that would work to the detrwment\of ‘an already sluggish investment cimate.

The relative cost of Labour/energy generaLLy fell after the 1973-74

oil: cr1s1s, but it has since 1ncreased gradually and, in some cases, has exceeded
jts 1973 level. The result has been that investors have sometimes been- Led to.take e
inappropriate decisions (see Table 7.6). These "perverse" developments have probably "i

considerably biased the‘choice{of efficient factor combinations as well as affecting

productivity growth, thereby chécking adjustment to the new,energy situation.
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The authorities in the Member States have also intervened directly’both
to encourage firms to develop or embrace new technologies and to 1nduce them to

step up the volume of their f1xed investment.

Action by the authorities to promote research and development

(see Table 7.7) has consisted either in providing supbort for research carried

out directly by firms or in promoting the dissemination of new technologies.

An analysis of the national programme for promoting innovation shows that,

despite recent efforts to make such policies more effective and élthough it has
been stressed just how important it is to market the idea of jnnovation, that
- the measures taken are still geared extensively to research proper. The

obstacles to innovation encountered specifically by small and medium-sized firms
include, in addition to financing and vocational training problems, the unwieldy
administrative procédures that have to be followed in order to receive aid and the
difficulties of penetrating new markéts; both of which still represent major handi-

caps.

The variety of instruments used to promote investment reflects the
diversity of factors inftuenéing firms' decisions in this field. Thus, alongside
the trend,of'demand and management expeétations, particularly as‘regards inflation,
#gactors such as the cost and availability of financing, the level and structure
of indebtedness and the self-financing capacity created by profits earned have been
taken into account in framing the measures adopted. While these méasures have, '
generally'Speaking, formed part of economic recovery programmes, they have in some
cases, been adopted with a much mofe«specificatty structural objective in mind.

The measures taken in the Member StatesvincLude the following : in France, the
package of investment jncentives announced in September 1980; in Germany, the

changes made in the tax treatment of investment and in the rules on depreciation
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‘at the end of 1977; in BeLgium, the measures contained in the Law on economic
expansion and employment of»February'1977) which covers the period 1977-80; and,
from a more specifically structural angle, the Dutch Investment Account Law of
May 1978. 1In the case of the Unitéd Kingdom, the chandes in direct taxation
will probabLy aLso have the indirect effect of prov1d1ng firms with the means

to finance add1t1onal 1nvestment

' These different‘measuréé taken b; the public authorities to promote
investment have been implemented agains the background of radical changes in
‘the energy situation : as a result of the role it now p(ays in the structure
of‘firms' production Costé, enérgy_hés, since the first oil shock, become one of
the key determinants of sUppLy profitability but, at the same time, as a result
of the large amount of direct or indirect investment in the energy sector, it has

also become an important factor shaping demand.

The energy constraint

After the sudden rise in real energy prices‘in 1973-74 and ‘an irregular
‘easing between 1975 and 1978, the rea[\cdst of énergy once again increased in
1979 and 1980. .In 1979 the "energy and fuels" componeht'of the wholesale price
index - exbressed in the form of a weighted average for the five éountries for

which it is available (Germany, France, Italy,’ Bengun, Denmark) = 1ncreased in
real terms by 21.7 %.

In the various sectors of consumpt1on (1ndu¢try, transport, household/
tert1ary), this trend has had the dual effect of encourag1ng energy subst1tut1on
(a shift from petroleum products to gas and electricity), and prompt1ng a
real conservation efforf, which has to some extent weakened the link between the

growth of industrial production and the growth of energy demand.

Early results for 1979, however, confirm that'veby cohsiderabté efforts
will st1LL be needed if the growth of energy consumption is to be prevented from
matching economic growth. A stght acceleration in the growth of the GDP and a
particularly hard winter were enough to boost consumption and to increase the
eLasticityiof energy consumption with respect to the GDP to 1.63 for 1978/79
as against 0.84 from‘1975 to 1978.: '
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1

Energy in industry, transport, household/tertiary sector

The 1ndustr1al sector cut its consumption by 6 % from 1973 to 1978
(from 313.3 to 294 4 million toe), bringing its share in total energy consumption
down from 38 % in 1973 to 35 % in . 1978. Industry's per%ormance can be appreciated ‘
in the Light of the expansion of industrial production over this period : + 5.5 %
between 1973 and 1978.

A detailed analysis should however be made for each country, of the
part that structural changes in industry have played in reducing energy consumption
for specific purposes, in order to identify the areas where 1mprovements in

energy efficiency have really. been made.k

One notable aspect of industrial energy consumption is the sharp reduc-v
tion in oil consumption between 1973 and 1978, from %05.6 million toe to 86.9
million toe, i.e. a reduction of 17.7 %. With coal consumption continuing to fall
during this period, the main substitutes were gas and electricity (the latter partly

coal-generated, however) -and these have both gained ground.

Energy consumption in the transport sector cbntinued to increase, but
at a slower rate than in the past : + 2.75 % per year from 1973 to 1978, compared
with + 5.4 % per year from 1963vto 1973.° The share of‘transport in total energy
consumption therefore increased from 15 % in 1973 to 16.9 % in 1978. The increase
was due to greater oil consumption (+ 3 & per yedar), replacing other energy

sources.

Transport accounted for 29.3 % of final oil consumption in 1973 but 35.4%
in 1978, thus becoming the sector with the highest oil consumption. 0il accounted

for 95.7 % of the energy used in transport (94.7 % in 1973).

L Data from SOEC energy balance-sheets available up to 1978
(cf. Table 7.8)

{25
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- Energy consumption in the househoLd/teftiary‘Séctor incbeased again
between 1973,and 1978, but at a far slower rate : 1.2 % per year compared with

© 4.5 % per year from 1963 to 1973. 'Takihg account, howevef,,of the fall in con-

sumption in the induétriaL sector, htere was a notable increase in the household/
tertiary.seétor'é Shafe in-overall consumption - from 39 Z’to;40.6 % = reflected
in :all countries except Denmark. The sector hasvgradhally becbme, from 1963
to 1978, the greatest energy consumer.  This is mainly accounted for by heat1ng,
domestic hot water supply, cook1ng and specific uses of electr1c1ty (lighting,

domest1c appliances).

Over the period 1973-78 there was. a marked fatf in the part of petro-

~ leum products in total energy used by this sector (45.4 % in 1973, 38.5 % in

1978) and an even sharper fall in coal consumption €10.7 / in 1973 6.5 % in 19?8)
There was extensive substitution - mainly a shift t¢ electricity (1ncreas1ng from
129.8 % to 34.3 % of the overall total) and natural gas (from 13.4 % to 19.9 %
of the total) - which generally eases dependence on o1t, prov1ded that the
electricity is not produced from oil. v ,

Dependence on external sources of energy and oil

- With regard to suppLy trends for individual products, it is worth noting
that in 1979 energy consumpt1on rose substant1aLLy in the Community as a whole,
wh1le for the first time in many years, coal consumption increased -in relation ‘
to overall consumption, from 18.7 % to 19.4 % u; The considerable rise - 9.4 % - in
coal cbhsumptiqn was covered by drawing on sfocks and increasing imports, whiLe pro-
duction remained at Vﬁrtually'the same level. The increase is explained by the
upturn in the iron and steel 1ndustry and promot1on of the use of coal in power

stat19ns.

Natural gas also ehowed an increase (7.6 %) higher than that of gross
inland consumption, and its share of-the total rose from 17.1 % to 17.5 %e

The proportional ﬁncrease of coal and natural gés has had the effect
of reduéing'the percentage of crude'ojt, from 54.4 % to 53.3 %, despite an increase
of around 14 million toe (+ 2.7 %) in oil demand in 1979,




A number of factors made it possible during this period to reduce
to a notable extent the Community's dependence on imported energy and, more
specifically, on imported-oil

\

- Llower consumption in industry and substﬁtution, sharply reducing the pro-

" portion: of oil used;

- the replacement of oil by natural gas and electricity particularly ih the

hoUsehoLd/tertiary sector;
- increased Community production of energy,“particularly oil;

- the outback (to vary1ng extents) in the use of oil in power stations and

its replacement by coal, naturat gas and nuclear energy.

The Community's dependence on imported oil fell from 60.7 % .in 1973
to 46.9 % in 1979 (as measured by net imports of oil and petroleum products

as .+ percentage of gross inland consumption and bankering).

The Community's dependence on imported oil is likely to fall further
in 1980, since over the first nine months of the year imports have decreased by
44 million tonnes (about 12.5 %) compared with the corresponding perjod in 1979.

‘

Energy investments

The Community's growing self-sufficiency in ehergy and oil has not been
accompanied by the massive investment effort that might have been expected after the
1973-74 crisis. , V

On the contrary, fixed investment in the,enefgy sector, which accounted
or an average of 1.4 %'of'the'GDP (6.2 % of GFCF) from 1968 to 1972, still accounted
for only 1.4 % of the GDP (about 7 % of the GFCF) in 1979, whereas in 1976 it had
been estimated that energy investmehts amounting to 1.8 % of the GDP would be
required over the'five,years from 1976 to 1980, (cf. Table 7;9);

Among these investments, there was a notable increase in those directed
to electricity generation by nuclear power - from 10.8 % of the total in 1974 to
17.8 % 1in 1979; but those devoted to prospecting for other conventional sources -
gas, oil and coal - have 1ncreased at the same rate (11.7 % of the 1974 total and
21.3 % in 1979).
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The,Commission'departments} first“caLcuLetﬁons,'besed on the Member g
States' energy programmes up to 1990, show some increase. IncLuding investments
in energy conservat1on ‘and in ‘the new enérgy sources, there would be an average
wolume of . ab0ut 40 000 mitlion ECU at 1979 prices “and rates of exchange, over
- the period 1980-90, i.e. slightly under 2% of the GDP and about 9 % of total
investment. However, it would hardly be more than the reltative level of energy

investments made in the 1950s.

Furthermore, from e List of the Member States' energy programmes
drawn up,at the beginnfng>Ot 1980, it appears that the ambitious guidelines
recently set out by the Council in its Resolution of 9 June 1980 (cf. section
below on Community energy\objectives) could not be put into practice by 1990

“without edditionaL investment aimed mainly at oil savings of the order of 60

to 70 million toe. Although it would be speculative to suggest total figure

for the investment effort needed to achieve such savings, a tentat1ve estimate,
'based on an average cost of between 600 and 1 200 ECU per toe saved, wouLd put

the level of additional investment needed in the Commun1ty dur1ng the first

half of the period 1980-90 at around 60 ODO to 80 000 m1LL1on ECU, at 1980 prices,
i.€. about 15 000 m1LL1on ECU per year.

Total energy investment (production, distributﬁon and conservation)
could therefore reach approximatety 55 000 million ECU per year : amounting ’ i"
to 12 % of ‘the gross fixed capital fonction, this contribution to the
Community's process of capital accumulation would be very close to totaL general
government 1nvestment The pubL1c author1t1es would play a major part in

attaining these objectives.

-
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 Energy policy

The bases of a common Europeén‘energy policy were established by three.
Council resolutions adopted at the end of 1974 and early in 1975 which provided

general guidelines‘and defined the objectives for each sector for 1985.

The objectives set by thé Community for 1985 were further defined in
the Light of the conclusiOns of the Europeah Council meetings of July 1978, March
ahd June 1979.

Since the target date of 1985 is approaching, and since a period of
_about ten years is needed for cérrying through chahges in‘policy direction and
implementing the jnvestments, it is now necessary to define the objectives for
1990. The Commission's proposalé in‘this respect led to the Council's adopting
two new resolutions on 9 June 1980, one of which Lays down the following guidelines

for the Community as a whole :

- to reduce to 0.7 or lLess the average ratio for the whole Community of the
rate of growth in gross energy consumption to the rate of growth of the

gross domestic product;

Qk to cover 70 to 75 % of primary energy requirements for the production of

electricity by means of solid fuels and nuclear energy;

- to reduce 0il consumption in the Community to a level of about 40 % of

gross primary energy consumption;

- to pursue an energy pricing policy aimed at achieving Community energy
objectives. This policy should be based on the principles set out in the
Annex to the Council's other resolution of 9 June 1980 concerning new Llines

of action by the Community in the field of energy saving.

These new Community objectives should form the consistent pattern

 within which the national energy policies are deployed.
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Very broadLy speak1ng, nat1onat reactions to the 1973~ 74 crisis led

- to the adoption of measures whose main obJect1ves was much the same for all -
countr1es : to reduce dependence on imported oil. However, the1r practical
1mpl1cat1ons varied con51derably, as ‘a result not only of each Member State's
initial conditions of s1tuat1on, part1cularty as regards nat1onal energy resources,
but also of the possibilities of introducing fa1rty determ1ned energy conservation \

'or production pol1c1es at short not1ce. Consequently, the efforts made to bring.
in the necessary energy poL1c1es have varied widely ini5cale. While Denmark,

‘ France and Germany have developed deta1led strategies, BeLg1um has no energy con=
sumption in the’ Commun1ty. In the other countr1es, coherent energy programmes
haveggradually been set up, mainly for energy saving, for which the Comm1ss;on

has established‘a basic programme.recommended'to all. the Member States.

Denmark the Netherlands, Germany, France and the United. K1ngdom have
..‘( C
~all adopted measures to encourag'= eff1C1ent use of - energy, covering atl sectors. ’
The Netherlands and Germany, however, emphas1se the househol sector more, whereas

there is a wider distribution of .effort in Denmark, France and the Un1ted K1ngdom.

- Qver the Last few years,. 1ncreas1ng empha51s has been pLaced on jnvest-. -
rent 1ncent1ves in the form of grants, leasing systems or tax credits. In the
househoLd sector, such investment . a1ds are now on a cons1derable scale in Denmark
the Netherlands, Germany and France, but«are still m1n1maL or even non-existent
in Belgium, Ireland and. Luxemburg. In the 1ndJstrval sector, they are relat1vely
extens1ve in the former group of countr1es together w1th the United Kingdom, but
‘are still scarce or nonrex1stent in BeLgTum, Ireland, Italy and Luxemburgt>

In all cases, however, they are less than in the household sector.
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There are wide variations in price formation mechanisms, ranging
from complete freedom to controlted‘priges. Neverthetess,.substantiat progbess
has been achieved with the adoption of a geherat principLe of applying "true
prices'", designed to pass on to the f1nal user the full effect of increases in
the costs of energy product1on, eSpec1aLLy crude 01L price rises. There are
still however, marked d1fferences in the way in wh1ch the taxation.of energy

"is used to absorb,or reinforce pre-tax trends,»e5pec1ally in connection with

petroleum products.

In 1979 efforts were made in most countries (to a lesser extent -
Italy), except Denmark and Ireland to replace petroleum products as far as
possible with gas, which LargeLy~ac¢ounts for the only moderate increase in

demand for petroleum products in these countries. -

A cértain shift from petroleum prodUcfs‘to electricity was also
observed in 1979, particularly in Denmark, Ireland, the United Kingdom. However,
"whereas additional electr1c1ty requ1rements are met by coaL burning power
stations in Denmark and the Un1ted Kingdom, in Treland they are supplied by oil-

fired power stat1ons,

In 1979 power?stations oiL-burniin the Community as a whole continued
to increase rapidly at much the same rate as in 1978 (about 14 %), despite
the efforts that have been made over the past two years to step up the use
of existing coal-fired power stations in preference to oil-fired plants.
The various Member States are~how judged to have yirtually no potential for
changeovers of this type in 1980, and thebemphasis should be placed on

new coal-burning power plants and. on the conversion of existing power plants

to coal-firing.
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What finally emerges from this rapid review of national energy
polices is thét the deybto any further progress is investment in,thé replacement
‘or renewal of installationé.' ConSequent[y,'it is vital that a. sound energy
pricing policy be accompanied by adequate information and technical assistance
for the user. Public schemes, at either national or local level, should also
be financed‘in order to expedité inVestment iﬁ’energy cpnservationv Member |
States differ widely with regard to the public financing of energy=-saving
programmes. In this respect, the cohstraints stemming’fhom the public finances
situatibn in some countries are liable to have an adverse effect on the

process of adjustment to the energy constraint.

Q‘?’
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TABLE 7.3.

Annual growth rate in and breakdown of gross

fixed capital formation in 1978,

e

by owner branch ’ %
' ; 1978
1973/68  1978/T3 1975/73  1978/15 breck;‘wn
Germany (1970 prices) ‘ '
Iy 107 307 -2.6 8.1 306
Rariculeure 10.4 0.0 48 -3.0 6.8
LA 6.7 0.4 -9¢3 6l 19.0
ﬂanufacturmg 5.1 =346 ~13.9 4.0 23.7
ousing 8.9 3.2 6T 9.4 29.5
Market services 3e4 0.7 0.9 0.5 16.0
Non-market services i e o
Total . 643 0.0 -6.9 4.9 100
France (1975 prices) . -1, -5.0 .8 .
Toriculture K- 23 w1 &3
Energy 843 -2,8 ~6.9  =0.0 15.3
ﬂzs:‘;f‘;t“””g 7.9 0.6 11 -l.7 28.8
Market services lg:s g:g -i:a _g:g 2%
Non-market services
Total 6.8 0.2 ~1.2 1.1 109
Italy (1970 prices) . ’
Agriculture =241 2.9 2.9 2,8 840
Energy 1.9 *2.7 -2.9 -2.6 6]8
Manufacturing 9.1 ~5.8 =10.8 =243 1747
Hous ing -0.5 ~2.1 ~=ded -0.5 25+5
Market services ~ .59 1.9 =4 T 449 31]5
". Non-market services 0.9 ~2¢5 =21 -2.8 ..“4‘.9.”4—-
Total 3.2 ~1.7 <5.0 0.6 100
Netherlands (1975 prices) - ‘ ’ .
Agriculture 12'2 i'? "lg‘g \13'; ,6,'3
Energy . ~le . =4 .
Manufacturing 343 . 04 =4.8 4ol ' 12‘2
Housing 445 0,3 =10,0 6¢7 v 26
Market services 3.4 _1.8. -=fe6 6.4 2643
Non-market services -3.8 =20 3e4 =5¢5 __y_l_-_s_
Total 2.4 0.4 =43 3.7 100
Belgium (1975 prices) ) i :
Agr“icuLtur‘e Zog 208 -;g.g lgo; ,-3, g
Energy —ije . . -Je
Manufacturing go; -205 éog -202 . ;; 7
Housing . . o .
Market services 8.4 2.4 “=1.0 4.7 2814
 Non-market services 2.3, 1.0 0.8 L1 1642
Total 444 2.1 2.6 1.8 100
United Kingdom (1975 prices) 6 8 1947 4 8 3,0
Agricultur Ts =5e - o &
Ege:‘gy ¢ -8.8 12.4 29:5 243 -15:2
Manufacturing -0,2 _go; _g.? iog ig.i
Housing - . . -1. r
Market services 47 - =17 ~T+0 2.0 315
Non-market services 5¢0 9.2 -10¢'4 8.3 113
Total 4 -0.7 ~1.8 0.0 100
EUR=6 (1975 prices & exchange
rates) o
Agriculture 3.0 O.g ~5¢4 ;-4 445
Energy 0.3 2. 9.4 -1.3 T9 . -
Manufacturing- Te5 -i-'g —g.g . %-g é’sl.g
Housing - C-=le -5 le -254
Market services 5.5 = 1.8 “407 6.5 29'8 .
Non-market services 2.9 -1,2 <03 =148 13&4
Total ‘ 4.9 ~0,1 -3.8 2.3

% jncluding housing,

Source : 1968-78 : ESA Natiomal Accounts
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TABLE"?.A R o o | | f

Changes in gross fixed capital formation by product.

Relative shares  Annual growth rate

7% 7T 718 719 8o 71/15 18/77  19/78 8/19

Plant & Machinery 4004 41,8 42,4 43,0 43,5 - 6,9 T8 8.5 4.2
Bldg. & Construction - 59,0 57,6 56,8 55s3 55,8 2,5 4,9 8.1 4.2

D o
(1970 prices) ©F which :

Housing ‘ 23,8 23,4 22,8 22,7 22,8 4,3 3,3 81 7.0
Total G.F.CiF: 100 100 100 100 100 4,4 63 8.7 4.2
Plant & machinery’ 37,6 37,9 39;0 ~ - 4,7 3,8 L=
F . Bldg. & construction 58,3 57'6 56,3 - - "1,2 ' \-1'3 - -
sacy OF which : ' . . ' ~
(1975 prices) °
R Housing 29,8 29,5 28,8 - - -1,8 -1,6 - -
- Jotal G.F.C.F. . 100 1qo 100 - - 1,2 1,0 2,5 2.6
Plant & Machinery 39,4 39,5 39,1 40,3 41,3 47 1,4 7,6 130
Bldg. & construction 5506 55,7 56,4 55,1 53,8 -1,0 0,7 2,1 3.8
) of which : . , ) o
(1970 prices) ‘ ’ : : .
v Housing 24,9 25,2 25,5 24,8 - - =1,1 . 0,7 - 1,7 -
‘Total G.F.C.F. 100 100 100 100 - 1,2 - -0,4 4,5 8.0
Plant & machinery 4033 A2 41,4 434 4337 - 4,4 o T § 5.2  -3.4
L Bldg & construction 59:9 57,5 58,3 56,2 58,1 4,0 4,4 f3;8 2.8 ~
(1975 prices) °F Which : ; ‘ ; L ' .
i Housing ) . 25,8 26,7 26,6 25,0 26,2 9,1 2,5 -3;7 1,5
Total G.F.C.F.. 100 100 100 100 100 4,3 3,1 0.0 -0.0
CPlant & machinery 33,1 31,0 32,4 34,1 35,7 =41 68 45 4.0

Bldg. & construction 63,1 63,8 62,4 61,2 60,2 3,2 -0,2 -2.7 -1.1
. B of whizh : ) ‘
(1975 prices)

Housing - -~ 28,8 28,9 29,4 - - 8,0 3,5 - -
Total G.F.C.F. 100 100 100 100 100 1,7 2,1 -0.5 2.0
.Plant & machinery 43,3 46,3 46,8 49,7 50,4 2,3 2,7 4.5 -2.8
Bldg & construction 50,2 47,6 46,7 44,2 43,7 =3,2 =0,3 =7.6  =6.3

(1975 prices) of wh1ch . , - . . .
Housing 20,7 19,6 19,3 17,7 156 =2,2 0,1 . -11,2 -15,0
Total G.F.C.F. .~ ,100 100 100 100 100 «0,7 1,5 -~ 1.9 - =4.5
Plant & machinery 38,0 39,0 39,4 - - 3,3 40 -. -
Bldg & construction 56,5 56,3 55,7 = . = 0,3 1,6 - -

BUR-6 . ; ‘

of which

(1975 prices . , ; E )

& exchange fousing 26,0 25,7 25,3 - - 1,2 1,1 - -

-.fates)_. - . Total G.F.C.F. 100 100° 100 . - - 2,1 2,9 3,8 2.3

Sources : 1975-78 : ESA Mational Accounts - 197 , ‘
1978-80 : Economic Budgets, sept. 198 ‘ . . gﬁ
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TABLE 7.8 . : ;
meaam jn ‘the structure of energy 1mnc¢1msm3ﬁw
. Industry - o Transport = Household/tertiary
1973 1978 1973 1978 1973 | - 1978
T S ‘ :
Mtoej % |M toe % Mtoe | % |Mtoe| % M toe | % M toe | %
Coal m:a_nomp derivatives = 45,8 | 14.6 uq.w v Hm.m Hyo T 0.8 o.n - 343 | 10.7 mn.w, 6.5
0il and oil derivatives 105.6 | 33¢7 | 8649 | 29¢5 | 11707 | 9448 [136e1 | 95.7 146,2 | 45.4 | 131.5 38.5
: ‘Gas | 58,0 | 18,5 | 60.6| 2066 | 0.1 | - | 0.3 0.2 | 43.2 |13.4 | 68.1]19.9
mrmnw1mo¢ﬁ% . , HO.W.H UNOW HO@.@ w.woo Wo# A.ow mom A.QN WQ.O NW.@ HH‘NQN WA.OW \
Heat ‘ | ~ 0.8] 0.3 L0} 03| - - R 2.3 ] 0.7 2.7] o.8
Total.- : www.u 100,0 | 294.4 ] 100.0 wmb.m; 100,0 }142.2 }{100,0 322,0 |100,0 341.6 ]100,0

_mOCmom : Bilans globaux de L'énergie, EUROSTAT
Aooabnmrm3w¢<m eneragy balance-sheets)
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TABLE 7.9
Fixed investment in the energy sector
Cpmmuhity - 000 million EUA at 1979 prices
1974 1975 1976 - 1977 1978 1979
Solid fuels ' . 0e4 0.6’ - 049 0.9  1.1 le1
0il and Gas | 9.2 111 9.6 10.4 111 11.6
- production : 2.3 - 3.0 3.2 3.9 4.0 4e4
- refining, transport 649 Bl 644 645 Tel  Te2
and distribution. )
Production of electricity 646 6.8 6.9 645 Te2 7.8
- nuclear energy ' 2.5 3.l 33 3.2 3.8 446
- other primary energy 0.8 007 008 0.8 Oo8 0.8
sources , :
- secondary energy 33 3.0 2.8 265 2.6 244
sources :
Transport and distribution 6.9 6.8 641 4.9  Bel 543
of electricity ‘ . '
Total (1) 2341 2503 2345 22,7 24,5  25.8
¢
_(1)33 % of gross fixed - . 6.7 746 740 6o 7.0 7.0
capital formation ,
(1)85 % of QFOSSVdO‘ : 1.3 1.5 1.4 ’1.3' 1.4 1.4

mestic produc .

Source : Commission staff calculations
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-1
v Public sector
100 S :
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— 9 anufacturing
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- :

Gross fixed capital formation inkthg'Community by industry

1970 = 100

""Gréph;7A5

0T 72 13, 4.7 18 T’

Source andfnotés : cf. Table 7.2
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8.1

8. EmploymenttrendSTandfpolﬁeies~

The employment trend in the cOmmun1ty has been marked - since the first o1l
crisis = by a fall in agricultural employment, a reduction of employment in
industry and a continued steady rise in employment in the tertiary sector;

this has been rapid enough for total employment in 1977, 1978 and 1979 to

have increased at almost the same rate as the Llabour force. Employment wiltl
‘not grow in 1980 and should fall in 1981. The increase in the Labour force is
accelerating for demographic reasons, and there should be a rise in unemployment
in 1980 and 1981. This will be particularly rapid among young pecple who may
well account for almost 50% of the total.

‘Number of joos created smaller than the increase

in the Llabour force

"After the negative employment trend recorded in the Community during
the 1974/75 crisis, most of the Member States had, until recently, returned
to a rate of job creation close to if not greater than that of the early

seventies.

Thus, desp1te an env1ronment jn which econom1c grouth had slowed in f:‘”
comparison w1th the pre—recess1on expansionary years, and desp1te the o
contract1on in the growth of investment, the record of the Labour supply

trend is not unfavourable at macroeconomic level. Partly as a result of the
measures taken by the publ1c ‘authorities. to support employment, f1rms -

continued recru1t1ng at a high rate unt1l 19?9 at least.

This relatively positﬁve picture in fact conceals two important
structural factors upsetting the equilibrium of the labour market in the

medium term:

~ a rapid inerease in the labour force both because of the age structure of
theAworking-age population and because ofvthe‘trend‘of partioipation rates
(notably female participation rates) over the period 1975 - 80; the average
growth rate of the labour force in the Community will have been 0.85% a

year as against 0.36% for total employment;



- the continuing trends in the distribution of employment by sectors of
activity, namely a decrease in agricultural. empLoyment at a rate s1m1lar
to that of the s1xt1es (despite the difficulties of absprptmn into
other sectors), an equally negative grouth rate for job creation in industry
and thekkey role played by the tertiary seetor1 The main‘area for the ‘
creation of new jobs is the services sector - particularly market services,
since the national public sectors are feel1ng the effect of more restr1ct1ve

budgetary policies.

These structural factors recur to a greater or lesser extent in each
Member ‘State, the latest ava1table ftgures (see Table 8.1) beg1nn1ng to show
up some trend reversals, part1cularly in industry, only for Germany, ‘Denmark
and Ireland: it isftrue'that industrial employment in the former two countries
was hard hit by Very Large/nUmbers of job losses during the 1974 - 75 reéesSion.

The situation in the industrial sector is the result of the need to be
:compet1t1ve combined with the ueakness of 1nvestment which rece1ves L1ttle

stimulation from an uncerta1n - if not depressed - market. In France,
the United Kingdom, Belgium and the Netherlands, the greatest employment
adjdstments‘have been made by industry. ‘ ‘

Tertiary emhlmeent has so‘far benefited from a steady increase in
demand, and - through the growth of temporary work = from a transfer of
activities Hh1ch were formerly cons1dered industrial: it has thus been able
to defer rationalization in a sector which enjoys greater protect1on from
external competition. But the introduction of new technolog1es, with the

- productivity gains they shouLd bring, makes cont1nuat1on of this expans1on
. more uncerta1n. ’

‘4.$
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The steady rise in unemployment rates

The imbalance between employment supply and demand and the scale of
Labour—shedd1ng in industry are the main causes of the rise in the
unemployment level in all the Community economies since 1975. The exceptions
‘are the Netherlands, which was enjoying a stable rate of close on 4%, and
Germany uhere it has decl1ned slightly. The thrust of unemployment
will have been particularly strong in France, Belgium and the United Kingdom
(see Table 8.2). )

Women are affected by unempLoyment far more than men since their
relative share in the total number of unemployed is appreciably greater than
their relative share in the total Labouf force. Moreover, with the exception

- of Ireland, the unfavourable situation for women has distinctty worsened from
1975 to 1979, with the Community average reLative share of women in the number

of unemployed increasing from 36% to almost 45X.

There is no clear link between theiincrease in female unemployment

and the movement of global unemployment rates since this increase is apparent

in Germany and the Netherlands as well as in Italy and Belgium. Nor is there
1.any obvious link between the relative share of female employment and the

scale of or increase in female unemployment. By contrast, it is quite possible

that the specific rules governing the payment of unemp[oyment benefit in force

in the different member countries exert substantial influence on the relative

scale of female unemployment, uithout, however, éffecting the general upward

tendency; at least this is suggested by the very different/rates, for Belgium

on the one hand (62.5% of1fotal‘unemp(oyment in 1978), and for the

United Kingdom (30.7%) and Ireland (22.9%) on the other.

Young people are the other group hardest hit by unemployment. The share
of unemployed people under 25 years of age ranges from 26% to 47%1 whereas
the share of young people in the labour fprce ranges from 17 to 22% only.

1September--October1979 figures: f1gures are trad1t1onally highest at this
time of the year.

"
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The percentages of young unemployediare,particUlarly high (between 40 and’
50%) in France, Italy, Benelux and‘the United Kingdom'- where the share has:
greatly 1ncreased from 1974 to 1978 They are: between 25 and 30% in Germany,
Ireland and Denmark - where the proportions have rema1ned stable between ..
1974 and 1979. Among young people, women nearly everywhere and nearly always
account for a h1gher percentage (49% in 1979 in the cOmmun1ty as aga1nst

34% for young men)

But if women and‘young people are two groups whose‘unfavourable

situation is relat1vely eas1er to pinpoint, they do not by themselves make

up the "hard core" of unemployment this 1ncludes people with no vocat1onal

: tra1n1ng, older people, m1grants, the hand1capped .and - more generally -

the long-term’unemployed, long-term unemployment - probably one of the most
diffjcult aspects of unemployment - has been on thewincrease'since 1975.

/

- Labour market policies

U1th the overall 1mbalance betueen employment supply and demand, the

' steady rise 1n the number of unsatisfied Job—seekers 1s the result of -

d1fferences in the rates at which productwe systems undergoing transformatwnﬁ
and labour markets Locked 1nto economic, sociological and cultural rigidities
adapt to each other. The publ1c author1t1es have stepped: up their intervention

measures to reduce these r191d1t1es. Natjonal measures ‘have been assoc1ated

~with Commun1ty labour market pol1cy, based on’ 1ncreased 1ntervent1on by the

Soc1al Fund But if all these act1ons have succeeded in l1m1t1ng ‘the most
ser10us consequences of the existence of s1x m1ll1on unemployed in the
Commun1ty, the obJect1ve of full employment is st1ll, in- almost all the

Member States, pushed back to an unspecified future.

w1th vary1ng emphas1s, nat1onal or Commun1ty labour market ad;ustment

pol1c1es have folloued ‘the same gu1del1nes.




¥

8.5

- action mafnly on employment supply, by granting firms favourable. terms

for the recruitment of young workers;

- actioh on employment demand by encouraging vocational training and retraining,

labour mob1l1ty, and also.early ret1rement schemes,

- changes in the social protection of job-seekers from the v1ewp01nt of
increasing and guaranteeing certain benefits over a period, and re-
employment opportunities, and of adjusting’the rules to eliminate a number

of abuses.

Instances of public intervention reLating to the labour market are
many and varied. They are recorded in the "Report ‘on the Development of.
the Social Situation in the Community" pubL1shed by the Commission each year.

0f the main ones, the following can be quoted by way of jllustration:

~ the national emplqyment compacts in France under yhich employers' social -
seeurity'contributiens can be cut for recruiting young people and women,
and which cover apprenticeship subsﬁdies, training courses, and contracts
combining employment. and training. In 1979 300 000 positions were filled

under this compact;

- in Germany, the spe;ial employment assistance programme for high

“unemployment areas, for which DM 1.000 million has been earmarked;

- the late - 1979 decision to grant recruitment premiums in Belgium; as a
result 20:000 jobs have been created; or the premiums granted in Ireland
for any additional job created under two major programmes (Employment

Incentive Scheme and Work Experience Programme);

- the training and vocational integration measures which have increased
in Germany with the employment promotion lLaw (AFG), and in the Netherlands,

Ireland and Denmark.

‘,47;:



Improvements made to the s{tuation of those seeking work have
related to the reform of the Agence Nationale pour L'Emploi (ANPE) in France,
tightening up the conditiohs for obtaining unemployment benefit in Italy
and Belgium,'and indréasﬁng the staff of the employment agency (ANCO) in
Ireland. | | '

The situation in the United Kingdom offers more of a contrast in
that since 1979 a‘wholé series of special employment measures - such as the
temporary employment subsidy - have been ended, and the staff of the

Manpower Services Commission has been cut by some 10%.

Lastly, in addition to‘the,contributionskby the Community's SociaL’
‘Fund, which amounted to 775 million EUA in 1979, the Community has worked
for the imptementation'of-the rules on the free movement of workers by
eliminating barriers to mobility, and has continued with its -Labour market
and labour force surveys. This is with a view to improving coordination of
those measures to prevent and remedy unemployment which fall within the

Community framework.
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Recent trends and prospects

The labour market situation in the Commuhity has dete}iorated
even further throughout 1980, and forecasts for 1981 indicate that
there will be no immediate improvement. This shows up first and fore-
most in the unemployment rate, which has incréased rapidly over the
first half of the year,’passihg the 5,6% mark, the previous record
rate, and reaching 6,2% by AUgust; despite the fact(that economic
aCtﬁvity growth did not itself turn down till the end of the first

quarter.

Trends in the labour market are, apart from the fluctuations in -
employment, determined by an exceptionally fast rate of growth in the
working=-age population (varying from 0,7% to 1% over thé years 1980-85),
due to the arrival of very large cohorts of 15 year olds into the'working-
age population in each.of the next 5 years. These young peOpLe, numbering
some 4 1/2 million in each of the next two yéafs‘alone, even before the
growth rate buiLds’up to its peak rate in 198?-84, are the first genera-
tion echo of the very high birth rates prevailing in the years immediately

after the Second World War.

Taking into account the "normal’ participation rates of both the
15 = 19 and the 20 - 24 age groups, i.e. including all those just finishing
further education or training, it is estimated that the total number of
young people prepared to enter into the lLabour market will be of the
order of 3 million in each of the years 1980 and 1981. Of course, it is.
possible that a discouraged worker effect will come into play and some
young pedple may be diverted out of tHe Labour market into alternative
activities such as further education or the armed services, but on the
basis of pasf evidence this is unlikely to be significant. Consequently,
Labour force. growth at -around 0,6% per year in 1980 and 1981 wﬁLL far

exceed the envisaged expansion in employment .

In view of the slow growth of activity in 1980 and 1981, product-
ivity (output per occupied person) is expected to rise by onLy about 1% in
‘each of the two'yeérs, or substantially less than during the preceding
_ four years. Most Member States share the overall slowdown of productivity

growth with, however, a particularly sharp decline taking place in the

¢
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United Kingdom in 1980. The weak trend in productivity is a reflection:
of the fact that onty a,moderate degree of Labour‘shedding is expected
in the present cyclical downturn - as indicated by the forecast‘fairly

small decline in employment.

In fact,'after having,expanded roughly in the Lline with the growth
of the labour force in 1978 and 1979’the totaL number of empLoyed in d
the Commun1ty is estimated to have increased by 0, 2% in 1980 and may ,
accord1ng to the forecasts by the Comm1ss1on s staff, decL1ne by 0,3%
in 1981. G1ven the continued rise in the Labourfforce, the rate of unem-
ptoyment may r1se to 7,5 million or 6,84 of the civilian labour force on

average for 1981 and could by the end of the year be even h1gher.

Whitejthe unprecedented ecaLe ot the rise in unemployment will
‘\Leave novéections of the Labour market untouched the tendency - deScribed
above - for some groups of workers to bemoreser1ousLy affected by 1ncreas~
ing unemployment than others is nevertheLess L1keLy to be accentuated over'

the next two years, and will have ser1ous implications for the future.

. Among these disadvantaged groupe, the most~important js that of oy
young people under 25 years of age. As. expected, already by autumn 1980 ) ‘i
young people comprise some 42% of the unempLoyed in the- Commun1ty, a
figure. which 1s cons1derabLy up on the figure for the similar period

Last year.

This tendency for the number of unempLoyed young peopLe to 1ncrease
relative to the totaL number .of unempLoyed during recession will result
from both 1ncreas1ng redundancy and increasing fadilure to get a first
job. Indeed, it is to be expected that young people will be among the
first to be‘made redundant, both for econom1c reasons - lower product1v1ty
and less work experience - and for cons1derat1ons of'soc1aL equity. In
addition, young people will find it 1ncrea31ngly d1ff1cutt to obtain a
f1rst job. Under cond1t1ons of rising unit Labour costs and 1ncreas1ng
-adult unempLoyment, employers will be reluctant to offer .employment
vwith training, particularty in those Member States where minimum wage
requirements make it reLativeLy uneconomic, and young beopLe will have
to compete for unsk1LLed jobs with other d1sadvantaged groups who may be

prepared ‘to accept Llower wages.
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his a result, it is Likely that by the end of 1981, out of 8 mil-
Lion unempLoYed in the Community, some 3 1/2 - 4 million of these could
- well be young people under 25Vyears of age. Given the very fast growth
of the working population untiL'at least 1985, unemployment is Likely
to remain at fairly high levels even after actiVity has picked up again.
In particular,'the failure of large numbers of youhg_people}to obtain
occupational training will leave a gap in the age/skill structure of
the future. For‘unskilled‘young people, the faiLuré to obtain or keep
a job now wiLL'entaiL somewhat different consequences for the future:
the lack of work experience, if it continues for any Ledgth of time,

will create its own barrier to obtaining work.

Female unehplbyment, at 46% of total unemployment in the Community
by mid-1980, is the other principal category of problem unemployment,
but is made up of two ‘distinct parts. To a Llarge extent, the female un-
employment problem is part ‘of that of young people generally, since nearly
half the unemployed people under 25 years are femaLe, and in any case
these have a higher part1c1pat1on rate than oLder women. If allowance
is made for this, then the: proportion of female adult unempLoyment is of
course, much less, and at the Commun1ty LeveL would appear to be rather '
a structural than a cyclical phenomenon Llinked part1cutarty to the
_ problems of certain female-intensive industries such as textiles, and

will therefore not 1ncrease d1sproport1onatety over the next two years.

s
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9.1

9. The Greek economy ‘and entry into the Community

Greece has been associated with the European Economic Community since
1962 and will become a member on 1 January 1981. Between these two
dates, considerable economic progress has been achieved which has enabled
great strides to be made in catching up with the average productivity
and income levels of the Nine. Nevertheless accession to the Community
will mean that despite the transitional periods Laid down, Greece will
have to make great efforts to adjust her structures to the far stronger
international competition she will face. The success of these efforts is
“itself largely dependent on the speed'with which current corrective
policies manage to set the economy free from the constraints of its
present imbalances. : -

" The deveLepment of the Greek economy trom 1960 to 1979 -

Over the last two decades, Greece's econom1c devetopment ‘has
been very rapid; her gross domestic product grew by well over three
times in volume between 1960 and 1979 (Teble‘9.1a).Therate of growth |
did, hoﬁever,vslow~down distinctly between the first deeade, when it
averaged 7. 5%a year, and the second‘ when it feLL'back‘te 4.5 %. . 1i\
The turn1ng-po1nt between the two per1ods occurred in 1973 and
1974, after which dearer energy and raw mater1als on the one hand, and
keener international compet1t1on onthe other, cramped the economy S

growth opportunities more severely.

This development was accompanied, up to 1973 and 1974, by a
vvery moderate rise in prices. Since then, double-digit inflation has become
the norm, partly as a result of external causes, but above aLL’of domes- -
tic factors - the éharp acceleration in wage'rises‘end the swetlihg of
‘the public deficit - yhich, in combination, have magnified the overall

effect. _ o - . E
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Growth was éccompénied_by‘important chahgeé in the cohtribution
rmade by the various branches of activity to the formation of gross
domestic product (table 9.3). Thus, between 1960 and 1979, the share of
agriculture fell from 23 % to 13 % while the share of manufacturing

industry grew from 14 % to almost 22 %, and the share of industrial

services (water, gas, electricity) from slightly over 1 % to over 3 %.

The services share, already over 50 % in 1960, 5ncreased only slightly

overall, but certain branches - transport and communications, the distrib-

utive trades and banking - gained'in relativé'importance, while public

administration, health and education, and housing declined in varying

_ degrees.

The substantial industrial development during the period was
itself accompanied by important changes within the spread of sectors.
Textiles, construction materials, thé basﬁc metal indUstriés, and the
chemical industry, in particular, appreciably increased in importance,
while certain traditional industries such as the food and clothing

industries, declined in relative terms.

It is remarkable that the rapid growth of the last twenty years
was accompanied by a contractidn in the labour force and in employment
(table 9.4). The Labpur force has shrunk by over 10 % since 1960, as a
result of emigration - heavy especial(y in the firét,part of the period
- and of the flight from farming, the corollary of which was a fall in
female auxiliary labour. Employment contracted in parallel, but to a
smaller degree; Consequently unemployment has fallen steadily since
the.beginhing of the period and now stands at a very low level (1). The
structure of employment has also been profoundly modified; the most
spectacular change has been the decline from 58 % to 32 % of the share
of agricultural employment in total employment. By contrast, in non-

agricultural employment, the proportion of wage and salary earners grew

(1) The statistics do not, however, include first job seekers =~ mostly
young people, nor the rural unemployed. Also, short-time working is
‘not recorded. ,

‘L\
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“only slightly, and the proportion of nbn-wage and salary earners is still

almost 30 L this shows that the degree of economic concentration
in industry and 1n ‘the serv1ces is st1ll low. Labour product1v1ty has
nevertheless made . very targe advances, hav1ng grown. by 350 % in
twenty years. . |
1
~ Growth and the concomitant radi&al structural changes have
required a very high level of investmen%. Investment was in fact remar4

kably buoyant. up to 1974, and resumed its growth, though at a more

moderate rate, after the fall recorded ﬁn 1975 (tabte 9.1a). Between

1960 and 1979, the capital stock 1ncrea$ed by a factor of almost &, the
coefficients being of the order of 3.3 for buildings and 4.7 for equipment.
respectively (table 9.5). Capital accumﬁlation has therefore been
considerable over the Last twenty yearsl and this 1tself indicates the ‘
profound change in the economy dur1ng tﬁe period. Neverthetess, the

accompany1ng trend was clearly for the drof1tab1t1ty of invested cap-
i

L
BN
Sharp growth and the capital accumulation which made it pos-.
sible, were in their turn largely the restlt of increased foreign

trade, another outstanding feature of dEVeLopment over the last two

decades. Between 1960 and 1979, the share of exports in domestic

. product grew from 7 % to almost 15 %, and the share of imports in the

counterpart of domestic demand grew from/| under 15 7 to almost 30 %
(table 9.1a). ' ‘ | '

b
In the same per1od theé compos1t”on of foreign trade

changed profoundly (table 9 6). Food pro ucts and raw materials, which
originally accounted for almost atl expor s of goods, represented no more
than 40 X at the end of the per1od with m nufactured products making
up the other 60 %.  On the imports side, the share of mineral fuels
increased sharply, in conjunction with tht rapid expansion of energy

t

&

t

l

»

|

}
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|

1
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consumption, while the share of manufactured products was falling
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as competing national production”expanded. Moreover, exports of

services - transport and tourism - made considerable strides in line

"with the rapid\expansioh in trade. ALl in all, the volume of goods

and services exported increased by a factor of 6.5 between 1960 and 1979,
and the volume of imports by 5.8 (table 9.1a).

Great changes also occurred in the pattern of trade flows,
particularly in the Latter part of the period-whén the growing weight
of imports from the oil and raw materials producfng countries brought,
in return, a significant expansion of exports to those countries. The
Community countries nevertheless remain by far the main outlet for

exports, continuing to absorb almost 50 %. Their share in imports has,

by contrast, appreciably declined from over 50 % in the first half of

the period to under 40 % in the last few years (table 9.6a).

Despite the very rapid expansion of exports of services and
emigrants' remittances, the current balance has, throughout the period,
continually recorded a heavy deficit (table~9.7). A significant propor-
tion of this deficit was covered by long-term movements of capital,
connected either with the establishment of foreign firms, or with
property inveétments made by nationals using funds held abroad. Another
item was the short-term borrowing of banks abroad, which has become

more significant, particutérly, in the latter years of the period.

The considerable improvement in productivity foLLowing on the

economy's development and modernization was reflected in a sharp rise

in living standards (table 9.2). Related to the number of inhabitants,

consumption grew by 270 % between 1960 and 1979. It is still well
below the average consumption level of the Nine, but has moved apprec-

jably closer to it, having climbed from one-third to ohe—half of the
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since, despite the significant progress

o
. e ,‘
\J .

Llevel 1n twenty years. _The pattern of consumpt1on has also changed

with the weight of expend1ture on bas1c necess1t1es (food, cLoth1ng,

“housing) falling slowly, in favour of expend1ture on health and

personal care, comfort and enterta1nmeht (Table 9.8).

} .
The Last twenty years have been marked, finally, by a consi= -

»derable expans1on in the use of resources by the pubL1c sector (TabLe 9.9).

Measured as a percentage of gross domeetnc product, "the sum of general

~ government current expenditure and capfital expenditure by the public

sector, enterprises incLuded,krose from'23'7 to 35 % between 1960'and
1979 This sharp relative increase was produced by current expend1-
ture, and in particular transfers to households, reflect1ng the redis-

tributive activities of central government and the social secur1ty
- x

funds, since the increase in public se¢tor investment was, in contrast,

" less than proportionate. . A. parallel feature was the: 1ncrease, but ‘to a

smatler extent, in the overall tax burden, especially at the end of the
period when heavy def1c3ts appeared. E ‘
o ‘ i |
The economic implications of accessiqn to the European Communities
- — .

‘} . ‘_v.‘ ;
[ ‘»

'Greece has been associated w1th the European Econom1c Community

since 1 January 1962 and will become a full member of the European:
Communities on 1 January 1981. Th1s year will therefore see the
acceleration of an adJustment process,wtogether u1th the start of a

more active part1c1pat1on in an econom1m group1ng Largely open to the

outside worLd, and subject to the. hazarhs and dangers, as well as

the benef1ts, of compet1t1on and the 1nkernat1onat division of Labour.
The adJustment w1LL be fac1L1tated by a;f1ve-year trans1t1onal per1od
for the.general system, extended to sev in years for certain agricul-
tural products and the fult introductioh of the free movement of

|
|
|

workers.

The changes to be expected from access1on are all the greater

made in modern1zat1on over

the last twenty years, the structures o* the .economy display the

i
|
|
|
I
i
i
i
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features of the agricultural sector's still over—dom1nant position,

the 1ndustr1aL and commercial Sectors low degree of concentration

and specialization, heavy externaL protection and a financial sys-
tem gbverned by tight regulations which impede, in particular, the

free determination of the exchange rate and of interest rates.

The_Liberalization_of trade_and_the_adjustment of production structures

Trade will have to be completely liberalized after five yearé,
j.e. by -1 January 1986. This means, for industrial products, align=~

ment on the common external tariff and the elimination of customs

~duties on products imported from the other member countries (1), and,

for agricultural products, a'gradual‘narrowing of the gap with Commun-

ity prices by means of a special system of compensatory amounts.

L1beraL1zat1on will probably require a -substantial adjustment

in production structures since these are venrd1fferent from, and not

. necessarily complementary to, those in the rest of the Community.

The position in the national economy of manufacturing industry,
in particular, is still modest (2) and,aLthough its share in the export
trade has greatly increased to reach some two-thirds of the total
today (3), the type of product is not very sophistiéated and has up

to now enjoyed a degree of protection high enough to ensure Llarge

 domestic markets (4). During theﬂphase.of‘association with the

Community, customs protéctioh vis=a-vis the partner countries was

phased out for roughly three-quarters of industrial imports, but

retained for "sensitive" products. The ending of this protection,

(1) At a rate of 10 % per annum for each of the first two years and
20 % for each of the following years

- (2) See above, Table 9.3

(3) See above, Table 9.6
(4) 15.8 % on average on raw materials, 24 % on semi=finished products
and 32.9 % on manufactured products, with the exception of
"sensitive" products-on which the duties can be as high as 60 %
" (and even 80 % in the case of beverages).
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~ resources will have to make a substa

a degree of specialization, or a tec
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planned for 1984, will meah}that a good many firms without either

hnology, or sufficient financial
ntial effort to adjust to the

competition of both the h1ghly 1ndu§tr1al1zed Community countries

and the many deveL0p1ngs countries h1th compet1t1ve technotog1es and

Llow Labour costs.

raccession to the Commun1ty could ue}

have remained relatively low so far,

skills and productivity.

The problems desgrve all the more attention as

L push up wage costs, which

without immediately improving

It is to be hoped, in any event, that the

industrial fabric will be rapidly réinforced by investment from the

western economies : this is likely i

ization of current payments (1).

b

o be stimulated by the liberal-

Agricultural policy and alignment"wjth'Communitx»prices
e b o

i
|
I

'

?
The productivity of agricult

ure, which still contributes

14 % of the‘doméstic product and employs 32-% of the lLabour .

forée, is_much Lower than in the re
types of produce, the two agr1cuLtu

complementary, 1n that Greece produ¢

t of the Community. For most

al systems are nevertheless

es a surplus in fruit and vege-

tables, tobacco, cotton and oleag1n¢us plants and has a deficit in

N
certain cereals, milk products and ¢eat.

some 55 % of Greece's agricultural e

‘The Nine at present absorb

xports and provides some 25% of its

import;. ALL in_all, the,QUarantee$ prices mechanism which applies

to beef(and\pigmeat, milk products,
only some 40 % of production, compar
Community.
be expected 1nteraL1a in the prices
tobacco, which should stimulate prod
(in particular pigmeat) and mitk prg
cost of animal feedingstuffs..

(1) See below

cereals and sugar, . will concern
ed with 70 % for the rest of the

Because of the regulation of prices, an’increase must

of durum wheat, oL1ve o1l and

uction, but a fall in meat

duction, owing to the higher
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Exports of‘fruit and vegetables, tobacco, olive oil and wine
to the Nine could well increase rapidly, while meat and milk pro=
ducts from the Nine could find growing,Markefs in Greece. The
refund mechanism will also encoufage the expansion of exports

outside the Community.

A seven-year 'transitional period has been set for customs
duties and prices. The gap between Greék‘prices and Community
pri@es will be closed by a system of special compensatory amounts.
There will be a phasiﬁg—in\of production aid (for olive oil, durum
wheat and certain processed fruit and vegefabLes) ahd deficienby
payments (hotton, figs and dried grapes). Lastly, certain national

aids will gradually be dismantled.

The Liberalization of factors of production, the_relaxation_of

exchange_constraints_and contributions to the balance of payments

At the same time as obstacles to the movement of industrial
\ and agricultural products are eliminated, integration into the
Community will bring gradual. liberalization of the factors of pro-

duction.

The free movement of workers will be achieved only gradually,
‘over a seven-year transitional pefiod. The free movement of capital,
by contrast, should be accompLished as eafly as 1 January 1981 and
- with only a few exceptions (1) = should cover initial flows as well as

repatriations and current transfers.

The free movement of wdrkers should not bring any substantial
upturn in emigrafion; since the expected expansion of the Greek eco-
nomy during the transitional period should. continue to work towards

the narrowing'of pay differences.

(1) Direct investment in the EEC and transfers of the yield from
investments made before 1975 are excepted for another few years.
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‘ . It is more d1ff1cuLt, however, to grasp the consequences of ‘ ' “ii
measures to liberalize movements of cap1taL In the medium term, |
they are: Ltkety to encourage the growth of foreign 1nvestment.
! But, 1n1t1aLLy, they are Liable to have certain d1srupt1ve effects
on short=term movements, since they W1LL be accompan1ed by the
abolition of the particularly restr1ct1ve controls in force hitherto
on exchange rates and- interest rates. It js therefore impossible to

foresee how operators will react to such major changes. However,
':the1r effect will probabLy be very L1m1ted on em1grants rem1ttances,

which have remained at roughly ‘the same level for several years ma1nLy
because of the Large-scate unempLoyment preva1L1ng in the host coun=

tries. Furthermore, the mob1L1zat1on of fore1gn exchange reserves ’

and the management of interest rates should enable the ‘monetary

author1t1es - in the framework of the ctose monetary cooperation which

has been established between;Member‘Sta%es ~ to limit the scale\of the
possible disruptions on the foreign exchange market and to stabilize the
'exchange rate at‘the level they deem apéropriate.'

By contrast, greater certainty ?s possible in evaluating

the favourable consequences for the baL%nce‘of payments of the action
. of the current transfers resuLting fromiaccession itself. '~Assum1n§ , “ii"
no .change in Commun1ty pol1c1es, Greece would receive from the Commu-
" nity, from the first: year, some. 265 m1l&1on EUA, 165 m1ll1on of which _
would be in respect of the EAGGF Guarantee Sect1on, and th1s amount should
increase sharply to reach 775 m1LL1on E¢A in 1985. Taking account
of ‘the payments which Greece. wouLd have | to make in return - own resour-
| ces and participation 1n the operat1ng expenses of the institutions -
‘the credit balance, negl1g1ble in the first year, should grow rap1dely
to reach 475 million EUA in 1985. E

.

The economic situation - the short and AediUm—term outlook -

I
. | ,
Since mid-1979, the Greek econody has entered a phase in
t
wh1ch economtc activity has slowed down jand even contracted. After
increasing by 6.2 % in 1978, gross domedt1c product grew by only

|
t
|
L
’,
b
|
|
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3.9 % in 1979, the drop in agricultural production only partly
expLa1n1ng this faLL-off Desp1te the better resuLts expected from
this sector, zero .- or even slightly negative ~'growth could be
recorded in 1980.

Indeed, the index of industrial production, seasonally adjusted,

has declined continuously since the third quarter of 1979 (See below).

" This development is primarily due to the definite change of trend
inprivatg consumptionwhich;«afterincreasihg shérplyin 1978, stayed atvirtual-v
’Ly the same Level in 1979, as a result of a slower rise in disposable
income, a sharp accelerat1on in the upward movement of prices and the

“introduction of a special vehicle tax. Exports, for their part, rose

far less vigorously than in 1978. The trend of fixed jnvestment was, by
contrast, favourable, not only in hous1ng, but in industry, which

recorded a distinct upturn in equipment expenditure by the manufactur-

ing sector, which has been on a marked downward trend since 1974. For 1980,
“the persistence of factors serving to depress private consumption, the '
- weaker buoyancy of exporfs and the expected drop in investment point,

all in all, to a fall-off in overall demand.

The appreciable slowdown of economic activity has had no
immediate negatiVe effects on employment. Thanks to the services
sector, non—agricuttura[ employment in 1979vactuéLLyfrecorded parti-
cularly sharp growth. At the'beginning~of 1980, the number of regis-'
- tered ‘unemployed was only 41.000, or slightly over 3 % of the urban
and semi-urban population. The employment situation has, however,

been deteriorating since the end of 19?9.
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Quarterly development of. 1ndustr1aL product1on and consumer prices
(1978-80)

‘ Percentage change, at an annual rate
1978____ . 1979 1980
1 11 i1 v 11 w1 I

; 'Inddstriat production
b4 8.2 4.5 17.9 4.1 12.2 -5.9" —1{2 -6.6

- - : e Consum¢r prices
11.2  19.3  =2.4 19.3 28.7 23.1 1.4 30.2 31.1  31.1°

- . Since thé‘beginning of 1979, the economy hés seen a éudden

1979 and 26 % in 1980.

worsening in its structural imbalances. .

was widening rapidly.

Price rises accelerated

- sharply at the same time as the current balance of payments deficit

The spurt in inflation uas‘partty due to external causes :

higher prices for oil and raw materials and, in the early mpnths'bf

>T980, a fall in the exchange rate. But domestic causes were even more

to blame : agricultural and food pr1c?s were deliberately raised with

the aim of beg1nn1ng to aL1gn them with Community prices and reduc1ng

the weight of budget subsidies; more |importantly, product1on capa-

cities were subject to increasingly aqute strains as a result of the

contrast between a nominal demand fuel

Ledfby several years of sharp

rises in incomes and the definite slowdown, from 1974, 1in productive

capital formation.

acceleration in consumer prices, which

ALl these factors combined to produce a very sharp

will have risen by 18 % in
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The current account deficit, after falling in 1978 to 3 %

" of gross domestic product, increased again sharply in 1979, reaching

aLmost 5 %. As well as the deterioration in the real trade balance,
the terms of trade worsenéd‘considerably. Although it had increased
substanttially, the surplus on ihvisib[es in 1979 covered only 63 %

of the trade deficit, compared with 71 % in 1978. Thus the proportion
of the current deficit which had to be financed by short-term borrow-
ing was again larger. The situation worsened further in the first
half of 1980, mainly because of. the fall in the exchange rate, but
also because exports sLowed‘appreciably. The surptqs on invisibles
and on long-=term capital movements also shrank; mainly due to specu-
Llation against the drachma ﬁ the effective exchange rate, after
declining 6 % in 1979, fell further in the early months of 1980.

The heavier inflationafy pressures and the faster deteriora-
tion of the balance of payments necessitated appreciably tougher
budgetary and monetary policies in 1980. The 1980 budget plans to cut
the public sector deficit by pne'percentage‘point of gross domestic
product, by drastically reducing the rate of increase of expenditure
on all items which can be squeezed, but eSpeciaLLy of investment. The
decision has also been taken to bring the rate of increase of bank
lending to the private sector down from 19 % to 13 %, but this Limit
will most certainly be exceeded, since it was consistent with an

anticipated rate of inflation well below the one actually recorded.
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~ The economic out Look for the whole of 1980 can now be -
discerned faﬁrty clearly. It is given in the table betow'which ‘
shows that f1naL domestic. demand will probabLy decl1ne by 1 1/2 %, but :
that the increase in stocks, and in particular the 1mprovement in
the external baLance in real terms, shoutd offset this decline and
should keep gross domestic product at 1ts 1979 Level. The current
7 deficit in cash terms should neverthetess reach USD 2 500 million
‘,/compared with usb 1750 mitlion in 19?9.i

Short-term trend and economic outlook (1?79-1981)

Percentage changes in volume

1979 - 1980 1981
R s S Outturn Forecast (1) Outlook (1)

Private consumption e.ececesscsacees +3 =2 +11/2

Public consumption .eeeecececencacas +5 -33/6 +3 s :
‘Gross fixed capital formation secece. +3 1/2 -4 3/4 + 3 ‘ K
Final domestic demand .eeevecevanoee +3 1/2 - 1172 + 2 L
Stockbuilding sveeeeecensncsescanasne +2 + e = 12 '
~Total domestic demand .ececeececasan #5 1/2 = 1/1/4 0 + 1172 - *ﬁp
EXPOPtS ceeveecuncnnsecacnsnnanncens  #6 +33/6  +41/2

IMPOrtS weeeereecsencnsnsnncanananans  +11 -11/4 +2.1/2

External balance ..eeevececcncnneeee =1 1/2 -+ 114  +  3/4

6ross domestic pProduct eeoeeeesesss + 4 0 +2 1/4

For reference Lo L , -

Private consumpt1on deflator cieaaen +18 - +26 +20

- M Commissidn4staffkestimate

The outlook for 1981 1s still veryruncerta1n. The‘expected
upturn in world ‘demand and the deprec1at1o of the drachma will proba-
bly secure a further improvement in the ex ernal balance in real terms.

‘ Furthermore, if budgetary and monetary polﬂcy stay on the1r present
» |

t
|

o
|
i
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course and if the exchange rate can be maintained, the inflation rate
should slow down, providing there are no new and substantial

oil price increases.

This could bring a moderate upturn in private consumption, if,
as is probable, personal disposable incomes increasé in line with
prices'and if the personal saving ratio continues to fall slightly.
Lastly, the future trend of 1nvestment is uncLear. It will be stimulated
neither by budgetary or monetary poL1cy, nor by the 1mmed1ate prospects

for demand. But it could benefit from the improvement in

compan1es' f1nanc1al situation and from a resumption of cap1taL move=

ments from abroad, which might occur as a result of the stabilization of
the exchange rate and thé prospects opened up by entry into the European
Community. Under this set of relativelybptimistib assumptiéns, domestic
demand would recover by some 2 % in 1981 and gross domesticvproduct
increase by slightly more. Consumer priceinflation w0ulabe brought down
to 20 %, on an annual average, and the current deficit in cash terms
should stabilize at its 1980 level. The upturn. in production would

not, however, prevent a deterioration in theyemployment situation.

In the longer term, the economy's growth prospects are governed
by the need for. a sharp cut in the current deficit and a rapid lowering
of the inflation rate. The prospective development of world demand would

not seem to permit exports to grow by more than 8 % per annum.

Consequently, in order to keep import growth welt below this figure,

gross domestic product will not, for several years, be able to increase
by more than 3 % and domestic demand by more than 2 to 2 1/2 %. The
possibilities for increases in private consumption will be even more
Limited, since a proportionétely much lLarger share 6f this margin will

have to be reserved for investment, mainly so that the economy can

1720



,borrowihg so as to slow down the rate of

adapf to the new internatjonal context.
aligned withthe average rate prevailing in
as possible if sufficient stability in t
this outlook1to‘become a reality. This

monetary policy, but the main factor in

9.15

The inflation rate must be
tradingpartner countries as quickly
he exchange rate is to enable

is conditional upon a rigorous

gradually feducing doméstic

squeezing of the public deficit.

' money creation must be the
. .
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10. OutLOOk‘énd poliqy.obtions o g Co qah,

While the 1979/80 oil price shock (measured in dollars) is of the same order

of magnitude as that of 1973/74, the total lexternal price shock of 1979/80 is -

due to the lower price increases for other commodities and offsetting exchange
rate developments = much smaller than the ane which hit the Community in 1974.

As a result mainly of a Lower degree of absprbtion by OPEC countries and slow
growth of imports to many developing countriies in balance of payments difficulties
external demand is, on the other hand, only rising slowly in 1980/81 and the
deterioration of the Community's competive position may be felt in a loss of
market shares. The decline in output, which| started in the second quarter. of
1980, should come to.an end in early 1981 and be followed by a gradual upturn

in activity in response to a renewed increase of private consumption and inven-
tory formation. The Community should respond to the oil price shock by .inten-
sifying energy policy, investment incentives and other measures aimed at increasing
the growth potential without relaxing the obverall restrictive stance of budgetary
policy. A certain increase in the budget defficit in 1981 is unavoidable due to

the operation of automatic fiscal stabilizers and should not be offset by restric-
tive measures. : ' : ' : '

The external price shock and!its consequences

As‘shown‘ih Chapter 1, the oil import price rise,has been Qf similar
order of magnitude in 1979/80 as. in 1973/74 tn fact somewhat Larger in
consfant price doLLars. Moreover, because the rate of OPEC absorption is
brobably going to be Lower now than after the first oil shock, and be- o ’ir’
cause of a different evolution of the world terms of trade, the’1n1t1aL
macro-economic impact of the new oil shock 1s indeed probably the ‘
stronger of the two. But there are other s1cn1f1cant d1fferences between

¥

the two episodes.

The 1973/74 oil price rise‘took'ptace‘in a situation with excess
demand and . booming conditione, notably in raw materia[ Markets and many
semi-finished products, which contrfbuted strongly to the deferiohation of
terms of trade for the Cdmmunity in 1973 and - 1974. In»addition, the firét ol
shock was followed by a rise»in the value of ‘the dollar which for the Com-
munity entailed a supplementary increase in imporf'pricee meaeured in
national currencies. This time prices of nop-oil imports to the Community
have risen much Less‘in dollar terms and exthange rate deveLopments in 1980

have on the whole worked so as to dampen the import price increase even
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Cﬁy7further when measured 1in natioﬁal currencies. The total‘external price
’shock to the Community, as measured by the reeL income loss resulting
from a terms of trade deterioration is‘therefore in 1979/80 less than
half as large .as in 1973/74. | ' : -

This less bad terms of trade deterioratien for the Community is
not inconsistent, however, with'the nroposition that the overall weaken-
ing in effective external demand may be greatert In addition to the
Likelihood of a weaker spending of their increased income by oijl-ex-
porters, the weaker increases of non-oil commodity prices puts many
developing countries in a more difficult situation. The oil price
increases have also coincided with the onset of eycticat down-turns in
~some major economies prompted by other factors.(the United States, and,
withinthe (bmmunity’the'United Kingdom).‘FinaLLy, eince 1973 the Commu=
nity's competitive position has been serjously eroded by a combination
of high domestic cost increases and exchange rate appreciation. The
defLat1onary impact of the 01L price increase and restrictive policies
may therefore, for the Commun1ty, be aggravated by a loss of market
shares both in domest1c and in export markets. In 1980 there were clear
s1gns of loss of market shares for the Community's automobile industry
ebut also other branches ~ where statistics on sales are less readily

~available - seemed to be experiencing similar conditions.

; On the other hand (as discussed in greater detaiL in Chapters 2
and 4) the privete sector's reactions to the changes in macro~economic
conditions in 1980/81 may not be'the same  as ih 1974775; domestic
demand in the Community mey, in'particular, not fall as markedly as 1in
1974/75. The cash flows of enterprtses have not deterijorated as drasti-
Calty as in 1974. Moreover, in\Line>with policies, the rise in energy
prices has this time been shifted more readily into retail prices and
the financial position of the enterprise sector has also in this way
.been protected better than in 1974. Despite an 1ncrease since 1978,
partly cycL1caLLy determ1ned, the borrow1ng requ1rement of the

enterprise sector “is estimated ﬂt}




/{3:4— '

|

| t N
to - be smaLLer in 1980 than in 1974/19#5 Indeed, investment'intentions o ' 
- in manufacturing rema1ned relatively buoyant at least. up to the spring :

- of 1980. Rap1dly rising 1mport penetrat1on and d1ff1cutt1es in export

xmarkets, may, however, in the course Ef 1980 have put a strohger-than—

‘expected pressure on’ prof1t marg1ns which if cont1nued would not fa1L

to weaken the f1nanc1aL position of key branches.rTh1s probLem appears.

fto be part1cularly pressing in the Un]ted K1ngdom but 1s to some ‘extent

|

aLso felt in Italy. ' ‘
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Against this backgrduhd the’saQing/expenditurefbehaViour of

"the household sector 1n 1980 and 1981‘appears to be of critical impor~-

. tance for the overaLL trend in demand4 In retrospect it is seen that

one of the factors which in 1974 and ﬂ975 contributed to the slowdown
in act1v1ty was an increase 1ih the saW1ngs ratio of households. There

is probably no simple expLanatwon for th1s increase in the savings

‘ ratio in 1974/1975 but econometr1c ev1rence (1 as well as the ana—-

Ly51s in Chapter & above would seem to suggest that the acceterat1on o

- of. inflation may be one of the main exbtanatory factors. R1s1ng unem-

oy
pLoyment and uncertawnty about econom1% prospects may also have led to

h1gher precaut1onary savwngs.
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(1) See e. g. "The 1mpact of 1nfLat1on o% househoLd consumpt1on

European Economy ‘N° 5 March 1980 ‘
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‘World trade: trends and prospects

The growth- of world'trade, est1mated at 6. 6% in real terms for
1979 over 1978 is Likely to have dropped to 2,7% 1in 1980 and is forecast
at some 1,9% in 1981. Foreign trade of the major country groupings, how-
~ever, follows highly divergent patterns. Imports to the OPEC countries,
whwch declined sharply in 1979 as a consequence ma1nLy of the events in
Iran, have expanded strongly  ( probabLy some 20% 1n real terms) in 1980
and shouLd‘rise considerably (15%) also in 1981. Non-o1L deveLop1ng
h countries, on the other hand, which_expanded their imports substantially
(7.5% in real terms) in 1979, are now facing ihcreasing balance of payments
d1ff1cuLt1es due to the sharp rise in their o1L bill and slow growth of.
“their exports to the industrialised countries and may be forced to cut
“down on imports. The growth of their volume 1mports is estimated at some
4% in 1980 but may drop to only 1.5% in 1981. Imports to the industria-
" Lised countries, on the other hand, as a result notabLy of a marked
decL1ne in 1mports to the United States, Canada and Japan, will hardLy
show any volume 1ncrease in 1980 and may stagnate also in 1981. Although
non-oil imports are LikeLy’to rise somewhat faster than oil imports,
'theeindustrielised countries as a group. will thus in 1980 and 1981 pro-
vide only weak impulses to aetivitY'in the rest of the‘worLd;_and both
the non-oil LDC's and the centrally pLenhed economjes will suffer from

a slow growth of export markets.

Within ‘the OECD area trends in the main economies have in 1980 fol-
Lowed rothLy‘the same pattern, albeit with different amplitude. Gross
domest1c product in real terms fell in the second quarter of 1980 in the
United States (as in the Commun1ty (see below) and growth may only resume

towards the end of the year or in 1981 in both cases.

The surplus on the current account of the balance of payments of the
OPEC countries is expected to reach 119000m1LL1ondoLLars1n1980(after
68 000 million 1n 1979) and to fall only slightly (to 110 ODOrn1LL1on dollars) in
1981. The combmed deficit of the OECD countries may rise from 34 700 million



dollars in‘_1979 to 84 300 million in 1980 but is forecast to decline to | %
. 'some 65 300 million in:1981. The current adcount qf'thé United States is
expected to éhow a shaLL sdrptus in 1980 and 1981 whefeas the Community
may account for' close to half the total OELD deficit and the smaller (non—EC)
~ OECD countries for some 30% in 1980 and as much as 40%Hin’1981. Despite.
" slow growth of total imports in volume terms the current account deficit
" of the non-oil exporting developing countries is forecast to rise from
43 000 million dollars in 1979 to 60 000 million in 1980 and may rise to
63‘000‘miLLioh‘in 1981. The deficit of the ceﬁtraLLy pLanhed econdmiés i's expected
_toremain Little changed at 16 500 million dollars in 1980 and 18 000 million in 1981.

OUtLook‘for thé Community
Following a reLétiVeLy buoyant develbpment in late 1979 and in the -
first quarter,of'1980 real gross domestic product of the'Community féLL
in the second quarter of the year and ié eétimated to have declined éLso l
in the third quarter. For 1980 on'avefage‘GDB'ié nevertheless estimated
to show a riﬁe of 1.3%. The cyclical slowdpwn is attributable in thé first
instance to a decline in private ¢onsqmptioh reftecting trends in'djéposable
income of households which started to falll in late 1979, in the first
period ofkadjustmeht households seem to havevreacted by a reduction in -
| the savings ratio, bUt in the. course of 1980 the LevéL~of expenditure. ' “ih
was:adaptéd’to the waer income largely resulting in a sharp decline of

consumer .demand in real terms.

: Deveprments in 1981 QiLL'be determ{ned.by a range of factors many

"of which are subject to imporfant po[icy;decisions‘étitl under prebaratibn;
Moreover, certain critical assumptions concerning the pattern of reaction
of households and;enferprises to some extent depénd on. conjectures énd
interpretat{on of qualitative informatibn on attitudes and opinions. fhé
currently available data would suggest that the expansionary forces

may régain a certain strength‘{h fhércourse of 1981. Private consumption,
in particular, after a probable fall in the second half of 1980, can be
expected to recover'as’the\growth of real disposabte income of households
is Likely to resume in the first haLf of neXt'year.‘Moreover, in sharp
contrast to 1975 developments, househblds,ére not expected to step up their
acquisition of financial assets in the coning phase ofrcycLicaL.deveLop—

ments: the savings ratio of households ‘is |forecast to rise only moderately
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in 1981, remaining approximately on the Llevel of 1977-79. Fixed investment,
after a decline in the second half of 1980 and the first half of 1981 is also
expected to provide a modest support to activity as from the second half of 1981.
InvestmentintentioﬁeinihdustryremainedbuoyawtuptoWby1980andthefihanciaL

“situation of the enterprise sector asa whoLe had kept relatively healthy. There

is as of yet no reason to expect anyth1ng Llike the collapse of business
investment which was a major factor behind the 1974-75 recession. As ‘
normal in a period of cyclical slowdown the cash flow deterioration will

be reflected in a decline in inventbry formation: this process should

“come to ah end in the course of 1981 and stockbuilding may by the second

half of the year provide a small stimulus to activity..

This outlook for private sector demand would seem Likely to be

‘realised without any major change in'econOmie policy and/or shift in prLic

sector spending programmes. Public consumption is forecast to rise only

~ moderately (1,3% in real terms) and public investment may actually fall

in volume terms. Given, however, the temporary slowdown in the growth
of “income ‘and expenditure in the private sector, the rise in tax rece1pts
(net of transfer payments) witl in 1981 fall somewhat beh1nd the rise in

public expenditure resulttng in a certain rise in the budget def1c7t in

,proport1on to GDP from 3,5% in 1980 to 3,9% in 1981. Even with unchanged

geheraL orientation of budgetary policy, the automat1C»budget reactions

will thgs contribute to sustaining the growth of activity in 1981.

As .indicated above, world trade, after stagnation in most of 1980,
is expected to resume growth in the first half of 1981, with notably
a rise in imports to North America and Japan, following the marked decline
in 1980. Exports to the non-oil LDC's may rise only slowly while exports

to the OPEC countries should be a factor of buoyancy for the Community. A

‘key issue is, however, whether the Community's industry is in a position

to maintain its shares in domest1c and foreign markets or whether the
marked loss in price compet1t1veness since early 1979 will exert a negattve
influence on the sales performance notably in comparison with Japan which,

despite the recent strength of the yen, has gained a sharp competitive

~edge over the Community. Against this background expofts from the Com-

~munity to the rest of the world may not rise as fast as the increase 1in

markets (excluding imports of 0il) although sOme‘acceLeration is Llikely

to take place in the‘course of next year. On'average fOr.the[yeér 1981



’vsee only limited further improvement in 1981. For the year as a whoLe ‘the f
deficit may amount to some 25 500 million ECU (36 200 million dollars),

_exports of goods (1ncLud1ng 1ntra—trade) ére exoected to rise by. 1, 9/ ' S "!:
in volume terms after a rise of 3.5% in 1980. Imports, on the other hand, '

‘after a decline 1n.voLume terns in the second half of 1980 refLect1ng

mainly the fall in inventory format1on, should resume growth in the
course of 1981. Although the rise in 1mport prices is exoected to dece-
lerate the current account of the»baLance of payments, which .is expected /'

to improve between the first and' the second half of 1980, ‘may therefore

corresponding to approximately 1.2%0f'the Commun1ty s GDP.

The rise in consumer prices is likely to slow down more rapidly ]

than in 1974/75 as domestic cost increases! have been kept in check more -

successfully since the second 0il price shpck. Part'of'the recent price

deceLeration may, ‘however, be'attributable to a narrow1ng of prof1t marg1ns;

* due to st1ffer compet1t1on from abroad. The degree of d1vergence of price

\performance is L1keLy to fall somewhat from the record-high figure of 1980;r

the d1fference between the highest and the towest rate.of increase in the

deflator of pr1vate consumpt1on is expected to fall from about 15 percen-

~ tage po1nts in 1980 to about 11" points in 1981. Nevertheless, even in 1981 .

the rate of inftation in the Community will, at 9.7% be more than twice tﬂ,v
as high as in the per1od 1960/73 with, in particular, a much h1gher d1f—

ference in performance between Member . States. The GDP deflator and unit

Labour costs, which are more reL1abLe 1nd1cators of the underty1ng rate

of inflation, and which showed a smaller acceterat1on in 1980 may onLy

slow down moderately in 1981.

W1th only sLow growth in activity in [1980 and 1981'employment_may
show onLy Little increase in theformeryear and a fall in the latter. The -
labour force of the Community is, on the other hand, Likely. to expand
relatively fast - mainly for demograph1c relasons. In 1981 it will therefore
be part1cutarty d1ff1cuLt to provide jobs for those who join the Labour
market for the first time or after a certain pause. On aVerege for the
year the rate of unemployment is_forecast to reach 6.8% of the labour
force and could by the end of the year be even.higher.;/
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\'. : Policy issues for the Community

In view of‘the unsatisfaetory'prospects for output and unempLoyment
-and'the forecast of a deceleration in the inflation rate is there any
room for a Loosening of either monetary or budgetary policies? There is
LittLe’doubt that the rather tight mohetary conditions of the recent 4
past have, in conjunction w1th domestic cost developments, had an
initially depress1ng effect on activity in the Commun1ty, both through
higher interest rates and through exchange-rate movements (for the Com-
munity as a whole and, more ACuteLy,,fot certain Member States). However,
given the imnerative of reducing the rate of inflation in order to restore
a‘pLatform for stability and medijum-term grthh,_the argument'for main=-
taining the present stance ot monetary policies is a strong one. To
abandon this would threaten not only to prevent a reduction of the .average
“inflation rate in the Community but also to further widen divergences and
. to endanger the stability of‘the EMS. Further, the greater w1LL1ngness of
; the private sector, as compared with 1974/75, to reduce (or a Least not to
MihcreaSe)-their rate of accumulation of financial assets may be linked to
a reduced degree of uncertainty and an increased degree of confidence
about medium—-term stability; this deveLopment itself is very L1keLy to
,*ave been dnfluenced by the evident determination of the author1t1es in

‘Member States to avoid feeding an: 1nfLat1onary spiral.

‘ In addition, there are several constrainté-upon the -use of budgetary
relaxation aimed at eLimihating or limiting the recession under the'present
circumstances. First, to.the extent that the recession in the Community
is due to the impact on activity and world trade of the restrictive
monetary and fiecaL policies-in non-EC countries, discretionary budgetary
measures aimed at offsetting such an impact cannot be taken in the Com-
Munity without Leading to an addftionat'tncrease in the current balance of

paymentdef{ctt. second, a part of the recession is attributable not to a shortfall

T el
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stimulatory measures would tend to Leak heaV1Ly into 1mports. Moreover,

due ‘to the high marginal {mport propens1ty the impact on activity would

be small and the loss of fiscaL revenue too large to be acceptable}

In both cases, even 1f the author1t1es
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Any conclusion drawn on the basis of this survey with respect to
prospects for actual saving of households over the remainder of 1980
and 1981 must necessarily be ﬁenfative and provisionat; On‘batance
there might, however, appear fo be some reason to expect the 1974/75
pattern to be repeated but with a considerably emaller amplitude. This

would imply that the fall in the savings ratio which is likely to

~have occurred in the first months of 1980 could, under certain conditions,

be expected to be fol Lowed by a return to levels close to those experienced

in 1975/76.

~ The CentraL economic forecast by the Commission's staff as outlined
above assumes that the savings ratio of households declines somewhat (0.6‘
points) between 1979 and 1980 and rises by 0.3 p01nts in 1981. I1f, instead,
the sav1ngs ratio of households after the temporary decline in late 1979
and earty 1980, 'as suggested above, rose far above ‘the Llevel of 1979,

private consumption could hardly be expected to recover as early as

suggested in the central forecasts and the recession could become both

deeper and longer than expected in September. for instance, if as a result

.- of higher~than-assumed savings, consumer'spending were 1% lower than in

.the central forecast from the second half of 1980 onwards, GDP in the

Community could by the middle of 1981 be about 1% lower than in the central

‘forecast and output would be Lower in the second half of 1981 than in the

first haLf of 1980. The higher household savings ratio would have as a
counterpart partly a tower current external deficit and partly a higher
general government budget def1c1t, resuLt1ng from a short- faLL of tax
receipts and additional expenditure in the form of unemployment allowances.
Despite the higher budget"def{cib short and long term interest rates would,
however, be lower than in central scenario. Thus the higher government
borrowing requirement resuLtihg from the operation‘of the automatic sta-~
bilizers would not make it harder or more expensive for private borrowers

to find finance and would therefore not reduce private expendwture. However,

the governments in some Member States have undertaken generaL commitments

“to keep the budget deficit below certain Limits as a proport1on of GbP, and

even without a specific committment governments are aiming at a gradual
reduction of the rate of increase of nominal public debt. The possibility that

budgetary policy would be tightened in response to the rise in household
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sav1ngs could therefore not be altogether excluded. The combined deflattdnary-"fy'r
impact of an increase 1n household sav1ng§ and budgetary measures to keep x
“the government borrow1ng reqU1rement from rising would lead to a very con-

siderable short- faLl of GDP and to “muchnh1gher unemployment than in the

‘central forecast. On the whole it can be brgued that in order to avoid a

maJor loss of output, governments would be more or less obltged to accept,

at least in the short term, the 1ncrease in the budget deficit result1ng

~ from the change in savings/expenditure behav1our of households.

It would be more d1ff1cuLt to adv1sé, however, that ‘budgetary potvcy
should not only accept theée induced 1ncrease in the budget def1C1t but go ,
' further and try to fully offset the deflat1onary 1mpact of the rise in household
savings through d1scret1onary measures suoh as a tax reduct1on or an ad--
ditional increase in publ1c expenditure. Tme timing of such measures would be
- a key issue. Wh1le a certain activation of budgetary pol1cy, if taken at
a very early date in the cyclwcal process, m1ght be benef1c1al for attivity

>

and»employment and lead to,only.a marginal! increase in the budget def1t1t
the negative aspects of such measures woulb be Larger 1f taken when the

economy is already approaching a cyclical + ~turn.’ , ) -
In pract1ce it is difficult to br1hg about .an activation: K .'r' '*’&iffﬂ

of budgetary policy at a suff1c1ently earl% stage in a cycl1cal dounsu1ng

"to bring the decline to a halt~ one‘or ‘two quarters earlier than would ;

otherwise be the case. First, despite contf’uous improvement_of the quality

and availability of statistieal data, a clerr picturekof the conjuncturat

situation can be obtained only with a délay»of several months or in some ‘

cases several ouarterss' Second' even when data on cycl1cal developments y :“!5a’

are ava1lable the preparat1on and 1mplement t1on of pol1cy measures take

time and, furthermore, such measures as might be 1ntroduced will often take

.effect only gradually over several months of with an even longer delay.

Given that perfect foresight is impossible, ‘

might therefore have their main 1mpact on a

discretionary budgetary measures
itivity at a time when ‘the:
economy is already pull1ng out of the recess
accentuate rather than dampen the cycle.

_!A«._D__..dv“

ion and thus on the whole
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This mgght well be the case if general stimulatory measuree, for
instance a tax reduction, were taken in Member States in early 1981
in response to the slowdown which has been under way since the second
- quarter of 1980. By the time such.meésures,woutd have effect, the bottom
.of ‘the cycle might have been reached and there would be a risk that the
measures would stimulate price increases and 1mports rather than domestic

act1v1ty.

whether or not pr1vate sector income/expenditure behaviour does develop
as in.the centraL forecast, it is clear that the reaction of interest
rates and investment expenditure is a key factor which may determine the
" speed and profiLe of the MOve out of recession. The analysis ot sectoral
financial balances and the loss in wealth due to inflation (Chapter 4
above) suggests. that a eLose’reLationship exists between inflation and
‘household savings and that, in pabticutar, interest payments on public debt
in some Member States are to some extent considered by the private sector
as a compensation for the loss in wealth dUe/to inflation rather than a
 ‘unilateral transfer from the pubLic sector. Although it would berpremature
‘ to érgue that a reductien of the rate of inflation in the Community
would exert an expansionary impact upon demand, there ére étrong
yreasons to argue that a lowering of the rate of 1nfLat1on is a neces-
sary condition for a reduction of the household savings ratio which in
the longer run would favour a return to a lower government budget deficit.
These findings therefore shed new tight on the apparently con-
tradictory economic performanee‘of the various Member States and also
have important 1mpL1cat1ons for the choice of policy gu1deL1nes for the
Community as a whole as weLL as for pol1c1es a1med at increasing the degree

of convergence within this entity.

First, Member States which manage to permanently and convincingty reduce
"the rate of inflation can expect a certain cyclical "oayback' from the stimulus =~

to activity resulting from a higher propensity to consume out of ‘current income.

Second, the ”tradefoff” between inflation and unemployment is consﬁderably
“weakened by a positive correlation between inflation and savings. This cor- |
‘relation indeed exptajns why in a high=inflation Member State like Italy
. unernloyment remains h'igh and demand pressufe.(apart from temporary bouts of

strength) so low, even with very high andvincreasing budget deficits.

’i e
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Third, adjustménf policies involving exchahge.rate‘dépreciatibn in
order to offset domestic cost increases may sUbsténtiaLLy depr¢ss'domestic.
cdemand to the extent that fhey lead to a further acceLeration,of inflation.
PoLibies aimed at breaking the inflationary spiral through appropria&e’
monetary and budgetary policy measures may therefore be'LeSs defLatibnary
‘than normally thought. The positive demand effects of maintaininé‘compe“l‘
titiveness“fhroggh moderation of domesfic costs rafher:than through é
weaker éu}rency/may indeed be part offthe explanation of the strong_growth

performance -of the German economy in past decades.

In sum, the benefits which a single country may reap from ah “?uto-
nomous"' orientétion of macro—econpm{c boticy may be very Limited indéed
and are Llikely to be very,shoft-tived. Member | States, notably Ifatyfénd the
united Kingdom, Where Llarge exchahge rate depreciations Have obcurred from /,
time to time have in the perfod immediately after the dépreciation eﬁperieﬁcéd
aSharpdhopiwtheLabourincdmeratio,foLLowednowgVerbyéombensatcry@agéﬁﬁcfeaées
mwiasubséquentnewdectiheif\theprofitSharé‘?olicieséimedétconverQenée A
through achieving realistic wage and price determination combined with
aopropriate domestic monetary and budgetary measures are on the other ; ‘*eb,"‘
hand likely to present considerabte advantageg in the long run. Caseé 'T
ih point are the;BeneLux countr{es and notably Belgium where a'gradUaL
improvement of the cost and pfice performance |is under way supportediby
a tight monetary policy and exchange rate stabitity. At the séme‘tjméfi
~the speed of the more or less unrestrained appreciation of the United
‘Kingdom exchange rate hés called for a particularly rapid,{mprovement in\
domestic cost conditions. The European Monetary'System‘providés fhe.ihstfr
tutional framework wﬁthin‘which coordinated stabilisation policies may be
’imptemehted and thérefore constitutes a key elément not only in exchaﬁge
rate policies in the narrow sense but indeed in the whole‘macro-econo&iC' o

policy structure of the Community.

The preceding analysis of the macro-econdmic boLicy options on‘the‘
whole Suggests that it is preferabLe to set a’mediuh4term‘c0uhse'for
budgetary and monetaﬁy poLicieé. Although it c?nnot be ekcluded that bud-
getary policy has a rpLe to play in medium-term economic policy there is a

‘strong case against abrupt changes in policy orientation, particulérly when the
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automatic fiscal stathizers are reLativeLy strong as in most European

countries. The operation of the automatic stabilizers will - if not offset
by restrictive policy measures‘— provide a certain,support to activity but
cannot prevent a sltowdown in-a situation when stroné external and internal

forces exert a deflationary impact Upon activity as in 1980.

The restricted freedom of manoeuvre available to Member States in the
demand-management field to Limit'the appearance of recessionary conditions
1n no way implies an inevitable poL1cy negativism. Indeed, it may help to
concentrate the m1nds of poL1cy makers on measures to improve the working
of the various markets in the economy which tend to be ignored at times
whenbdemand-management measures seem to be a more obvious option for policy
activism. It is important, however, that any»micro-economic Cor '"supply
side'") measures taken should be such as wouLd be positive and worthwh1Le at
any stage of the ‘demand-cycle; wh1Le aimed at having an impact
in combatting the unfavourable employment and the structural effeCfS of
recession,they should not be considered as specifically short-term anti=
recession measures forced on poLwcy—makers by the frustration of more

conventional demand-management policy.

For .example, actions in the field of energy demand and supply must
have as their starting-point the need to loosen the energy constra1nt on

the Commun1ty s medium—~term growth prospects. Thus, recalling the energy

"poLicy objectives adopted by the Council in May 1980, at a time when an

underlying growth assumption of 3 1/2% per annum was used, it is even
more important now, when it seems likely that such a growth assumption
may be rather high, to ensure that the targets for reducing energy-consump=

tion are met. Similarly, investment in new sources of energy supply and in

~reducing energy consumption in industry, construction and households is a

,priority independent of cyclical considerations. The importance of energy

investment may in fact necessitate a change invthe pattern of overall
spending and taxation (so as’to favour ‘such investment) in the Member States'
budgets at the expense of such traditional anti-recession spending areas

‘as subsidies to "crisis'" industries and social transfers. Further, the
existence of rece351onary conditions should not defLect 90vernments from
seeing that increases in energy costs are passed on to users or from moving
towards convergence rates taxation of energy at the level of the highest-

rate Member States. In this respect it s partioutarty important that any

. softening in oil prices as a result of recession. should not be allowed by

governments to weaken the efforts of domestic sectors to economize on energy.

)77
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A second major target'Of-micro-economic

‘the reversal of that decline in the proportion

‘p|1vate sector which ‘has taken place 1n most M

The Long—term Commission strategy for corporat

iheLpfuL in this direction. It js also’ importan
of tax systems on the~operation of financial m

favoured tax treatment giVen to certain saving

debt instruments) and to
sector purchase of dweLL1ngs, for instance) is
the most eff1c1ent pattern of resource-aLLocat

"markets.

In the field of pubL1c 1nvestment,

certain forms of bor

EELRLE

Policy should be to facilitate
of income4invested by thé‘

ember States sfnee‘the 1970's.
1on‘tax'harmonization‘is

t to consider the effects
._The ‘

S 1nStroments;(usuaLLy public

arkets in a wider context
rowing (to finance household"

clearly not consistent with

ion through the financial -

governments ShouLd

) conswder etabL1sh1ng contingency plans for investment schemes which. couLd

be put into operation at short ‘notice shouLd t
circumstances become such as to call for incre
f_At times in the past the capacity of certain M

available investment funds has been Limited by

forward planning.

wnere'oroduct markets are concerned, it

(when pressures mount to extend barriers to co

thernaL)'especfaLLy important to foster the i

: @o facilitate the‘deveLopment of the Commonity
" could be done, for inétance,‘through a more ac
tence to counter. the emergence of technicat or
“circulation of goods and through more aotiVe p

" nization approach in the field of technical st

" The 1980/81 downturn coincides with a re

' phically determined - growth in the potential

of a policy response to this widening of the d

and demand for manpower is therefore a key poL

other areas .of micro-economic policy measures

desirable in themselves and retain_their,worth

~cycle. Thus in the area of labour suppLy,‘for

he economic “and budgetary
ased publtic investment.
ember States to absorb

the absence of~adeQuate

is in receésiOnary condjtions".
mpetition,'both internal and
mprovement of c0mpet1t1on and
market for new products. Thws
twve use of Commun1ty compe-h
régutatory obstacles to free .
reventive use of the harmo- '

andards.

Latively Llarge - demogra-
Labour force. The formulation
1sequiLibriom between supply
icy issue for 1981. As ﬁnv
taken‘shoutd nonetheless be
whatever the state of thév

instance, as stressed in the
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10.16

’ CounciL'resoLut{on~of 18,December'1979 on the adaptation of workingvtime;fhe
formulatioq of a Commuhity approach making for overall coherence and fostering
consensus at Community. level should be aimed &t through ConsuLtations and
contacts with repreSentatives\ef-empLoyers and workers. Detaﬁted guidelines
for voLuntary'part—time wofk, for Community action in the field of - temporary
work and for flexible retirement have on this bas{s recently been put forward
in‘communications from the Commission. The communﬁcation on flexible retire?
ment, in particular, recalls that measures in this field ceuLd have a
dampening impact upbn the'growth_of Labour supply in‘a“period with persistent
unempLoyment. Such measuhes would ﬁot, however, necessarily tend to create

bottlenecks during an upturn.

T Adaptat1on of those aspects of employment and soc1aL security

‘Leg1sLat1on whwch prevent employers from taking as much: advantage of

the demand by potentjat workers for part-time jobs as they might otherwise
domightbeconsidered.Anextensimwofpart-timeandshiftworkwouldimprove
fheutitizationofﬁheexistingcapitalsfockandtherebyincreasethestructura[pos-
sibilities for employment. A stepping up of part-time work and early re-‘
‘tirement would, however, hafdly be sufficient to prevent an increase in un-

p;employmeht in a situation when almost 3 miLLion young people join ‘the labour

force annually :in the Community' Possibilities of extended schooling,
spec1aL training schemes and other measures to 1mprove the professional
'quaL1fwcat1ons of the young elements of the Llabour force could bring a
favourable social return over a medium-term in which the Community will
.be/Looking to eStabLish or maintain an international competitive advantage

in skill and technology-intensive industries.
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