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Introduction

® In July 1990, for the first time since the Gold Standard era,
capital will move freely between most Community
countries. This will gradually affect credit conditions and
investment opportunities. In order to pinpoint these
changes on the increasingly global capital market, this
issue of European Economy, Supplement A, the first in a
series to be published every six months, presents some
essential facts on the structure of the major financial
markets.

Summary

® Where world saving is concentrated: 75 % in the OECD
area and 51 % in the EEC-Japan area alone. For twenty
years the Community has had the largest pool of savings in
the world.

® The structure of savings by households: it is increasingly
channelled into securities and shares. Securities such as
Unit Trusts have made a decisive contribution to this.

Even though there has been an exceptional rise in share
prices since 1983, the role of the European stock markets is
a minor one compared with centres such as New York or
Tokyo. Also, stock exchange places are losing importance
as physical locations.

® The financing of European firms: since the mid-1980s, the
increase in profits has made it possible to consolidate
company liquidity and self-financing. However, even
though their own resources are higher, European firms
(except for German firms) on average have to bear heavier
financial charges than Japanese firms.

® Regarding interest rates, we find out that the yield curve has
been inverted. The eventual subsequent weakening of the
tendency to invest might in turn weaken both the
European integration process and the opening up of
markets in Eastern Europe.

CHART 1: Stock market price developments
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Note :

The EUR § index corresponds to the first major componentof share
indices in five European financial centres (Frankfurt, London, Paris,
Milan, Madrid), with the axes being adjusted.

Remark

Since the end of 1989, share prices have been on a downward
trend; particularly marked in Tokyo. However, if one takes a
broader view (see in particular Table 3.3), the present situation
could indicate that an adjustment is taking place between the
stock market valuation of company assets and their actual
productive capacity. This tendency has probably been over-
amplified with the latest events in Koweit that occurred after the
completion of this current issue.
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TABLE 1.1: Savings ratio and gross investment — 1987 (in current dollars)
Savings Current account .
. Gross investment
ratio balance
as % of area as % of as % of as % of
GDP world are GDP World GDP
(1) 2) 3) 4) (5)
World (a) 22 =03 100 223 242
OECD 21 0 75,6 21,0 16,8
EUR 214 1.0 252 204 5,6
Japan 34 3,6 214 304 48
United States 13 —-34 219 16,4 49
Oil exporting countries 23,0 0 59 23,0 1.3
17 most heavily indebted countries 21,0 2 32 19,0 1,0
4 East European countries (b) 34.6 09 3,1 33.7 0,5
(a) Countries reporting statistics to IMF
(USSR and Czechoslovakia in particular are excluded).
(b) Hungary, Poland, Romania and Yugoslavia.

1. Basic data on world saving

The twelve-member European Community has the largest pool
of savings in the world, as can clearly be seen from Graph 2,
which represents its main areas of distribution. Graph 2 also
demonstrates that over three-quarters of global savings is
concentrated in the OECD area, within which the largest part
(51 %) is held by the EEC-Japan group. The salient feature of
the last twenty years is the contraction in the share of United
States savings, which has been halved: this is mirrored by
corresponding increases in the share of Japan and the rest of the
world.

Savings reached a global level of USD 3 300 billion in 1987 it is
estimated that since 1965 savings will have increased at the

average rate of 10.5 % a year, i.e. by a little more than nominal
GDP.

Table 1.1 shows the distribution of savings, and column 2 in
particular shows the countries which do not generate sufficient
savings. It can be seen that the United States is one of these
countries, a situation which is offset at world level by the
Japanese surplus. Similar counterbalancing exists within areas
such as the EEC and the East European countries where
surpluses (Federal Republic of Germany, Romania and
Yugoslavia) are partly absorbed by the deficits of the other
countries of the same area.

Table 1.1 also shows the overall allocation of saving, and the
countries likely to generate high income, and therefore
significant savings, as a result of a high investment ratio..
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TABLE 2.1: Use of households’ income
D F I NL UK EC-5 USA JAP
1980
Consumption 89,3 84,8 76,6 88,5 85,0 85,1 79,8 76,3
Investment 0,5 10,7 11,3 — 5.7 6,0 15,4 12.2
Financial saving 10,2 45 12,1 11,5 9,3 9.0 48 11,5
of which:
Bank deposits 55 7,2 10,5 — 10,4 79 6,8
Bonds 2,5 2,2 4.8 — 1,1 2.5 1.7
Shares 0,1 0,6 0.4 — -1,9 -0,2 -04
Other 2,1 —55 —-36 — —-0,3 -1,2 -33
100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0
1984
Consumption 90,6 86,1 75,3 85,2 87.8 85,6 79,6 78,5
Investment 0,5 8.6 8,0 — 72 53 16,1 9.5
Financial Saving 89 53 16,7 14,8 50 9.1 43 12,0
of which:
Bank deposits 38 6,8 7,6 o 9,1 6,5 8.8 11,1
Bonds 22 1.3 11,3 -— 0.9 306 4.1 14
Shares 0,1 1.4 0,3 — ~14 0,2 -1,7 0,2
Other 2.8 —42 -2,5 — —3.6 -1.2 —-69 -0,7
1000 100,0 100,0 100,0 100,0 100,0 100,0 100,0
1988
Consumption 89,1 879 75.6 97,7 96,2 87,4 81,0 78,1(H
Investment —- 9,3 8.6 — 8.5 6,5 17,0 10.4¢1
Financial saving 10,9 2.8 15,6 2.3 —47 6,1 2,0 11,5(H
100,0 100,0 100,0 100,0 100,0 1000 100,0 100,0
Source : Eurostat.
11987

2. Where do households invest their savings?

Table 2.1 shows the traditional characteristics of the allocation
of savings by households and its trends in some European
countries, the United States and Japan.

2.1 Basic trends

During the last twenty years, there has been a definite
downward trend in the savings ratio (physical and financial) in
the five countries surveyed: the increase in the ratio of
consumption reported in Table 2.1 is clear, especially during the
most recent period. This trend is particularly marked in the
Netherlands, the United Kingdom and France. However, this
rule does not apply in Germany, Italy and, outside Europe, in
Japan. According to the ‘investment’ line in Table 2.1, the fall in
the savings ratio seems mainly attributable to the reluctance of
households to invest in housing, despite a rising trend of house
purchase in the United Kingdom. These characteristics have
remained very clear for about ten years but there seems to be a
break in 1988 (recovery in the construction industry).

2.3 Forms of investment

In the 1980s, financial investment expanded sharply but growth
was not sufficient to halt the decline in the savings ratio. In this
sector substitution can be seen between bank deposits and fixed
income securities or shares. However, compared with the
situation in the United States, the proportion of shares held by
European households still remains low, even though this
discrepancy has partly been corrected by the recycling carried
out by Unit Trusts. )

Retirement savings schemes and life insurance are also showing
a marked increase on the continent of Europe, although there is
no comparison with established habits in the United States and
the United Kingdom.

Unit Trusts met with remarkable success in the first half of the
1980s and since then they have continued to absorb a significant

proportion of private savings, even though their popularity fell
significantly in the second half of the 1980s. Nevertheless, at the
end of 1987 their share of the savings market was still close to
7 % ; but it was as high as 14 % in the United States and almost
22 % in France. The appearance of this type of investment, in a
variety of forms which increase its mobility and reduces the risks
involved, remains the striking feature of recent years: its
importance is shown in Table 2.2.

With regard to the type of institution which collects funds, the
bulk (over 90 %) of funds go to the banks, except in the United
States, France and Belgium where savings banks hold one-third
or so of investments. Banks and savings banks have begun to
compete keenly for deposits, and competition is tending to
increase with financial despecialization.

TABLE 2.2: Amounts dealt with in Unit Trusts (end-of-year
situation)
As percentage
Billion Ecu
Structure Growth
1983 [ 1988 1988 1988,83
D 149 43,6 9,6 +193 %
F 39.6 202.8 447 +412 %
1 1,5(1) 33,7 7.4 +2 147 %
NL 7,5 16,4 3.6 +119 %
UK 41,40 940 20,8 +128 %
EC-5 1049 390,7 86,1 +272 %
B 1,o(H 39 0,9 +290 %
L 6.6 49.1 10.8 +644 %
DK —— 2.8 0.6 —
IRL 0,1 0,8 0,2 +700 %
E 0,3 6,1 1,3 +1933 %
| — 0.3 0,1 —
EUR-11 112,9 4537 100,0 +302 %
USA 333.6 691.0 152.3 +107 %
JAP 73.4 361,2 79,6 +392 %
! Estimate.




The behaviour of households outlined above has not ap-
preciably changed the overall savings ratio in the Community
insofar as the other institutional operators have offset this trend.
Nevertheless these changes may have major consequences in
several areas.

The fall in personal savings combined with its greater mobility
may represent a factor of fragility for external equilibrium, if
monetary policy were to become lax.

The development of the different forms of financial savings has
definite consequences on the productive structures. It may
facilitate or hold back the financing of business investment, and
it may even influence its nature. '

As a result of the convergence of economic policies in the
Community it is advisable to succeed in the coordination of
financing needs of the using sectors to avoid undesirable
fluctuations in prices and rates.

3. Stock market intermediation

By channelling savings into productive investment in an
appropriate form of financing, the stock market helps to
consolidate productive capacity andeconomic growth. In
addition, the development of techniques and of financial
innovation now makes it possible to finance firms of all sizes or
with higher risks.

3.1 Main characteristics

Graph 3 shows, on the one hand, that until recently European
stock markets had very little independence in relation to the
movements observed in New York, and on the other, the more

~definite autonomy of the Tokyo stock market. Since the crisis

TABLE 3.1: Indicators of activity and of accumulation of nominal capital in industry

(annual average rate of change from 1960 to 1985 unless otherwise indicated)

4. Gross capital
3. Total stock in current ecu
1. Gross value 2. Gross capital ; as % of EUR total
employment
1982 1985
B 4.6 4.5 =13 30 30
D 29 40 —0,6 28,0 279
E el = = 6.0) 6,2)
F 42 3.7 —04 17,5 18,3
1 52 35 0,1 14,1 15,2
NL 34 . 4,7 i 54 5,1
P e o = (1,0) (1,0)
UK 1,2 2,5 =1.8 25,0 232
EUR-6 3,6(a) 3.6(a) —-0.8 100,0 100,0
USA 34 3.8(a) 0,6 84,4 103.3
JAP 9.7 8,6 1.7 3270 509,0

(a) From 1962 to 1985.
Source : Sectorial data base (Eurostat and DG II).




TABLE 3.2: Stock market capitalization at 29 December 1989

billion % of % of
ecu EUR-7 GDP

Belgium 42,08 3.3 30,3
France 181,59 144 21,1
FRG 235,98 18,7 21,8
Italy 95,27 7.5 12,1
Netherlands 89,06 71 438
Spain 61,83 49 18,1
UK 556,72 4.1 74,1

Total EUR-7 1.262,53 100,0 30,3

Japan 2.632,14 208,5 1023
USA 1.967.74 1559 3438

of 1987, however, the three indices seem to have merged,
showing that the world financial market, centered on these three
locations, is more homogeneous.

The general or ‘common’ movement of European stock markets
can be followed by a composite index covering the main stock
markets as shown in Graph 3 (the index was prepared by the
principal components technique by merging the stock exchange
indices for Denmark, Belgium, Germany, Spain, France, Italy,
the Netherlands and the United Kingdom).

A comparison of Tables 3.1 and 3.2, which in particular draw a
parallel between the productive capital of the main indus-
trialized countries and their stock market capitalization, shows
that the financing of companies through stock market is little
used in many Community countries, whereas it is more
widespread in the United States and Japan. Despite differences

in definition, coverage and period, the discrepancy which exists
between capital stock and stock market capitalization in
countries such as Germany, Italy, and to a lesser extent France,
is striking. The situation in these countries, which contrasts with
that of the United Kingdom, reflects very marked differences
with respect to the financing of investment, which have shaped
behaviour towards risk investment.

Also, the stock market is less and less a clearly located meeting
place where traders physically exchange orders. Computeriz-
ation and innovation mean that traders no longer have to be
present in any one place, that the vast bulk of business is
conducted outside the stock exchange, and that prices adjust
rapidly: the trading floor is giving way to electronic communi-
cation. Orders given in Milan, Amsterdam or Brussels are
frequently executed in London or Paris. The shift in business
can be seen in the fact that at the end of 1989, and for the very
first time the volume of transactions (ecu purchases and sales)
on the Frankfurt market reached the same level as in London.

4. Finance requirements and financial structure of enterprises

Financing structure have a predominent influence on the
productive and commercial performance of companies.

This relationship emerges very clearly from an analysis of the
last ten to fifteen years balance sheets and profit and loss
accounts which are collected by organizations centralizing
balance sheet information in most industrialized countries.

This period has been marked by severe upsets in the profit and
loss account, in response to which companies have altered their
techniques of production and the structures of their assets.
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TABLE 4.1: Financial structure of enterprises — 1982*
B D E F I NL P UK EURS**  USA jAP
1. Net technical assets 31.8 349 400 289 320 516 0 446 372 37,6 — 335
2. Net current assets 56,8 41,1 50,9 61,6 56,2 334 — 492 494 — 390
3. Assets connected with internal activities (=14+2) 88,6 760 - 90,9 90,5 - 882 840 — 864 87,0 o 72,5
4. Participating interests and financial credits 54 18,0 4,5 58 7,5 94 — 1.6 7.2 — 93
5. Liquidity, banks and fixed income securities 6,0 6.0 4.6 3,7 4.3 6,6 29 120 58 — 18,2
6. Total Assets 100 100 100 100 100 100 100 100 100 -— 100
7. Net capital 17,7 14,8 14,6 9.3 13,6 8.2 10,1 94 12,2 — 55
8. Reserves and provisions 14,0 232 13,7 13,0 16,1 394 14,3 420 220 —- 214
9, Total capital and reserves (equity) (= 7+ 8) 31,7 . 380 - 283 223 297 476 244 514 34,2 — 269
10. Medium and long term debt 18,2 19,8 224 17,3 157 17,6 204 6,1 17,2 — 17,0
11. Short term debt 50,1 422 493 604 546 348 552 425 48.6 o 56,1
12. Short term financial equilibrium
{(=2+5-11) 12,7 49 6,2 4.9 59 5.2 —- 18,7 6.6 — 1.1
* = Industry excluding the energy sector.
** = Arithmetic average of eight European countries.

proportion of added value and the key influence of interest and
other charges.

4.1 Evolution of company profitability

The late 1970s saw rapid progress in industrial technology and a
large-scale renewal of the stock of productive capital, with the
aim of cutting labour and energy expenses which had become
too expensive. Clearly, a conversion on such a scale would not
have been possible without a radical restructuring of units of
production and of the related financial resources.

The strong revival of profits since 1984 resulted in an increase in
technical assets, after a certain time lag. The interval was used to
broaden and diversify the range of activities, and to alter, as a
result, the allocation of financial resources particularly in order
to increase liquidity. Two main reasons are mentioned to
explain this behaviour:

In the early 1980s the economic upturn was interrupted by the

second oil shock ; on top of this came the increase in interest and
other charges and the consequent drop in profits, which
persisted until 1983/84.

These developments are recorded in Graphs 4(a) and 4(d), based

(1) the increase in financial yields, especially yields on risk
capital, prompted firms to increase the productivity of
equipment before broadening the productive base;

(ii) the announcement of the Single Market of 1993 and of its

implications for competition has compelled firms to
consolidate their financial base in order to adapt to the new
dimensions of the market.

on the profit and loss accounts of a sample of European and
Japanese firms, covered by the BACH (2) data base. The main
items in the account show the fluctuations in staff costs as a

TABLE 4.2: Financial structure of enterprises** — 1987
B D E F [ NL P UK*  EURE&*™ USA JAP
I. Net technical assets 37,1 370 38,7 297 250 53,7 40,1 358 37,1 56.3 34,7
2. Net current assets 479 331 476 562 580 276 -— 474  (455) 349 34.8
3. Assets connected with internal activities (=1+2) 850 70,1 863 859 830 813 — . 832 (82,6) 91,2 69,5
4. Participating interests and financial credits 6,0 20,2 7,1 6,9 8.8 11,0 —- 1.2 (8.7) 2,7 9.2
5. Liquidity, banks and fixed income securities 9.1 9,7 6,6 7,2 82 7,7 5,5 15,6 8,7 6,1 21,3
6. Total Assets 100 100 100 100 100 100 100 100 100 100 100
7. Net capital 193 14,1 19,5 9.3 11,7 8,1 18,1 7.6 134 12,3 5,7
8. Reserves and provisions 21,9 283 20,2 214 214 43,5 9.6 42,7 26,1 30,7 238
9. Total capital and reserves (equity) (= 7+8) 412 424 39,7 30,7 331 516 277 503 395 430 295
10. Medium and long term debt 15,5 18,3 14,1 23.1 10,2 16,1 19.4 7.2 15,5 252 17.7
11. Short term debt 433 393 462 402 56,7 323 529 425 45,2 31,8 52.8
12. Short term financial equilibrium
=2+5-11I) 13,6 3.5 80 172 9.5 30 — 20,5 9.2) 9.2 33
* = 1986,
** = Industry including the energy sector.
*** = Arithmetic average of eight European countries.
Source : Data Base of Harmonized Company Accounts (BACH. DG I1).

(a) See:J.CH.SANANES; Data Base of Harmonized Company Accounts (BACH, DG II), October 1989.
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The growth of profits since 1984 has encouraged these changes
and made them happen more rapidly, which suggests that the
current phase of prosperity is based on sounder and more stable
technical and financial bases. However, in view of the diversity
of financial situations, the opening up of markets and financial
deregulation, it seems important to examine more closely
whether European companies are well or badly financed as
compared with their direct competitors.

4.2 Financial structures, a reflection of productive activity

Examination of the main components of the balance sheet listed
in Tables 4.1 and 4.2 shows a greater diversity of financial
structures than might have been imagined, together with trends
which are similar.

The main contrasts in financial structures relate to: fixed
technical assets (proportionately greater in the United States
because of the traditional separation between the activity of
production and of financial intermediation, and the fact that
they are recorded in the balance sheet at replacement cost);
current assets, higher in Europe and most particularly in France
and in Italy, where the time for payment which customers are
allowed plays an important part in sales policy; the relatively
small proportion of equity and total equity and reserves in
Japan where, unlike the United States, cross-equity sharing
between industrial and financial sectors provide companies with
easier access to credit and plentiful liquidity.

In spite of these institutional differences, often enshrined in law
(transparency of balance sheets, anti-trust law, revaluation of
fixed assets, payment terms, etc.) similar structural changes
occurred as a reaction to the behaviour of demand and costs.

Consequently, between 1982 and 1987, the acquisition of shares
in other companies tended to increase everywhere ; the capital
proportion fell, reflecting the restructuring of firms which was
necessary and the bankruptcies caused by the two oil crises; at
the same time the proportion of total capital and reserves
generally increased as a result of the accumulation of reserves,
which in their turn strengthened liquidity.

In particular the management of expensive operating resources
which is expressed in the tables by short term financial
equilibrium (credit to customers, interest and other charges,
stocks management, etc.) reflects a trend towards more prudent
management. Unfortunately, this trend is less widespread in
Europe, where the economies of scale which would make it
possible to reduce these costs have not been achieved to the same
extent as in the United States and Japan.

4.3 Financial constraints

In order to assess the scale of the financial constraints which

bear down on productive activity, and on the propensity to

invest, use is often made of a series of ratios, the most significant

of which are:

A = profits/total capital and reserves, which reflects the return
obtained by a productive activity as compared with the
interest on a financial investment.

B = current and financial assets/fixed technical assets, which
measures the diversification of balance sheet assets.

C = total capital and reserves/fixed technical assets. which
reflects the long term financial cover of means of
production.

D = short and medium term indebtedness/total capital and
reserves, which measures the financial soundness of the
company and its level of self-financing.

It will be noted that these ratios reflect the bulk of the financial
and productive changes which took place during the period
under examination.

These ratios are shown in Tables 4.3, where column C may be
analysed by making use of columns B and D.#

For the three large economic areas studied, this column reflects
great stability of the ratio in Japan and Europe, and a slight
decline in the United States. This decline is chiefly attributable
to companies’ recourse to indebtedness, corresponding to an
insuffficient level of profits and self-financing. A phase of
industrial restructuring could therefore be on the horizon.

For the three large economic areas studied, this column reflects
great stability of the ratio in Japan and Europe, and a slight
decline in the United States. This decline is chiefly attributable
to companies’ recourse to indebtedness, corresponding to an
insuffficient level of profits and self-financing. A phase of
industrial restructuring could therefore be on the horizon.

On the other hand, although the situation in Europe seems
generally stable or showing slight improvement, an analysis by
country shows a widc variety of situations.

In ltaly, Germany, Belgium and Portugal, the financial
structure of companies has undergone a marked improvement
during the current decade, both as a result of a diversification of
assets (except for Belgium) and a reduction in external
indebtedness. There are signs of the opposite trend in the United
Kingdom and especially in France, where short and medium
term company indebtedness is the main method of accumulating

(a) According to the equation: CP = ((1+ B+ ()/D).K
where: CP = total capital and reserves
K = fixed technical assets
CPK =C = (1+B-C}yD;or: C = (1+B)/1+D).

TABLE 4.3: Profitability and self-financing
A B C D

1975 1982 1987 1975 1982 1987 1975 1982 1987 1975 1982 1987
B 1,0 3.9 10,3 -- 1.0 0.8 - 0.9 1.0 : 1.4 038
D 12.1 12,7 18,7* 1.3 1.5 1.5 1,0 11 1.2 1.3 1.3 1.0
E -— —22 4.4 -— 0,5 04 0.6 0.6 - 1.6 1,2
F 0,2 -13 12,0 0.8 0.6 0.7 0.8 0,6 0.6 1.2 1.5 2.1
1 - —12,6 7,7 — 1.2 2,0 — 0.8 13 — 20 14
NL .- 6.1 11.2 0.6 0.7 0.6 0.8 0.8 08 1.0 1,0 0.9
P - —45 43 = 04 09 - 0,5 0.8 - 1.7 1.4
UK 7.0 6.6 9.3* 09 0.8 0.9 1.4 1.2 1.2 0.4 0,5 0.5
EUR-8 — - —- — 1.0 1,0 0.9 1.0 - 1 1,0
USA - -— 11,9 - 0.3 0.3 - 0.8 0.7 : 0.6 0.9
JAP 24 7.6 7.4 1.5 1.4 1,3 0,6 0,7 0,7 32 2.7 2.2
* 1986.
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productive resources, despite the spectacular improvement in
profits achieved since 1982 (see Graph 4). The insufficient level
of own resources seems to be due to the fact that in relative
terms, profits are too widely distributed in the form of
dividends.

On the whole, the foregoing analysis tends to show that with the
exception of some localized situations, overall the financing
requirement of European companies is less of a burden on the
financial market than it was in the past, as a result of the
improvement in own resources.

Nevertheless, some weaknesses persist, since even though they
have a higher proportion of own capital than Japanese
companies, European firms have to bear heavier financial
charges.

5. Yields

5.1 Different types of yield

Throughout 1989, bond yields varied widely and were generally
low, ranging from 16 % for dollar issues to -3.2 % for yen-
denominated bonds with intermediate yields varying from
10.8 % for lire bonds, 6.6 % for French franc bonds, 0.7 % for
German mark bonds and 3.5 % for ecu-denominated bonds.

By contrast, on the stock markets, German and French share
yields were very high at 34.7 % and 33.2 % respectively,
followed by yields on the United Kingdom, United States and
Netherlands stock markets. The lowest yields were those
recorded on the Belgian and Spanish stock markets, at 10.1 %
and 16.1 % respectively. For the world as a whole, stock
markets yielded 14.7 %, with the yield of European markets
being significantly higher at 25.4 %.

1990 has seen a complete reversal of these trends, with yields
becoming negative, and even sharply negative on the stock
markets. The case of Japan is striking because of the scale of this
turnround (see Graph 1).

Yield fluctuations can chiefly be explained by the trend of long
term interest rates. Since the beginning of 1990 long term rates
have risen sharply throughout the world.

The current upward movement of interest rates on the capital
markets is absolutely typical of a rising phase of the cycle; it is

TABLE 5.1: Yield
Shares Bonds

4 since " since

in 1989 1.1.90 in 1989 1.1.90
Belgium 132 =55 13 2,6
FRG 347 12,0 0,7 =42
Italy 16,6 =0.5 10,6 33
France 332 =59 6,6 19
Netherlands 223 =25 0,1 —41
Spain 82 —144 — —
United Kingdom 30,0 =8 7.3 -74
Canada 17,1 —-83 10,2 =13
United States 273 =3K 17.9 =27
Japan 222 =22 =2.1 =7
Europe 254 =19 i —

due to both exogenous factors (in particular the tightening of
monetary policies) and endogenous factors, i.e. first the heavy
demand for credit associated with the high level of economic
activity, and second a certain fear of inflation veering out of
control.

5.2 Yields according to risk

A comparison of share yields with bond yields demonstrates
that financial logic was respected in 1989. The yields on high risk
assets (shares) were far higher than those on lower risk assets
(bonds). Throughout the 1980s, except for 1981 and 1987, the
situation was the same.

For 1990, however, this situation was reversed. A comparison of
long term interest rates (financial assets) with company rates of
profit (physical assets ; see also Table 4.3) shows that, from the
point of view of the businessman, the cost of borrowed capital is
close to company rates of profit. Seen from this angle, the
remuneration for taking business risks is therefore becoming
less and less attractive.

From the investor’s point of view, the high levels of long term
interest rates (15 to 20 years) on major and sound currencies and
the capital gains to be made on the stock market over the last ten
years discourage industrial investment, because the yields on
risk-free financial assets are so much higher than company rates
of profit.

5.3 Structure of rates and economic cycle

Graph § illustrates the structure of interest rates according to
whether they are short or long term and by currencies.

As can be seen, short term rates are higher than long term rates
in a good many countries (inverted yield curve). Apart from a
few exceptions, such as the British or Italian markets, this
situation occurs only when the economic cycle is at its peak.

This inversion of the yield curve is likely to have an adverse
effect on the profit margins of financial intermediaries insofar as
the cost of certain liability items (short term) is close to, or even
higher than the yield on their assets (longer term).

On the other hand, a comparison of interest rates on different
currencies — for assets of the same quality and the same
maturity — indicates how much closer such interest rates have
become. The differentials between strong currencies (German
mark and Yen) and weak currencies (USD) have rarely been so
narrow as they are now. Interest rates on the German mark and
the dollar are closer today than at any time since 1975.

13 September 1990
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TABLE A.6: Short-term interest rates ()
1989 1990 1990 Change
1985 1986 1987 1988 1989 over
11 | v 1 1 Feb.  March April May June July  August 12 months
% (c)
B 9.6 8.1 7.1 6.7 8.8 8.5 8,7 10,3 10,3 94 10,4 10,3 10,1 99 94 92 9,2 0,7
DK 10,0 9.1 99 8.3 94 9,0 9,5 12,1 11,8 10,8 12,0 11,8 1.5 10,7 10,8 10,5 0,7
D 54 4.6 4,0 43 7.1 7.0 7,5 8,1 8.3 8,2 84 83 8.3 8,2 82 8.1 83 1,3
GR 17.0 19.8 149 15.9 18,7 21.0 14,9 19,3 17,1 22,0 16,0 17.1 282 203 22,0 : 1.0
E 12,2 11,7 158 11,6 15,0 15,5 14,9 16,2 15,3 15,0 15.6 15,3 14,9 15,0 15,0 15,0 15,0 -0,2
F 10.0 7.7 83 79 9.4 93 9,6 113 10.3 10,0 10,8 10,3 9.7 9.8 10.0 938 10.3 1.1
IRL 12 124 11,1 8,1 9.8 10.5 10,7 12,1 12.3 10,3 12.3 123 12,0 11,1 10.3 10,7 i14 09
I 150 12.8 11,4 1.3 12,7 12,6 12,6 13,0 12,8 113 134 12,8 12.1 124 113 11.8 114 14
NL 6.3 57 54 48 74 74 7.8 8,6 84 8,3 9,0 8.4 86 8.2 8.3 84 85 1,1
P 21,0 15.6 139 13,0 12,6 10,0 12,9 13.8 13.8 12,5 13.9 13.8 13,6 13,0 12,5 13,2 : 04
UK 12,2 10.9 9,7 10,3 139 4.2 14.3 15,1 15,2 14,9 15,2 15,2 15.2 15,2 14,9 15,0 15,0 1.0
EUR 12¢m) 106 9.2 89 8,6 10,9 10,9 1.1 12,1 1.7 11,3 12,0 1.7 1.7 11,6 11.3 114 1.5 0,6
USA 7.5 6.0 59 6.9 8.4 83 8.1 79 8.1 80 8,0 8,1 8,2 8,0 8.0 7.7 7.6 0,5
JAP 6.5 50 39 4.0 54 54 57 7,0 7.6 7.5 7.3 7.6 7.5 74 7.5 7.8 8.3 28
TABLE A.7: Long-term interest rates (n)
1989 1990 1990 Change
1985 1986 1987 1988 1989 over
I Hi v 1 il Feb.  March April May June July  August 12 months
% (c)
B 10.6 79 7.8 79 87 8.4 8,6 9,7 9.9 9.8 10,7 99 10,1 99 9.8 9.6 10,1 1,7
DK 1.0 10,5 11,9 10,6 10,2 10,1 10,3 10.8 11,0 10,7 11.7 110 10,9 10.8 10,7 104 109 09
D 6.9 59 58 6,1 7.0 69 7.1 7,6 8.9 9,0 8.7 89 8,9 89 9,0 8,7 90 22
GR 15.8 15.8 17.4 16.0 R : : : : : : : : : : :
E 134 114 12,8 118 13.8 13.8 13,9 14,6 i4.9 14,5 14,7 149 14,9 14,7 14,5 14,5 14.7 09
F 10,9 84 94 9.0 8.8 8.7 89 93 9.6 9.7 10,1 9.6 9.6 9,7 9,7 9.6 10,3 18
IRL 12,7 i1 11,3 94 9.0 90 89 9.3 10,4 9,7 10,7 104 10,3 99 9.7 9.5 104 04
1 14.3 1.7 1.3 12,1 12,9 13.2 13,0 13,3 13,6 134 134 13,6 13,5 13,5 134 13.0 13,3 0.3
L 9.5 8,7 8.0 7.1 7.7 73 7.7 8.4 85 8,6 9.4 8,5 85 85 8.6 8.4 : 1,0
NL 7.3 6,4 6.4 0.3 7.2 7.2 7,2 78 90 9,0 8.8 9.0 &9 9.0 9.0 8.8 92 22
P 254 17,9 154 14.2 14,9 15,1 15,0 15,7 15,2 15,3 15.3 152 154 15,3 15,3 15,3 154 0.6
UK 10,6 9.8 9.5 9.3 9.6 9.7 9.8 99 11,6 10,9 11,0 16 12,2 11.3 10.9 110 11.3 1.8
EUR 12(m) 109 92 94 94 9,9 10,0 9.9 104 11,2 11.0 11,2 12 I3 i1l 11,0 109 i1,3 14
USA 10.8 8.1 8.7 9.0 8,5 8.3 8,1 7.9 8.6 8.5 8.5 8.6 8.8 8.7 8.5 8.5 89 0,7
JAP 6.5 52 4.7 4,7 52 54 53 56 7.5 7.2 7,0 7.5 7.5 72 7.2 73 8,0 30
TABLE A 8: Value of ECU = ... units of national currency or SDR
1989 1990 1990 Change
1985 1980 1987 1988 1989 over
il 1t v I 11 Feb. March April May June July August 12 months
% (c)
BFR/LFR 4491 4380 4304 4343 43,38 43,50 4341 4296 42,55 4230 4265 4237 4229 4229 4232 42,57 4251 =21
DKR 8.02 794 7.88 7.95 8,05 8,09  8.06 7,95 7.86 7,82 7.88 7.82 7.80 781 7.84 787 791 -1.9
DM 223 2,13 207 207 207 2,08 207 2,05 204 205 204 204 205 205 206 207 207 -0,4
DR 1048 1374 156,1  167,5 1788 1774 1792 1847 1923 200,5 1924 194,5 198,6 2016 201,5 2025 2038 13.9
PTA 1290 1375 1422 1376 1304 130,6 1300 1308 131,6 1283 13,9 1309 129,7 128,1 127,1 1268 1277 -1,7
FF 680 680 0,93 7.04 7.02 7.04 702 696 692 6,90 693 689 6,87 690 693 694 694 -1.0
IRL 0,715 0,733 0,775 0776 0,777 0,778 0,777 0,772 0,768 0,765 0,770 0,766 0,763 0,764 0,768 0,771 0,771 -0.9
LIT 1447 1462 1495 1537 15l 1514 1494 1507 1512 1506 1515 1505 1502 1505 1512 1515 1524 22
HFL 2,51 240 233 234 234 234 234 23l 230 231 230 230 230 230 232 233 233 0.4
ESC 1300 1469 162,55 170,1 1734 1723 1737 1766 179.8  181,0 - 179,9 1802 181,0 1811 1809 1817 1827 53
UKL 0,589 0,670 0,705 0,064 0,673 0,661 0,675 0, 712 0,728 0,730 0718 0,737 0740 0733 0715 0698 0,693 2,6
USD 0,759 0983 1,154 1,183 1,102 1075 1078 1129 1,206 1,222 1218 1,197 1,212 1232 1.223 1261 1316 22,1
YEN 1804 1650 166,5 1515 1518 1484 1534 l6i.6 1783 1898 1774 1834 191,9 1892 1882 1882 194 ] 27.4
DTS 0,749 0838 0892 0, 880 08060 0,848 0,85 0,880 0917 0932 0919 0,920 0931 0934 0930 0,939 0955 119
TABLE A.9: Effective exchange rates: export aspect (o) - - Percentage change on preceding period
1989 C 1990 1990 Change
1985 1980 1987 1988 1989 over
i1} i v 1 i1 Feb. March April May June July August 12 months
Yo (c)
B/L 0.9 55 4.1 1.3 0,9 0,1 04 20 24 [,1 0.3 0.6 0,6 0,1 0,2 0.2 08 6,2
DK 1.2 03 4.2 1.9 2.7 04 08 3.1 3,6 1.4 0.5 038 09 0,0 0,7 0.0 0.5 8.5
D 03 10,7 6,9 0.8 -1,3 ~0,2 0.4 32 2,7 O 0,0 -0,1 0.3 -0,1 0.8 0,1 1,0 6,7
GR 159 213 9.9 72 7.5 230 -09 1.9 -2,2 35 09 -1l 1,6 -14 .1 0,1 0.1 -8,0
E -2.3 1.5 0.2 3.0 4,1 -1,0 0.8 0.8 1.5 33 0.4 0,7 1.5 1.5 0.6 08 0.2 76
F N 43 1.1 23 1.3 03 0.5 2,3 29 0,9 0,3 0,7 0.8 -04 0,7 03 0,9 69
IRL 1,2 3.7 2,1 14 - 13 0.1 0,7 27 2.6 1,0 0,1 0,8 0.9 0,2 -1l -0.3 0,7 6,2
! 52 37 1.1 35 04 0,5 1,6 0.5 19 1.1 0,6 0,6 0.8 0.1 -0,7 04 04 3.6
NL 0,3 77 5. ~0.4 1.0 0,1 0,3 22 19 0,0 0,0 0,1 02 00  ~0,7 -0.2 0.6 42
P 1.3 78 7.1 Sl 3.2 1.0 0,6 0.5 03 -03 0,1 -0,2 0.1 0.0 0,2 0.1 0,1 -12
UK 0,2 73 -1,0 57 -34 3.6 9 -39 0,5 0,6 2,1 29 0,2 1.2 25 34 2.1 4.8
EUR 12 1.9 9.6 7.0 1.6 3.0 1.3 08 33 5.7 1.7 1.3 0,3 1,5 02 -05 1,6 25 15,7
USA 4.1 9,1 -12,1 -6,1 4.9 48 0,5 =23 22 02 02 -20 -0l -1.,6 03 =27 =28 -9,5
JAP 30 272 8.2 104 44 4.7 31 2.5 5.7 54 08  -42 -39 24 0.0 1.6 -08 124

Sources: For Community countrt

() Theyv do not include hmldmg

(b) % change over 12 months on the basis of the non-udjusted series of the most recent figure given.

() Change with respect to the corresponding month of the previous year.

(d) Change on corresponding month In_previous year: seasonally ld|ll\lLd

(¢) Change over 12 months m the s.u. figure of the most recent figure given for each country.

(f) Number of uncmployed estimated on the basis of the results of Community labour force surveys: annual average and quarterly average.

(g) Number of registered unemployed according to ne wional legislation, as % of total labour force

(h) Manthly series culeulated by lincar interpolation,

(i} The descasonalized series for EUR 12 is the result of o descasonalization of the gross export and import figures of the Community.

() National sources for Belgium, Denmark, Germany. Spain. France. Portugal and the United Kingdom seasonal adjustment by l:umsl at tor Greece, Ireland, Ttaly and the Netherlands.

(k) Average of monthly changes s.a. weighted by 1985 GDP prices and purchasing power parities. The monthly change in Belgium is obtained by lineur interpolation of quarterly data.

(1) Natiomal sources: three- month interbank rate except - Belgium. yield on issue of four-month Fonds des Rentes certificates: Dermark, daily money market rate (monthly average): Greece,
monthly average: Portugal, rate on 6 month deposits: from 8/85. 3 month Treasury Bills (months average). Annual average, end quartér and ¢nd month.

(m)Average \\udmd by 1985 GDP prices and purchasing power parities.

(n) Yield on public sector bonds. annual uverage. Average of lastmonth of quarter and annuul average for Germany, Spain. ltaly. Luxembourg, the Netherlunds and Portugal. End of quarter and
end of month for other Member States.

(0) Weighting coefticients are caleulated so as to allow not only for bilateral trade but also for competition on third markets and on the domestic market of the exporting country.

rostat, unless otherwise specified ; for the USA and Japuan: national sources,
adjusted for working days.

Notes: (s.a.) = seasonally adjusted : = data not available () = estimated.
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Principal economic policy measures — July-August 1990

Community (EUR 12)

3.7. The Council of Governors of the European Investment Bank (EIB)
authorises the EIB to finance investment projects in the German Democratic
Republic.

21.8. The Commission adopts a communication about the Economic and
Monetary Union for the informal ECOFIN Council of September 7 to 9 in
Rome.

21.8. The Commission adopts a package of measures in order to assure a
rapid integration of the German Democratic Republic in the Community.

Belgium (B)

10.7 The central bank reduces interest rates on one-, two- and three-month
Treasury bills by 0.10 of a percentage point. This takes the rate for three-
month bills, considered to be the main instrument for guiding monetary policy,
to 9.30 %.

23.7 The government presents the broad lines of the budget for 1991. The

agreement reached sets the central government borrowing requirement at

BFR 405.4 billion, or 5.8 % of GNP, which presupposes a BFR 359 billion

deficit for the Communities and Regions. This target is to be achieved by

means of savings of BFR 63.7 billion under four major chapters of
expenditure:

— public debt: BFR 15 billion deriving from improved debt management by
the conversion of one- to three-month Treasury bills issued in 1986-89 as a
result of rescheduling agreements into seven-year bonds and a reform of
the money market, chiefly with the aim of increasing competition ;

— ministerial departments: BFR 6.7 billion, with national defence account-
ing for BFR 3 billion and employment and labour for BFR 2.5 billion
(BFR 1.3 billion of which in the unemployment sector);
social security: BFR 21 billion, as a result of the subsidy to the social
security budget being held in reserve:
taxation: BFR 16.4 billlion, to come in particular from an increase in
excise duties on gas oil (BFR 1.8 billion) the closing of certain tax
loopholes (BFR 5.8 billion) and the revision of tax incentives-reduction in
the investment allowance (BFR 6.2 billion).

Denmark (DK)

None.

Germany (D)

31.8 The FRG and the GDR sign a unification treaty containing detailed
amendments to laws and the West German constitution.

Greece (GR)

30.6  The Ministers for Economic Affairs and for Finance jointly decide that
the interest subsidies received by investment banks on the issue or renewal of
bonds will have to be abolished completely on 31 December 1991. In the
intervening period they will be reduced by 25 % every six months.

6.7 Minimum interest rates are raised by 2 percentage points. This takes
minimum interest rates on savings deposits to 18 %, on working capital to
20 % and on medium and long term loans to 19 %. The interest paid on the
debit balance of commercial banks’ current accounts with the Bank of Greece
will be increased by between one and two points, depending on the proportion
of capital and reserves represented by this debit balance (thresholds of 15 %
and 30 %).

23.7 Construction firms are allowed to borrow in foreign currency in order
to finance their businesses except for residential construction ; private persons
are also allowed to contract loans in foreign currency to finance purchases of
real estate for professional purposes.

27.7  The retail price of petrol is increased by some 9 %.

16.8  Enterprises and private persons are entitled to participate in auctions of
Treasury bills organised by the Bank of Greece. Companies shall also be
allowed to participate in the repurchase agreements. An earlier decision
allowed enterprises to participate in the interbank market.

16.8 The so-called objective values (unit prices for real estate transactions
fixed by the tax authoritics) are increased for the major urban centres in the
country by an average 70 %.

20.8 Non-residents are allowed to invest in bonds issued by resident
companies and to repatriate the principal and the interest income thereon. In
the case of new issues their minimum duration is fixed at 2 years, whereas for
bonds already in circulation the minimum maturity is fixed at 6 months.
Moreover, the existing restriction of 3 years for the repatriation of capital
imported into Greece for the financing of direct investment is abolished.

21.8 The retail price of petrol is increased by some 17 %.

Spain (E)

6.7 The government decrees the establishment of a system of fixing consumer
prices of petroleum products on the basis of objective criteria. Maximum
prices will be set every 15 days on the basis of the spot market oil price and the
level of petroleum product prices in a sample of six Community countries. The
government also approved the definitive uprating of pensions for 1990;
increases will average some 8 %.

27.7 The government approves a 5 % reduction in advance payments of
personal income tax.

France (F)

1.7 The government approves 4 2.5 % increase in the minimum statutory
wage (SMIC).

8.8 Inresponse to the crisis in the Gulf, the Government decrees maximum
prices for petroleum products. These will vary on the basis of movements in the
prices of refined products on the Rotterdam market which depend on the
dollar price per barrel of crude oil. However, the proportion of the price
corresponding to the distribution margin and tax charge remains unchanged.

28.8 For the second year in succession, the Government sets an upper limit
on rent increases in Paris and the surrounding conurbation. From 1 September
1990 to 31 August 1991, rent increases will not be permitted to exceed the rise
in the cost of construction index, i.e. 1.1 %.

Ireland (IRL)

None.

Italy (I)

7.7 Government, trade unions, and the employers’ association rcach an
agreement whereby the present system of wage indexation in industry (*scala
mobile’) will be extended up to the end of 1991. After that date a new
mechanism will be put in place, to be devised through negotiations due to start
on Ist June 1991.

12.7 Law enabling public credit institutions to become joint-stock
companies (with private shareholders holding up to 49 % of shares) wins final
approval from Parliament.

Luxembourg (L)

19.7 The Government approves a bill under which the Luxembourg stock
exchange society is permitted to set up forms of stock markets other thuan the
traditional ones, such as options and futures markets.

Netherlands (NL)

10.7 The government limits certain social security benelits, such as
entitlement to benefit for widows and widowers and unemployment benefits
for persons of between 21 and 27 years of age who have completed their
studies.

18.7 The government decides on a package ol measures designed Lo save
HFL 650 million on the central government budget and HEL 350 million on
social security expenditure (as a result of which central government social
security funding can be reduced). The objective is to limit the budget deficit to
4.7 % of NNI1in 1991. This s to be achieved by a 1 % reduction in all subsidies
(HFL 270 million), enterprises paying for vocational training specifically
geared to the needs of branches of activity (HFL 150 million), efficiency
savings’ (cuts in the number of civil servants (HFL 230 million), a reduction in
the number of persons receiving invalidity benefits and a limit on expenditure
in the health sector.

19.7 The government adopts a draft law laying down the rules for adjusting
public sector minimum wages and allowances to those in the private sector.
The adjustment will be made twice a year : in January, on the basis of the rise in
wages as estimated in the Planning Office forecasts. and in July when the
difference between the estimate in the following March and the January
adjustment will be granted.

19.7 The Nederlandsche Bank raises its secured loans rate from 7.8 % to
8 00.

Portugal (P)

18.7 Parliament approves a new law on urban leases, which now permits
fixed term contracts for new leases.

27.7 The government increases petrolcum product prices by 5 %. The
purpose of this measure is to guarantee the revenue from the tax on petroleum
products provided for in the budget.

Royaume-Uni (UK)

19.7 The government announces a package of measures to soften the impact
of the new *Community Charge’ (poll tax) levied by local authorities as from
the next financial year beginning in April 1991.




Prices (excluding VAT) in Luxembourg

Licu
curopean Lconomy’ (4 issues per year 3 ‘he annuval subscription runs from anuary 1o
b i (4 ) 58 Th | sub t fl 1] t
31 December of each year.
Supplements
. - . 2y > . ~ ; ot Q ~
Series A ‘Teonomic trends 33.50 }f‘l.\nilcntsm bu‘nmdc]onl_\ to tth“ngems in the countries
(11 1ssuces per year) 1sted on page 3 of the cover of European Economy
Series B 5 . SON< T VOV Fes ol 2 . . R . .
Series B (l]*ll“l_ﬂt»:di(l! a/x‘»‘n?)umu survey results 23.50 These are surface mail rates; for air subscription rates
: '“_““‘ per year please apply to the agents.
Complete series of supplements 37
Combined subscription “Eyropean Economy” and supplements 84

*
**eoa’*  OFFICE FOR OFFICIAL PUBLICATIONS
: on ** OF THE EUROPEAN COMMUNITIES

oer L-2985 Luxembourg
: CB-AS-90-008-EN-C



